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Increased Provisional Tax Penalties

In the draft Revenue Laws Second Amendment
Bill, 2008 there is a seemingly small change to
paragraph 20(1) of the fourth schedule to the
Income Tax Act.

This paragraph deals with the second provi-
sional tax payment due for rendition by all
provisional taxpayers.

Up to now, there was no penalty payable as
long as the estimated taxable income in re-
spect of the year then ending is not less than
90% of the amount of the actual taxable in-
come for the period in respect of which the
estimate was made and was also not less than
the “basic amount” which is the taxable in-
come as disclosed in the latest tax assessment
issued to that taxpayer.

In practice, the effect was that the second
provisional tax payment could be based with
impunity on the taxable income as disclosed
in the latest assessment issued by SARS. If a
taxpayer considered that the actual taxable
income for that year would probably be less
than the last assessed amount, a lower esti-
mate could be made. If however that estimate

Internal Internet banking fraud (EFT fraud) occurs
when the employee responsible for effecting elec-
tronic payments to creditors misappropriates the
fund by transferring them into their private, related
and/or personal creditors’ bank accounts.

Horwath Forensics has been engaged in several mat-
ters where the Internet banking facility was the prima-
ry vehicle used in defrauding the companies in ques-
tion. The foremost reason for the occurrence of these
fraudulent schemes is usually a lack of segregation of
duties in the creditor’s department at the company,
where loading and amending of beneficiary details,
authorising of payments and effecting of payments
are all tasked to a single individual. Although segrega-
tion of employee duties is a principal internal control,
this can be rendered ineffective through schemes in-
volving the collusion of employees.

Although we are often tasked to investigate matters
involving internal EFT fraud, as well as to review ex-
isting internal controls and recommend suitable im-
provements, we have recently seen a spate of external
Internet banking fraud cases.

In these situations, the modus operandi involves the

was lower than 90% of the taxable income as
ultimately assessed for that year, a penalty tax
of 20% was payable. The penalty was calcu-
lated on the difference between the amount
of the normal tax on the estimated taxable in-
come and the normal tax calculated on 90%
of the actual taxable income. In addition to
the penalty, interest was also payable at the
current (non-tax deductible) rate of 14% p.a.

The proposed change deletes reference to the
“basic amount”, being the taxable income as
reflected in the latest tax assessmentissued by
SARS.

The effect is that all provisional taxpayers
must make a careful estimate of their taxable
income for the second provisional tax return
i.e. the return due for lodgement and pay-
ment before the last day of the tax year.

If the normal tax on the estimated taxable in-
come is less than 90% of the normal tax as
finally assessed for that year, the aforemen-
tioned 20% penalty tax will be payable on the
difference between the two amounts of nor-
mal tax referred to. We understand that SARS

heads, primarily through contacts at the Post Offices,
however, also through collusion between internal
employees and fraudsters. The fraudster will then
send out a letter (on the official letterhead) to various
customers of the company. The letter usually states
that there has been a change in the company’s bank
account details, and a new bank account number is
listed, into which all transfers should be paid. We have
also observed instances whereby the letter stated that
a separate bank account had been set up by the com-
pany for all direct deposits and electronic payments,
and requested the customer to utilise the new bank
account going forward.

As the letterhead appears to be legitimate, many
people have fallen for this scam. For various reasons,
recovery of these funds is an arduous process and is
certainly not guaranteed.

If any of your creditors indicate that they have changed
their bank account details, at the very least, a call to
the company to verify the authority of change is rec-
ommended. This simple procedure may result in the
avoidance of damages.

Contact Terence: +27 11 217 8000

has since agreed to reduce the 90% to 80%.

In many cases, provisional taxpayers will be
very hard-pressed to estimate their taxable
income for a year before the end of that year.
Trading stock is still to be counted and valued,
not all expense vouchers and creditors state-
ments will have been received, the final sales
for the last month could not yet have been
calculated, etc, etc. There are truly so many
variables at that stage that very few taxpayers
will be able to accurately determine their tax-
able income before the year end.

Although we understand that the penalty will
only be applied by SARS where the taxpayer
can not show that due care and responsibility
was taken in calculating the provisional pay-
ment, this onus of proof will not always be
easy to discharge. It is not yet clear whether
these changes will be passed into law without
further amendment. If so, the effect will be
startling with many taxpayers falling into the
penalty net.

Contact Kent: +27 21 481 7000
Email: kent.karro@horwath.co.za
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Audit Risks - Mind the gap

One of the greatest dangers to the public per-
ception of the audit profession is the wide gap
that exists between what directors, shareholders
and creditors expect from the statutory auditors
and what statutory auditors can actually do.

Many members of the public expect that:

e auditors should accept prime responsibil-
ity for the financial statements,

e auditors ‘certify’ financial statements,

e a‘clean’ opinion guarantees the accuracy
of financial statements,

e auditors perform a 100% check,

e auditors should give early warning about
the possibility of business failure, and

e auditors are supposed to detect fraud.

According to the auditing profession, the reality

is that:

*  management, as preparers of the finan-
cial statements, is primarily responsible
for their content, even though manage-
ment may request the auditors to prepare
them;

e an audit only provides reasonable assur-
ance that financial statements are free of
material misstatement;

e anaudit is no guarantee of solvency or fi-
nancial performance;

e auditors are only required to test selected
transactions - it does not make economic

sense, in to-days world, to check all trans-
actions; and

e although auditors plan and conduct an
audit engagement with an attitude of
professional scepticism recognizing that
circumstances such as fraud may exist
that will cause the financial statements to
be materially misstated, an audit does not
guarantee that fraud will be detected.

Whenever any company fails, public opinion
is likely to consider the auditors who gave its
financial statements a clean slate as negligent if
not worse.

To demand that a statutory audit—which only
aims to provide a reasonable assurance that fi-
nancial statements are free from material mis-
statement—should also provide an assurance
that the company will survive and grow is thus
an example of an expectation gap.

A statutory audit is not a strategy audit, which
evaluates the strategy formulation process and
evaluates strategies against the vision and mis-
sion of the company. Neither can it be a pro-
priety audit which extends beyond scrutinising
the mere formality of expenditure to examine its
wisdom and economy and brings to light cases
of improper expenditure or waste of share-
holder money.

Horwath Risk Consulting SA

Horwath Risk Consulting SA was launched in
September 2007 to create an additional “val-
ue add service” to both existing and potential
clients. Derek Cellarius was appointed CEO
and principal consultant.

As long as there is risk, there will be rewards.
Managing business risk is a continual chal-
lenge, and business leaders take the challenge
to heart.

Horwath Risk Consulting SA will help your

organisation realise the benefits of:

*  Assessing key business risks unique to
your industry and organisation; Imple-
menting risk management methods and
systems for improved performance;

*  Monitoring risk management effective-
ness on an ongoing basis, through inter-
nal auditing;

. Documenting risk management proc-
esses to increase the confidence of regu-
lators, shareholders, and other stake-
holders;

*  Managing business risk to reduce the
cost of capital and improve shareholder
value.

Horwath Risk Consulting SA was recently

awarded a tender with the Department of

Public Enterprises (DPE). The proposal was in

response to a tender calling for support to the

Risk Management Unit of DPE. We tendered

in competition with eight other professional

firms, including some of the Big Four. We

were eventually selected out of a short list of
3 firms because our “test” risk assessment of
Eskom’s 2008 5-year business plan was con-
sidered to be the best. The duration of the as-
signment is one year and may be extended.

Derek is assisting DPE with its risk manage-
ment programme and has recently completed
a risk review of the corporate plans (business
plans) of all nine State-Owned Enterprises
(SOE). He presented his findings to the then
Minister of Public Enterprises, Mr Alec Erwin
and the Director-General of DPE. A risk assess-
ment of the quarterly plans of the SOE will be
performed on a regular basis.

Derek is also assisting DPE to develop its risk
reporting procedures and is currently inves-
tigating a software solution for risk manage-
ment at DPE. Thereafter, Derek will assist DPE
in benchmarking risk management proce-
dures at some of the SOE.

Many entities, although aware of the potential
value of an enterprise-wide risk management
system, are uncertain about how to start the
implementation process. Call on Horwath
Risk Consulting SA for risk management and
internal audit expertise to improve your com-
pliance processes, corporate governance, and
business performance.

Contact Derek: +27 12 348 6335

Email: derek.cellarius@horwathsa.co.za

Another incorrect but common general percep-
tion is that it is the responsibility of statutory
auditors to detect fraud. However, it is often im-
possible for a statutory audit to detect fraud per-
petrated by management, since the focus of au-
diting techniques is not towards detecting such
fraud. A statutory audit is not an investigation
and the statutory auditor cannot be expected to
employ the techniques of an investigator.

While there is certainly an expectation gap, it
would be wrong to ascribe every public criti-
cism of the auditing profession to the expecta-
tion gap. Audit failures also occur. Some audit
failures are due to the professional negligence
of the auditor, while others are due to the failure
of auditing techniques themselves.

While the auditing profession should certainly
educate the public about its proper role and try
to close the expectation gap, it should at the
same time put its own house in order and root
out the negligence and conflicts of interests
which lead to audit failures.

Let the individual members of the profession
take the challenge of improving the integrity
and the ethical standard of the profession.

Contact Steven: +27 11 217 8000
Email: steven.firer@horwathsa.co.za

Over the last three years the four South Afri-
can member firms of Horwath International
have collaborated as a team, sharing industry
knowledge, expertise and assisting clients
who require the services of a nationally net-
worked firm. As a result, we have strength-
ened our positioning as a first choice auditing
and advisory firm.

Today we are proud to announce that
Horwath in South Africa will be launching their
new website, www.horwath.co.za, before the
end of the year. More than just an extreme
makeover, this new website reflects both our
local and international footprint, enhanc-
ing our credibility as a significant competitor
in the market. Furthermore it substantiates
and reinforces all that we offer and stand for.

e The comprehensiveness of our serv-
ices which extends beyond auditing, ac-
counting and tax compliance.

Our BEE status which compared to other
mid-tier firms, (excluding black-owned
firms) is unrivalled.

Our commitment to added value.

Given these and other credentials featured
on our website we anticipate furthering the
growth of Horwath in South Africa and so
look forward to building on our relationship
with you.
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Most people know that contributions to a RA
are tax-deductible up to a certain maximum,
but few people realise that a RA may actually
provide them with an opportunity to save tax
in 10 different ways.

Contributions are tax-deductible up to a
certain maximum.

Disallowed contributions can be carried
over to the next year of assessment and, if
unused during the contribution period, can
be offset at retirement to increase the tax-free
portion of the lump sum, or claimed as a tax
deduction against the annuity purchased with
the non-commuted amount.

The abolition of retirement fund tax means
that no tax on interest or rental income would

be imposed on the fund.

Your lump sums at death, disability or re-

tirement are tax-free up to a certain amount.

The balance of the tax-free lump sum is
taxed at a more concessionary rate of tax on
a sliding scale.

You can deduct a further R1 800 per year
in respect of arrear contributions (these are re-
ally re-instatement contributions).

On death, any benefits paid out by way of
an annuity are free of estate duty. (This pro-
vides a planning opportunity for the wealthy
estate owner to make a large single-premium
contribution to a RA to reduce his or her estate
for duty purposes). You could also donate a
lump sum to your spouse (donations tax ex-
empt) also saving estate duty of 20%.

If you leave your employer and receive
a withdrawal benefit from your pension or
provident fund, you can preserve your retire-

Branded Resort Developments

Integrated Resort Development (IRD) is a rela-
tively new term. Although the definitions of
resort developments vary somewhat, in ef-
fect, an IRD is a residential development inte-
grating additional elements into and around
the traditional residential component.

IRD developments which cater to primary
home buyers are often at an urban edge and
essentially provide residents with a gated com-
munity lifestyle whilst those which cater to
secondary home buyers are generally situated
in tourist destinations and are often modelled
on a destination resort concept rather than a
gated community.

Increasingly international branded hotels are
integrated in IRD developments, which of-
ten provide IRD’s with the additional value
of being associated with an internationally
recognised and established leisure brand.
The presence of such branded hotels allows
a development to benefit from the reputation
of an established leisure brand and ongo-

If inadequate interest is charged to an
employee (including working directors)
on loans (other than for the purpose of
furthering his own studies) in excess of
R3 000 from his employer (or associated
institution), tax on the fringe benefit may be
payable.

Unless interest is charged at the “official”
rate or greater, the employee is deemed to
have received a taxable fringe benefit calcu-
lated as being the difference between the
interest actually charged and interest calcu-
lated at the “official” rate.

ing marketing efforts by international hotel
management companies. The inclusion of a
prestigious hotel development allows for the
augmentation of the product offering of an
IRD and as a result the sales prices are able to
reflect this perceived added value.

IRD developments which cater predominantly
to second home buyers are increasingly offer-
ing purchasers the option of entering their
property in a ‘rental pool’, which provides
the owner with a yield on investment; in fact
certain IRD developments guarantee a rental
yield for a specific period of time to entice
investment buyers. Typically, owners decide
during which periods of the year they will
make use of their property, and, for the rest
of the year the property is placed in a rental
pool from which the owner receives rental
revenue.

The predominant ownership schemes em-
ployed in the IRD market are freehold-, lease-
hold-, sectional-and fractional-title ownership,

For employees’ tax purposes, the tax deduc-
tion must be made whenever interest is pay-
able. If not regularly, then on a monthly basis
for monthly paid employees, weekly for week-
ly paid employees, etc.

In general, only distributions of income from
a company / close corporation are subject to
STC. To the extent that there are profits / re-
serves available for distribution, loans or ad-
vances to or for the benefit of a shareholder
/ member will be deemed to be dividends
subject to STC unless interest at the “official”
rate (or market related rate in the case of for-

ment benefit by transferring it into a RA fund
tax-free.

On retirement, you have a choice between
a conventional annuity and any investment-
linked living annuity.

Most people experience a big increase in
medical expenses once they retire. Thankful-
ly, once you have reached age 65, your medi-
cal expenses become fully tax-deductible. A
RA can be used to build up a fund for post-
retirement medical expenses in a tax-efficient
way. On retirement although the annuity is
fully taxable, to the extent that it is used to
cover medical expenses it is deductible again.
It is therefore, in essence, tax-free.

Contact Nigel: +27 011 217 8000
Email: nigel.willmott@horwathsa.co.za

and timeshare/ vacation ownership. Through
freehold title ownership, the buyer essentially
purchases the land and/ or buildings and ob-
tains legal ownership title indefinitely.

Under leasehold title ownership, the pur-
chaser owns the land and/ or buildings for a
specific period set out in the lease agreement.
Sectional title ownership refers to the owner-
ship of a section of a title and a share of associ-
ated common areas.

Fractional title ownership entails the fraction-
alisation of a title unit into equal parts; owners
are able to occupy the residential unit for a set
period of time corresponding to their owner-
ship share. Timeshare/ vacation ownership is a
scheme where buyers acquire the right to stay
at an establishment for a set time period. The
difference between this and with fractional
ownership is that one does not gain any tan-
gible ownership over the timeshare facility.
Contact Michelé: +27 21 527 2100

Email: mdw@horwath.co.za

eign currency loans) is payable on the loan or
fringe benefits tax is payable on an interest
free (or subsidised interest) loan to an em-
ployee.

The “official” rate of interest was increased
for both the above purposes from 12% per
annum to 13% per annum with effect from 1
September 2008.

The “official” rate of interest over the past 6
years is set out in a table on page 4.

Kent Karro recently completed a course in International
Tax Law at UCT and obtained a diistinction.
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FRAUD 101 - “Real

Our client bought 100% of a business (‘Com-
pany A’) for R 60 million. The purchase price
was determined using a multiple of 3 times
profits, and was based on an analysis of the
2005 audited financial statements which re-
flected an operating profit of R 19 million.

A financial due diligence was carried out be-
fore the deal was signed. However, the audi-
tors who conducted the procedures failed to
uncover significant financial statement fraud.

Although the deal was based on 2005 num-
bers, it was concluded just one month prior
to the end of the 2006 financial year. Conse-
quently, the auditors analysed the latest 2006
management accounts to verify the sustaina-
bility of revenue and profits. In 2005, total rev-
enue was R 45 million, however, at the time of
the due diligence fieldwork, 2006 sales were
only R 23 million. When the auditors queried
the significant drop in sales for 2006, man-

Durban Property Managers (Pty) Ltd, the
specialist property management division of
Horwath Mahomedy Omar Paruk recently en-
countered a situation which they share with
you regarding the importance of landlords
monitoring tenants’ electricity accounts.

The case study presented itself as follows:

¢ An amount due by a commercial tenant
was handed over to attorneys for collection
of arrear rentals and subsequently the ten-
ant vacated the premises without settling the
rentals.

¢ Some time later, the landlord procured a
new tenant for the premises whose applica-
tion to open an electricity account was de-
clined by the Municipality.

¢ It emerged that the ex-tenant had also
lapsed into arrears with the Municipality and
the deposit held by the Municipality was in-
sufficient to settle the arrears.

Furthermore, the ex—tenant did not terminate

.....continue from page 3

cases from the forensic frontline”

agement presented them with an invoice of
approximately R 20 million in respect of sales
of a new product, which had never before
formed part of historical revenue.

In their report, the auditors noted that man-
agement had represented that 2006 revenue
and profits were trending in line with 2005.
Although significant red flags had been raised
in this area, the due diligence report conclud-
ed that 2006 revenue and profits were in line
with expectations and performed no further
procedures in this area.

The deal went ahead.

It turns out that the R 20 million invoice was
fraudulent in that it actually related to reve-
nue earned in a related party company to the
shareholders of Company A. This revenue was
‘shifted” into Company A to overstate revenue in
a scheme designed to boost the purchase price.

the service and fixed charges continued ac-
cruing on the account.

 This situation jeopardised the new tenant,
because until the overdue account was set-
tled, it could not open its account and com-
mence trading.

 This directly affected the landlord because,
whilst the account remained outstanding, the
premises remained vacant thereby depriving
the landlord of rental income.

* The landlord had no alternative but to settle
the arrears to enable the new tenant to open
its account and had to thereafter attempt to
recover this amount from the ex-tenant.

* As legal proceedings had already been in-
stituted against the ex-tenant, the recovery
of the landlord’s outlay was immediately in-
cluded in the impending action.

In general, legal proceedings to recover ar-

rear rentals and other such recoveries can be a
lengthy and expensive exercise.

The Horwath Advantage

Actual 2006 revenue was only R 24 million (al-
most half of 2005) and the company incurred
a loss of R 4 million, down from a profit of R
19 million in 2005. These and other factors
resulted in the company being liquidated,
less than a year after the deal had been con-
cluded!

We were engaged to unravel the fraudulent
scheme, quantify the losses and examine
means of recovery. During our investigation,
we were able to identify, through Business In-
telligence procedures, that the sellers of the
company (although locked into strict restraint
of trade agreements) had opened a business
directly in competition with Company A. This
also contributed to the failure of the business
that was sold.

Contact Terence: +27 11 217 8000
Email: terence.hatzkilson@horwathsa.co.za

Therefore, to circumvent the problem de-
scribed above, landlords should seriously
consider including the following additional
clauses in their Lease Agreements:

*  obliging tenants to present their original
Electricity Accounts, as and when re-
quested by the landlord.

e permitting landlords to access tenants’
account balances directly from the Mu-
nicipality as and when required by the
landlord.

* authorising landlords to oblige tenants
to top-up their existing rental deposits
to compensate the landlord for the addi-
tional risk of unpaid electricity accounts.

Landlords who implement such ‘safety’ pre-
cautions should find themselves better pre-
pared in the event of such problems arising.

Contact Yusuf: +27 31 337 3311
Email: yusuf.paruk@horwath.co.za
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