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QUESTION 1               54 marks 
 
Jonathan Small and his wife Elizabeth are married out of community of property. Jonathan is 52 
years old and Elizabeth is 47 years old. They have two children – their daughter Sarah is a 22- 
year-old student, and their son Herbie is 15 years old and is still at school. All family members 
are ordinarily resident in South Africa in terms of the Income Tax Act, 1962 (Act 58 of 1962), as 
amended.  
 
In 1998 Elizabeth founded Dream Design (Pty) Ltd (‘Dream Design’), an interior decorating 
company, of which she was the sole shareholder. Elizabeth is the managing director, and 
employs a staff of three decorators and a general administrator. Dream Design has a February 
year end and is a registered vendor in terms of the Value-Added Tax Act, 1991 (Act 89 of 1991), 
as amended. 
 
In 2002 Jonathan and Elizabeth paid an independent accountant, Mr Chris Hosking, to assist 
them in setting up the Small Family Trust. Mr Hosking runs his own accounting practice as a 
sole practitioner. He is not a value-added tax (VAT) vendor. Jonathan and Elizabeth were 
appointed as trustees, together with Mr Hosking. The trustees are mandated to administer the 
assets of the Trust, and to provide for the financial needs of Jonathan, Elizabeth and their 
children from the income of the Trust at the discretion of the trustees.  
 
On the day the Trust was formed Elizabeth sold all her shares in Dream Design to the Trust at 
market value. The purchase was funded by way of a loan account. This loan account was 
settled in full in 2009 with dividend income received from Dream Design. Since then the income 
of the Trust has consisted of dividends from these shares together with interest income on the 
amounts not distributed by the trustees. However, on 28 February 2015 the trustees had 
distributed all amounts accrued to or received by the Trust to that date. 
 
Jonathan is a successful general practitioner who is employed by a local hospital. Jonathan 
owns the family home. This home was originally financed by a mortgage bond from Second 
Divisional Bank, but it had been paid off by 2005. In that year Jonathan took out a second 
mortgage bond secured against the family home to purchase a block of flats as an investment 
for R3 million. He has included the rent received each year in his gross income. However, since 
the deduction he claimed for interest paid on the mortgage bond was almost equal to the rental 
income, the effect on his taxable income was minimal. 
 
Jonathan wanted to minimise future estate duties and protect his personal assets from 
professional claims. He accordingly transferred ownership of his block of flats into the name of 
the Small Family Trust for no consideration on 1 March 2015. The market value of the property 
was R5 500 000 on that date. The second mortgage bond over the family home was retained in 
Jonathan’s name.  As there was no cash available in the Trust, Jonathan also paid the transfer 
duty and transfer costs on behalf of the Trust. The Trust is obliged to repay these costs to 
Jonathan.  
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During the course of the 2016 year of assessment amongst others the following transactions 
took place in the Trust’s bank account: 
 

 R 

Dividends from Dream Design 
The dividend was declared on 1 October 2015 and paid on 15 October 2015. 
This was the only dividend for the year. 

700 000 

Rent income 325 000 

Interest on its cash balances  
R9 000 of this interest income is attributable to dividend receipts retained in the 
Trust’s bank account. 

16 000 

Monthly fees for trustee services of R2 000 to Mr Hosking for the period October 
2015 to February 2016. 

 

Market-related interest charge on the loan of the transfer duty and transfer costs 
This charge was paid out of dividend income received. 

14 000 

Rates and taxes of the block of flats 60 000 

There were no rental amounts outstanding on 28 February 2015 as the Trust did 
not own the flats on this date. Rent of R5 000 was outstanding on 
29 February 2016.  

 

 
The trustees, acting within their mandate, vested the following amounts in the beneficiaries on 
29 February 2016:  

 From rental income: R150 000 to Jonathan, and R25 000 each to Sarah and Herbie; and 

 From dividend income: R200 000 to Elizabeth.  

On 1 October 2015 Dream Design, on the instruction of the trustees, paid the outstanding 
monthly trustees fees of R12 000 due to Mr Hosking for the period 1 March 2015 to 
30 September 2015. The Trust will not be required to repay this amount to the company.  

Dream Design exhibits every year at the South African Design Indaba. For the July 2015 event 
it was approached by the organisers of the Indaba with the following proposal: If Dream Design 
were to provide its services to the Indaba free of charge to assist with the theme, décor and 
planning of the event, the Indaba would waive its standard fee of R50 000 for providing Dream 
Design with a stand at the event. Dream Design agreed to the proposal, which was carried out 
as planned. Dream Design estimates that it could have charged R40 000 for the services it 
provided to the Indaba. At year end Dream Design had not received or issued any invoices in 
respect of the transaction. The company’s accountant is of the view that the transaction 
effectively has a net balance of zero and therefore has no income tax or VAT consequences. He 
does not intend pursuing the matter further.   
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Jonathan Small is in the process of completing his tax return for the 2016 year of assessment. 
His calculations are as follows: 
 

 R 

Salary from employment 660 000 

Rental income received from the Trust 150 000 

Interest expense in respect of the second mortgage bond (160 000) 

Estimated taxable income for normal tax purposes  650 000 

Donations made during the year –  

Capital loss for capital gains tax purposes on the transfer of the flats to the 
Trust 

 
(3 000 000) 

  

 
Jonathan has an assessed capital loss of R20 000 brought forward from his 2015 year of 
assessment.   

Jonathan submitted his taxable income calculation and supporting documents to Ms Amara 
Singh (CA(SA)), who helps him to compile his annual tax returns. She called him shortly after 
receiving it and said: ‘You should never have transferred the flats to the Trust for no 
consideration.’ 
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INITIAL TEST OF COMPETENCE, JUNE 2016 

PROFESSIONAL PAPER 4 

 
 

QUESTION 1 – REQUIRED 

Marks 

Sub-
total 

Total 

(a) Calculate Jonathan’s taxable income for the 2016 year of assessment. 
Start your calculation with Jonathan’s estimated taxable income of 
R650 000. 

 
 

17 

 
 

17 

(b) Critically discuss Ms Singh’s comments to Jonathan.   
 
Communication skills – logical argument  

8 
 
1 

 
 

9 

(c) Discuss the tax consequences for Dream Design of the payment made to 
Mr Hosking by the company. Ignore VAT. 

 

5 

 

5 

(d) Discuss, with reasons, the consequences for Dream Design of entering 
into the arrangement with the South African Design Indaba with regard to – 
(i) normal income tax; and 
(ii) VAT. 
 
Communication skills – logical argument  

 
 

15 

7 

1 

 
 
 
 
 

23 

Total  54 

 
 


