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Whereas most
people would
understand the
meaning of a re-
pair, and could

differentiate the repair of a dam-
aged section from a "repair" that
enhances the building's value,
and easily distinguish between a
repair and a major construction,
the tax law in this area is surpris-
ingly complex.

The recent wave of looting and
attacks on buildings has resulted
in a range of types of destruction,
from buildings being somewhat
damaged to being completely
destroyed.

The insurance payouts may be
made by insurance companies
on behalf of state-owned insurer
Sasria. However, the tax implica-
tions would be the same:
�If the business is registered for
VAT, the insurance payout will re-
sult in a deemed output VAT.
�If the insurance payout is great-
er than the base cost or acquisi-
tion cost of the building, this will
be a capital gain.
�If building allowances had been
claimed as tax deductions by the
owner, the insurance payout may
have to be included in income for
that year.

Amounts incurred for re-
pairs in the same year using the
insurance payout would then
be claimed as deductions. Joon
Chong, tax partner at Webber
Wentzel, said: "Building allow-
ances are for capital type ex-
penses, for example building
costs. There is a recoupment (i.e.
include the insurance payout
in "income") if the payout is for
the destruction of the building.
There is a disposal (through the
destruction) and the proceeds is
the payout."
�Where the insurance payout
is used to rebuild or purchase
replacement assets within 12

months, the owner could elect to
spread any recoupment or capital
gain over the new write-off peri-
od, if the payout is greater than
the base costs of the assets.

Assets or structures
within the buildings
may have been dam-
aged or destroyed,
for example, an
escalator, air con-
ditioning system,
CCTV security sys-
tem, fire systems,
and water tanks in
warehouses. The assets or
structures that are not part of the
building would be treated as sep-
arate assets, such as "plant and
machinery", and with a different
set of tax implications.

Where buildings require re-
pairs, the full amounts incurred
for the repairs can be claimed as
deductions in the year of assess-
ment/financial year incurred.
The insurance payout will be in-
cluded in taxable income in the
year of assessment/financial year
received as the payout is a "recov-
ery" of the expenses incurred.

There is a fine line between
expenses incurred for repairs,
and the cost incurred in a major
restoration that would recon-
struct a substantial portion of
the building. Whereas expenses
incurred for repairs are "revenue
in nature", and thus deductible
from taxable income, expenses
incurred on a major reconstruc-
tion would be "capital in nature",
and is not usually tax deductible.

A repair would restore an
asset to its original position as
opposed to effecting an improve-
ment. Case law has laid out cer-
tain guidelines, that a repair or
restoration involves a renewal or
replacement of subsidiary parts
of the structure.

There is no certainty in regard
to where, due to the passage of
time that has lapsed from when

the building was first construct-
ed, the repair may be viewed as
an improvement by the SA Reve-

nue Service.
Chong said: "Where
the damage is [of]

such an extent the
asset is destroyed,
it is possible the
renovation involves
reconstruction of
the entire or sub-
stantially the whole
asset, in which case
the expenditure is

capital in nature and usually not
deductible.

"The capital expenditure
would only be deductible if a spe-
cific building allowance applied,
for example the building allow-
ance over 20 years available for
buildings used in the process of
manufacture or research and
development.

"Capital expenditure incurred
which is not deductible in terms
of a specific provision and which
exceeds the Sasria compensation
received would then form part of
the base cost of the building, re-
ducing capital gains on the future
sale of the building."

She added: "Where the Sas-
ria compensation is greater than
the base cost of the building and
the compensation is used to con-
struct the replacement building
within 12 months and brought
into use within three years, the
owner can elect to have any re-
sulting capital gains or recoup-
ment proportionately spread over
the new write-off period."

A lessee impacted by the riots
should study the lease agreement.
The lease agreement may require
the lessee to carry out improve-
ments to the land or building
leased. In this case, the lessee
would usually be able to claim as
a deduction the "fair and reason-
able value" incurred.

The lease improvement will be

subject to tax in the lessor's hands
"in the year in which the right to
have the improvement accrues to
the lessor, less the present value
of the full value of the improve-
ments over the lease period dis-
counted at 6%".

Chong cautioned that "capi-
tal type expenditure necessary
where the building is burnt to the
ground is more complicated". The
"remaining unclaimed 'leasehold
improvement' deductions poten-
tially give rise to a capital loss for
the tenant, with the Sasria com-
pensation payment as proceeds".

"This could give rise to a re-
coupment for deductions claimed
previously and/or capital gain.
Where the Sasria compensation
is greater than the base cost of
the building and the compensa-
tion is used to construct the re-
placement building, the tenant
can have any capital gains spread
over new write-off period."

4 Taxpayers should
seek advice to ensure
Sasria claims do not
lead to unexpected
Sars bill.•
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DON'T GET BURNT. Insurance settlements may give rise to an unexpected tax bill. Picture: Reuters


