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QUESTION 2                  65 marks 
 
Ignore value-added tax 
 
Mr Lungisa Rani, a South African resident, has a diverse portfolio of investments, both in 
South Africa and abroad. Mr Rani believes in taking an active role in the management of the 
companies in which he has invested. Mr Rani insists that he hold at least a 40% stake in any 
company in which he invests.  
 
Currently Mr Rani is focusing his attention particularly on two of his investments: 

 Ukwaka Construction (Pty) Ltd, a company based in the Eastern Cape and resident in 
South Africa.  

 Micromanix LLC, a company incorporated in Dubai.  
 
1 Ukwaka Construction (Pty) Ltd      
 
Ukwaka Construction (Pty) Ltd (‘Ukwaka’) operates in the construction industry. Although 
initially a profitable business, Ukwaka has been making losses over the last four years.  
 
Mr Rani is a 50% shareholder and a director of Ukwaka. He has earmarked the following 
three initiatives that he believes will help alleviate the pressure on the company’s liquidity 
and return the company to profitability. 
 
Initiative 1 
 
Mr Rani approached Republic Bank to raise further finance and the bank suggested that 
Ukwaka enter into a sale and leaseback arrangement of the company’s bulldozer. Ukwaka 
had purchased the second-hand bulldozer from a third party who is not a connected person 
in relation to Ukwaka on 30 June 2014, for ZAR850 000. At the time the bulldozer had a 
market value of ZAR800 000. 
 
In terms of the arrangement the bank would purchase the bulldozer for ZAR1 200 000. 
Ukwaka would in turn lease the bulldozer back from Republic Bank at ZAR35 000 per month 
for four years, after which the bulldozer would be returned to the bank. Ukwaka currently 
leases all its other heavy duty equipment in terms of operating leases. Ukwaka’s Board of 
Directors approved the transaction on 25 July 2016 and the sale took place on 
1 August 2016.  
 
Initiative 2 
 
Mr Rani invited Mr Odwa Xula, who is Mr Rani’s brother-in-law and an engineer, to 
subscribe for shares in the company. Mr Xula will also take up the position of chief engineer.  
 
Because the company has been making losses for four years, Mr Xula offered to pay 
ZAR450 000 for shares that would give him a 15% shareholding in the company. He 
believes that the offered amount would be the value of his 15% shareholding after the 
subscription. Mr Xula strongly believed that his involvement in the management of the 
company would help to return the company to profitability.  
 
After consulting with his Chief Financial Officer, Mr Rani estimated that a 15% shareholding 
in the company after subscription was worth ZAR575 000. Mr Rani put forward the following 
counterproposal to Mr Xula: Mr Xula would subscribe for a 15% shareholding in the 
company in exchange for the company assuming ownership of Mr Xula’s brand new 4x4 
single-cab vehicle, worth ZAR500 000 fairly valued. Mr Xula had acquired this vehicle for 
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private use. The vehicle would be used by Ukwaka’s construction site manager. Mr Xula 
accepted Mr Rani’s proposal. 
 
Ukwaka’s Board of Directors passed a resolution to the effect that it had determined that the 
subscription was for adequate consideration. Mr Xula and Ukwaka agreed in writing that the 
provisions of section 42 of the Income Tax Act, 1962 (Act 58 of 1962), as amended, would 
not apply to the transaction. The subscription and issue of shares took place on 
30 June 2016. 
 
Initiative 3 
 
Ukwaka tendered for a number of provincial and national government construction projects. 
The government practice of paying a substantial portion of the tender price upfront will 
further improve Ukwaka’s liquidity and position the company for growth in the years to come. 
 
On 30 November 2016 the South African National Roads Agency (Sanral) announced that 
Ukwaka had won the tender to construct a bridge over the Mzimvubu River as part of the 
new Wild Coast toll road project. 
 
In terms of the tender Sanral paid 60% of the total tender price of ZAR20 million upfront on 
31 December 2016. The remaining 40% would be paid six months after the commencement 
of construction. Construction is scheduled to begin on 1 May 2017 and it is estimated that 
the bridge will take 18 months to complete.  
 
Ukwaka’s cost accountant put together the following direct cost estimate for the construction 
of the bridge: 
 

 ZAR 

Labour (note 1) 4 500 000 

Materials 8 000 000 

Rental of equipment 3 500 000 

Total 16 000 000 

 
Note 1: ZAR500 000 of this labour cost was incurred in the preparation of the tender as well 
as the site survey during the 2016 year of assessment. 
 
Ukwaka is a member of the Eastern Cape Builders Association (ECBA) and paid its annual 
membership subscription of ZAR140 000 for the period 1 October 2016 to 
30 September 2017 on 30 September 2016. ECBA acts as a provincial industry body and 
membership is voluntary.  
 
General information relating to Ukwaka 
 

 Binding General Ruling 7 attributes a three-year write-off period to bulldozers and a 
four-year write-off period to 4x4 vehicles. 

 The construction of buildings and roads is a process similar to a process of 
manufacture in terms of Practice Note 42. 

 The remaining useful life of the bulldozer at the date of the sale to Republic Bank was 
equal to the length of the lease period. 

 Ukwaka and Republic Bank both have 31 December financial year ends.  

 The South African Revenue Service (SARS) has accepted that the gross profit method 
may be used when calculating future expenditure on contracts. 
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2 Micromanix LLC 
 
Micromanix LLC (‘Micro’) was incorporated in Dubai in the United Arab Emirates in 2002 and 
has a 31 December financial year end. Mr Rani subscribed for 40% of the equity shares of 
Micro when it was formed. The remaining shareholders are not resident in South Africa and 
are not connected persons in relation to Mr Rani. Micro manufactures electronic PC boards 
which are used globally in various industries. The first Micro factory was established in the 
Gauteng Province in 2003 and a second factory was opened in Swaziland a few years later.  
 
Following a tax audit in 2005, SARS notified the directors of Micro that it considered that the 
company was effectively managed in South Africa and it was therefore a ‘resident’ for South 
African tax purposes. As a result, the company has been taxed as a South African resident 
since the beginning of its 2005 year of assessment.  
 
On 1 January 2011 the contributed tax capital of Micro was ZAR500 000 and there have 
been no share issues or buy-backs since that date. 
 
As part of the expansion plan of Micro, the directors decided to open a new factory in Dubai 
and to move the head office and the senior management team of the company to new 
headquarters in Dubai. The move took place during the course of 2016 and the new head 
office was opened on 1 October 2016. As a result of the relocation Micro ceased to be a 
resident for South African tax purposes on 1 October 2016. The South African operations 
remain as permanent business establishments in South Africa. 
 
An independent valuations expert valued both the company and its assets and determined 
that the market value of all the shares in Micro was ZAR35 million on 30 September 2016.  
 
The Dubai factory was opened and commenced production on 1 January 2017. The 
factories in South Africa and Swaziland have continued to operate as previously, each under 
the supervision of a local factory manager who reports to a member of the Dubai-based 
senior management team. 
 
Micro’s fixed asset register reflects the following details for the assets used in each factory: 

Asset 

Date 
acquired 

and brought 
into use 

Cost price 
Market 

value on 
30/9/2016 

Gauteng factory  ZAR ZAR 

Factory property (comprising land and 
building) 

 
 

  

 Land 1/7/2003 1 500 000 4 700 000 

 Building  1/7/2003 3 500 000 1 900 000 

Plant and equipment (new and unused)  1/7/2008 5 000 000 300 000 

    

Swaziland factory  SZL SZL 

Factory property (comprising land and 
building) 

 
 

  

 Land 1/6/2005 600 000 1 900 000 

 Building 1/6/2005 2 100 000 1 200 000 

Plant and equipment (second hand)  1/2/2013 9 500 000 3 380 000 
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Swaziland has a source-based tax system and the Double Tax Agreement between South 
Africa and Swaziland provides that income from the factory in Swaziland may be taxed in 
Swaziland.  
 
The 2015 assessment from the Swaziland Revenue Authority reflected an assessed loss of 
SZL380 270. No normal tax was payable in Swaziland for the years ended 
31 December 2015 or 31 December 2016.  
 
The taxable income of the Gauteng and Swaziland factories from 1 January 2016 to 
31 December 2016 before taking into account any capital allowances on the factory assets 
or any of the other information shown above is as follows: 
 

Gauteng factory ZAR950 000 

Swaziland factory SZL700 000 

 
The taxable income of both the Gauteng and Swaziland factories was earned evenly over 
the year.  
 
2.1 Investment in Benova 
 
Micro acquired 15% of the shares in Benova Plc (‘Benova’), an unlisted company 
incorporated in the Isle of Man, a self-governing British Crown dependency, at a cost of 
USD150 000 on 1 April 2008. Benova is not a controlled foreign company as defined in 
section 9D(1) of the Income Tax Act. Benova has in every year since Micro acquired the 
shares, paid a dividend to its shareholders on the last day of its financial year. The dividends 
paid by Benova are not deductible in the determination of its tax liability on the Isle of Man.  
 
Benova paid the following dividends between 2010 and 2014: 
 

Date 
Total dividend paid to 

all shareholders 

 USD 

31 December  

 2010 2 000 000 

 2011 2 200 000 

 2012 2 500 000 

 2013 2 100 000 

 2014 2 400 000 

 
On 31 August 2015 Micro sold its entire shareholding in Benova to Phi Investments, a 
company not resident in South Africa and that is not a connected person in relation to Micro, 
for USD285 000. This was the market value of the shares on that date. 
 
2.2 General information relating to Micro  
 

 All capital assets were acquired from non-connected persons in arm’s length 
transactions. 
 

 There is no double tax agreement between South Africa and the United Arab Emirates 
or between South Africa and the Isle of Man.  
 

 The official currency of Swaziland, the lilangeni (SZL), is at par with the South African 
rand.  
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 The relevant ZAR : USD exchange rates were as follows: 
 

Date ZAR : USD 

Spot rate   

 1 April 2008 8,0963 

 31 December 2011 8,1842 

 31 December 2012 8,4744 

 31 December 2013 10,4287 

 31 December 2014 11,5706 

 30 September 2015 13,9194 

 31 December 2015 15,5159 

 30 September 2016 15,4525 

 1 October 2016 15,4428 

 31 December 2016 15,5335 

Average exchange rate for year 
ended 31 December   

 2008 8,2517 

 2011 7,2531 

 2012 8,2099 

 2013 9,6502 

 2014 10,8444 

 2015 12,7507 

 2016 14,2818 

 

 The write-off periods provided for in General Binding Ruling 7 are as follows: 
 

Description Years 

Furniture and fittings 6 

Office equipment  3 

 

 All exchange control requirements have been complied with and the taxpayers 
concerned will apply the tax legislation so as to minimise their current year tax 
liabilities.
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INITIAL TEST OF COMPETENCE, JANUARY 2017 

PROFESSIONAL PAPER 3 

 
 

QUESTION 2 – REQUIRED 
Marks 

Sub-
total 

Total 

(a) Determine the normal tax implications for both Republic Bank and 
Ukwaka stemming from the sale and leaseback arrangement 
entered into on 1 August 2016 under initiative 1. Provide brief 
reasons for each item in your calculation. 

 
 
 

12 

 
 
 

12 

(b) Discuss and calculate the tax implications in terms of the Income 
Tax Act for both Mr Xula and Ukwaka of the subscription for a 
15% shareholding by Mr Xula in exchange for the vehicle under 
initiative 2 on the assumption that – 

 Mr Xula’s valuation of the shareholding is equal to the arm’s 
length value; and 

 Mr Rani’s valuation of the shareholding is equal to the arm’s 
length value. 
   

Communication skills – logical argument; appropriate style 

 
 
 
 
 
 
 

16 
 

2 

 
 
 
 
 
 
 
 
 

18 

(c) Discuss the tax implications for Ukwaka in relation to the upfront 
receipt from Sanral for the tender to build a bridge over the 
Mzimvubu River as well as the payment to the Eastern Cape 
Builders Association under initiative 3. 
  
Communication skills – clarity of expression 

 
 
 

9 
 

1 

 
 
 

 
 

10 

(d) Calculate the South African normal tax liability of Micro as resident 
for the year of assessment ended on 30 September 2016 and 
provide brief reasons for your treatment of the capital gain and the 
foreign dividend. Ignore dividends tax consequences. 

 
 
 

25 

 
 
 

25 

Total   65 

 


