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IS GENEROSITY A BAR TO TAX DEDUCTIBILITY?

T S EMSLIE
Senior Lecturer in Taxation, Department of Accounting, University of Cape Town

Introduction

In the first quarter of 1988 several areas of South Africa were struck
by floods, and a great many South Africans donated sums to a
national disaster fund. At least one company operating a large chain
of supermarkets placed short advertisements on television announ-
cing that it had donated its entire budgeted advertising expenditure
for the month of March 1988 to the national disaster fund, and
encouraging others to make donations as well.

The question arises whether the amounts donated under such and
similar circumstances can properly qualify for deduction in the
determination of liability for income tax under the Income Tax Act
58 of 1962 (the Act).

Let us accept for present purposes that we are concerned with
donations by business enterprises that are not acts of generosity
motivated by disinterested liberality. We are concerned rather with
generosity which is motivated by an expectation that a benefit in the
form of favourable publicity, or association with a worthy cause in
the minds of potential customers or clients, will result and enhance
the donor's business.

The donations under discussion are thus characterized by a dual
effect:
- benevolence towards a worthy cause, and
- favourable publicity or advertising to be gained from the

donation.
Except where a donation is made to an educational institution

under the circumstances provided in s 18A of the Act, the cost of a
donation can be deducted only under the provisions of what is known
as the general deduction formula, s 11(a) read together with s 23(g)
of the Act. The effect of these provisions is that before the amount of
a donation can be deducted it must constitute an expenditure actually
incurred in the production of income, not of a capital nature, and
wholly or exclusively laid out or expended for the purposes of trade.

CIR v Pick 'n Pay Wholesalers (Pty) Ltd

In Commissioner for Inland Revenue v Pick 'n Pay Wholesalers (Pty) Ltd
1987 (3) SA 453 (A) the Appellate Division recently had cause to
pronounce upon the tax deductibility of a donation by the respondent
to the Urban Foundation. The facts giving rise to this appeal can be
summarized as follows.

In 1977 the respondent pledged itself to donate to the Urban
Foundation an amount of R500 000 in five equal annual instalments.
In each of the respondent's years of assessment ended 28 February
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1978 and 28 February 1979 it claimed a deduction of R100 000 in
respect of advertising expenditure. The full R500 000 was not
claimed in the year in Which the pledge was made, because the
payment of future years' instalments was subject to certain exigencies
and the full amount could therefore not be said to be expenditure
actually incurred in the 1978 year of assessment.

Mr Raymond Ackerman was at all relevant times the chairman and
managing director of the respondent and also a member of the main
board of the Urban Foundation.

Deduction of the amounts claimed as advertising expenditure was
disallowed by the Commissioner for Inland Revenue, the respon-
dent's objection was unsuccessful, and the matter was heard as an
appeal in the special court for hearing income tax appeals. The special
court held that the donations were deductible as advertising
expenditure, and the Commissioner then lodged an appeal to the
Cape Provincial Division of the Supreme Court. Before the hearing
of this appeal the Commissioner made an application to amend his
grounds of appeal in order to raise certain points not raised at the
special court hearing. By consent a full bench of the Cape Provincial

* Division set aside the order of the special court and remitted the
matter to it for the hearing of further evidence and additional
argument. The special court again allowed the appeal, and the
Commissioner then appealed direct to the Appellate Division of the
Supreme Court.

Before the Appellate Division the Commissioner argued that in
order to be deductible the' expenditure had to comply with ss 11(a)
and 2 3(g) of the Act, and that when these provisions were applied the
correct conclusion was that the expenditure claimed was of a capital
nature and in addition was not wholly or exclusively laid out for the
purposes of trade. Alternatively, it was argued that should it be found
that the R100 000 donated during the year of assessment ended 28
February 1978 was deductible, the donation made in the following
year of assessment had not been incurred in the production of income
and/or was not wholly or exclusively laid out for the purposes of
trade.

The majority judgment

Nicholas AJA, Corbett JA and Botha JA held that the donations
did not constitute expenditure wholly or exclusively laid out or
expended for the purposes of trade and that they were therefore not
deductible. Having decided the matter on s 23(g) of the Act, they
found it unnecessary to consider the Commissioner's other sub-
missions. Nicholas AJA, who delivered the majority judgment,
quoted with apparent approval (at 468F-G) the following observa-
tions by Lord Brightman in Mallalieu v Drummond (Inspector of Taxes)
[19831 2 All ER 1095 (HL) at 1100a-b:
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'The object of the taxpayer in making the expenditure must be distinguished
from the effect of the expenditure. An expenditure may be made exclusively to
serve the purposes of the business, but it may have a private advantage. The
existence of that private advantage does not necessarily preclude the exclusivity of
the business purpose.'

Thus in applying s 23(g) one must distinguish between the object or
purpose of an expenditure and its effect. It is the former which must
retain its exclusivity in order for the expenditure to be deductible.

Nicholas AJA posed the issue to be decided as follows (at
469C-D):

'It was contended on behalf of Pick 'n Pay that the donation was merely the
vehicle which it used to ride to publicity and profits, and that the benefit to the
Urban Foundation was incidental. While charity was an effect of the donation, it
was not part of Pick 'n Pay's purpose, which was solely the promotion of business.
The contention of the Commissioner on the other hand was that the donation was
made with a dual purpose which included philanthropy.'

The evidence was that the respondent's advertising fell into three
categories:
- daily advertisements listing goods and their prices,
- advertisements of so-called special events, such as the launching

of no-name brands, the special holding down of prices, and a
petrol sales scheme, and

- indirect advertisement in the form of coverage in the news and
editorial columns of the media.

The third category of advertisement was not readily achieved and
was considered by the respondent to be the most important and
valuable form of advertising.

Counsel for the respondent had made the point that the payments
to the Urban Foundation had been reflected as part of the advertising
budget in the respondent's books of account and the respondent's
advertising budget required reduction elsewhere so that it would not
be exceeded.

It is submitted that the nub of the reasoning of the majority is to be
found in the following comments of Nicholas AJA at 470H-J:

'Mr Ackerman's ... evidence makes it clear that, sitting at the board table of the
Urban Foundation, he saw the donation as a benefaction to the Urban
Foundation .... It is suggested that when dealing with the matter as chairman and
managing director of Pick 'n Pay, his purpose was solely a business one, although it
was the same donation to the same charity. I cannot accept that. A man does not
change his mind when he changes his hat.'

And again at 471C-E:
'... the donation was presented at the press conference, and in the ensuing
publicity, as an act of disinterested benevolence. I think that what was said about
Pick 'n Pay in Mr Ackerman's presence is to be given its face value, and that Mr
Ackerman's philanthropic purpose was genuine. The alternative-to regard it, so
far as Pick 'n Pay was concerned, merely as a cynical ploy to trade on the charitable
sentiments of the community, in order to promote the naked business advantage of
Pick 'n Pay-is unworthy and unacceptable. The alternative is wholly inconsistent
with the persona of a company concerned for people and aware of its social
responsibility to the community, which Pick 'n Pay has sought over the years, no
doubt sincerely, to build up.'
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The minority judgment

Hefer and Nestadt JJA came to a different conclusion. They held
that the expenditure was laid out wholly and exclusively for the
purposes of trade and, furthermore, that it was not of a capital nature.
However, they regarded only the 1978 payment to the Urban
Foundation as deductible and held that the 1979 payment, and by
implication all subsequent payments, were not in the production of
income and therefore not deductible.

On what basis did the minority find that the donations had been
made wholly and exclusively for the purposes of trade? Nestadt JA,
speaking of Mr Ackerman at 473E-F, accepted that

'"[w]earing his Urban Foundation hat" he obviously wished to benefit this
organization. In this capacity, therefore, it may be assumed that he acted from
motives of philanthropy.'

However, NestadtJA, correctly it is submitted, went on to make a
crucial distinction at 473F-H:

'But the matter has to be judged from a different point of view, viz his thinking qua
managing director of respondent. Not only can this distinction be made on the
facts; it must be made. As Centlivres CJ said in Commissioner for Inland Revenue v
Richmond Estates (Pty) Ltd 1956 (1) SA 602 (A) at 606G-H:

"A company is an artificial person with no body to kick and no soul to damn and
the only way of ascertaining its intention is to find out what its directors acting as
such intended." (My emphasis.)

In other words, in the circumstances under consideration, one has to guard against
merging Mr Ackerman's activities and intentions in his personal capacity and those
in conducting the affairs of the respondent....'

NestadtJA concluded that whatever might have been said at the press
conference which publicized the respondent's donation, the matter
had to be examined 'in the light of what was said and thought and
aimed at at respondent's board meeting' (at 474F).

In the result, Nestadt and HeferjjA held that from the respondent's
point of view the donations did indeed constitute expenditure wholly
and exclusively laid out for the purposes of trade.

NestadtJA had no difficulty in holding that the donations were not
of a capital nature, since the benefit effected, like that effected by a
great deal of advertising, was of an ephemeral nature and created no
enduring benefit.

The final test was whether the expenditure had been incurred in the
production of income. The minority judges had no difficulty with
this as regards the 1978 tax year, but held that the R100 000 paid in
the 1979 tax year had not been incurred in the production of income,
as the income generated by the favourable publicity had been
produced in the 1978 tax year. They accepted that expenditure need
not produce income in the same year in which it is incurred, and
indeed that it can do so in a future year or even in a past year, but they
found that the respondent had failed to show a sufficient link between
the expenditure in the 1979 tax year and the previous year's income.
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The minority judges accordingly held that only the first R100 000
donated qualified for deduction in the calculation of the respondent's
taxable income.

Comment
It is respectfully submitted that the majority finding in the Pick 'n

Pay case erred in holding that the amounts donated failed to pass the
test of s 23(g), and that the finding of the minority on this issue is
preferable.

With respect, Nicholas AJA's comment that 'a man does not
change his mind when he changes his hat' reveals the flaw in the
majority judgment. The mind of Mr Ackerman ought not to have
been the focal point of the inquiry. It was rather the intention of the
respondent, an artificial person whose intention could only be
determined, as Nestadt JA correctly pointed out, by looking at the
intention of the directors acting as such, which had to be determined.
There was certainly sufficient evidence, it is submitted, to discharge
the onus of proving that, while the respondent did envisage a
philanthropic effect, its purpose in making the donations in question
was solely to enhance its business image. This is borne out by Mr
Ackerman's evidence that the respondent would not have made the
donation in question in the absence of arrangements for the
respondent's generosity to be given maximum publicity.

Nicholas AJA's implication that in order to be deductible the
donation would have to be 'a cynical ploy to trade on the charitable
sentiments of the community, in order to promote the naked business
advantage of Pick 'n Pay', with respect, seems moralistic and implies
that it would somehow be blameworthy for a company to enhance its
business at the same time as it benefited the community. A seasoned
businessman, unaccustomed to the rarified atmosphere of the
Appellate Division, might in contrast regard the enhancement of his
business as a requirement of any act of business generosity.

If the important distinction between the purpose of expenditure
and its effect is properly understood, it is entirely conceivable that a
taxpayer might be pleased with the philanthropic effect of a certain
expenditure provided that his business purpose is achieved.

Mr Ackerman held 30 per cent of the shares in the respondent, and
if he was merely indulging his private philanthropic sensibilities at the
expense of his felloW shareholders, one might expect the remaining
shareholders to feel aggrieved. On the other hand, provided that the
donation was motivated by sound business considerations, it is
difficult to imagine the remaining shareholders complaining that the
donations resulted in a charitable effect. When the donor is a public
company such as the respondent, it seems entirely appropriate that
the motive should be a purely business one.

GrosskopfJ, giving judgment in favour of the respondent in the
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special court, made the following comments (quoted in the judgment
of Nicholas AJA at 4681-J):

'Expenditure which is made for purposes of trade is not rendered non-deductible
merely because the maker of the expenditure is pleased to be able to support or help
the person to whom it is made. Business which is conducted with friends, relatives
or well-wishers does not cease to be business.'

It is respectfully submitted that the reasoning of GrosskopfJ in the
special court and of Nestadt and Hefer JJA in the Appellate Division
is preferable to that of the majority in the Appellate Division.

The approach of the minority judgment to the disallowance of the
R100 000 donated in the 1979 tax year because it was not proved to be
in the production of income is, with great respect, unconvincing. It is
submitted that the donation in the 1979 tax year stood on a footing
identical to that of the donation of the previous year once the
contingency had been met. This aspect need not be dwelt upon,
however, for with appropriate tax planning it would be a simple
matter for the test in question to be passed.

The distinction between purpose and effect

It is clear from both judgments in the Pick 'n Pay case that the
distinction between the purpose or objective of an expenditure and its
effect is of critical importance. It is the former which must be
untainted by any non-business motive, however secondary or
incidental. On the other hand, the existence of a non-business effect is
no obstacle to a deduction as long as the abovementioned purpose
remains pure. In the absence of further precision it is submitted that
the distinction which is required to be drawn is in practice almost
impossibly subtle. The split decision in the Pick 'n Pay case testifies to
this assertion. Two examples will suffice to illustrate the point.

Let us assume that the directors of Company X have decided to
sponsor a sporting event as a public-relations exercise for the benefit
of the company. Let us assume also that the choice of the sporting
event. is influenced by the fact that the managing director of
Company X is also the chairman of a certain sports union concerned
with the sporting event, a union that is badly in need of assistance,
but that the sporting event chosen suits Company X's purpose
ideally.

The purpose of the sponsorship is to benefit Company X. Its effect
is.to benefit both Company X and the sports union in question. In
this situation there can be no doubt that the expenditure is incurred
wholly and exclusively for the purposes of trade. To draw this
conclusion correctly, it is necessary to determine the company's
purpose as distinct from that of its managing director. Furthermore,'
it is important to distinguish between the purpose of the expenditure
and its effect.

Now let us consider another situation. Company Y's directors
decide in their capacity as such to donate funds to the local symphony
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orchestra with a dual purpose: (a) to promote the image of the
company, which is achieved by a prominent acknowledgement in
programmes sold at symphony concerts, and (b) to make what is seen
by the directors (and the public) as a worthwhile contribution to this
aspect of community life, out of a sense of civic responsibility.

On the reasoning of the majority in the Pick 'n Pay case, s 23(g)
would act as a bar to the deductibility of the donation by Company
Y. A philanthropic purpose co-existing with a business purpose was
seen by Nicholas AJA as an insurmountable obstacle posed by
s 2 3 (g).

How in practice does one distinguish Company X's situation from
that of Company Y? The problem is one of distinguishing between
an intended effect (the philanthropy that Company X had in mind)
and a purpose (the philanthropy that Company Y had in mind). Does
this not amount, as the saying goes, to a distinction without a
difference?

It is submitted that the distinction one is required to draw is capable
of greater precision. It is possible to distinguish between a desired
effect which motivates an expenditure and a desired effect which,
although desired, does not motivate the expenditure. Where a desired
non-business effect is present, one can ask the following question:
would the expenditure have been incurred if the non-business effect
were not present? If the answer is in the affirmative, this indicates that
it was some other desired effect which motivated the expenditure, and
this is surely sufficient for the purposes of s 23(g). If the answer is in
the negative, then it cannot be said that the expenditure was laid out
wholly and exclusively for the purposes of trade, and there can be no
tax deduction. In other words, s 23(g) requires that a business motive
be the sine qua non of the expenditure.

Purpose, which is governed by s 23(g), should be taken to mean
motivating desired effect, whereas effect, which is not governed by
s 23(g), should be taken to mean concomitant but not even partially
motivating desired effect.

Such an approach seems at least compatible with the tenor of the
judgments of GrosskopfJ and Nestadt JA outlined above.

The suggested test-whether the desired business effect can stand
alone as the sine qua non for an expenditure-would apply s 23(g) in
a balanced and acceptable manner. The interpretation embodied in
the majority Pick 'n Pay judgment means that whenever some
concomitant non-business desired effect is present, this must
necessarily sabotage the business motivation for an expenditure.

Conclusion
It is submitted that a business purpose need not be a 'cynical ploy',

nor need the combining of a business purpose with a non-business
effect be considered the promotion of a 'naked business advantage', as
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Nicholas AJA seemed to suggest, before the requirements of s 23(g)
of the Act are satisfied. It is further submitted that where an untainted
business purpose, as envisaged above, can be regarded as the sine qua
non of an expenditure, s 2 3(g) should not act as a bar to deductibility
just because this purpose is achieved in a manner which also achieves
a concomitant intended non-business result.

One thing seems to have been accepted as axiomatic in the Pick 'n
Pay case: that an expense incurred with a philanthropic purpose must
necessarily be regarded as one which was not incurred wholly and
exclusively for the purposes of trade. I question why this should be
the case. If a particular act of philanthropy is good for business, as
Pick 'n Pay clearly felt it was in the case, then surely the expense
involved is wholly a business expense. Indeed, the so-called donation
to the Urban Foundation was not in fact a donation. As L R Dison
SC, counsel for the respondent, pointed out at 461B-C, a donation is
an agreement induced solely by beneficence whereby the donor
expects no counter-performance or future advantage. In fact the
respondent was motivated by an ulterior motive which undoubtedly
was the sine qua non of the transaction, and cannot be said to have
acted solely from motives of liberality. How much more then were
the payments to the Urban Foundation made wholly and exclusively
for the purposes of trade.

I can see no reason why an element of generosity or philanthropy
should necessarily mean that an expense is not incurred wholly and
exclusively for the purposes of trade. Indeed, one would expect that
everything a public company does is for the purposes of its trade.

One wonders whether it is not folly to question what six judges
and almost as many counsel seem to have accepted as axiomatic, yet
one senses that the wide interpretation given to s 2 3 (g) in recent
decisions (see the judgment of Corbett JA in De Beers Holdings (Pty)
Ltd v Commissioner for Inland Revenue 1986 (1) SA 8 (A)) has placed in
the hands of the Commissioner for Inland Revenue a very powerful
tool for the disallowance of expenditure of which he does not
approve.

WHO SHOULD 'SCAPE WHIPPING?

JOHN REDGMENT
Professor of Law, University of Bophuthatswana

Well, the adult male offenders of Zimbabwe should, even though it
may be their just deserts.

In S v Ncube; S v Tshuma; S v Ndhlovu 1988 (2) SA 702 (ZS) three
rapists were granted leave to appeal in person in respect of that part of


