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We previously reported on the judgment by 
the Supreme Court of Appeal (SCA) in the case 
of CSARS v The Thistle Trust (516/2021) [2022] 
ZASCA 153 (7 November 2022) in our Tax alert 
of 24 November 2022. We also specifically 
focused on the issue of understatement 
penalties that arose in that case in our Tax alert 
of 1 December 2022.

The matter ultimately went on appeal to the Constitutional 
Court (CC), and the judgment in The Thistle Trust v 
Commissioner for the South African Revenue Service 
[2024] ZACC 19 was issued on 2 October 2024. For the 
purposes of this article, we again only focus on the issue 
of understatement penalties.

The understatement penalty regime

In terms of section 222(1) of the Tax Administration Act 
28 of 2011 (TAA), the South African Revenue Service 
(SARS) must impose an understatement penalty in the 
event of an “understatement” by a taxpayer. However, 
no understatement penalty may be imposed if the 
understatement results from a bona fide inadvertent error. 

An understatement is defined in section 221 of the TAA 
as any prejudice to SARS that results from, among other 
things, failure to submit a return, an omission from a return, 
an incorrect statement in a return, or failing to pay tax if no 
return is required.

The penalty percentage is determined with reference to a 
table in section 223(1) of the TAA, which sets out certain 
categories against which the taxpayer’s relevant behaviour 
or the amount involved must be measured.

These include “substantial understatement”, “reasonable 
care not taken in submitting return”, “no reasonable 
grounds for tax position taken” and “gross negligence”.

Once it is established that there was in fact an 
understatement, the imposition of an understatement 
penalty by SARS is mandatory, and the preeminent 
question that remains is the category that applies. 

As mentioned, a taxpayer may escape liability if it can be 
shown that the understatement resulted from a bona fide 
inadvertent error. 

In terms of section 223(3) of the TAA, a taxpayer may also 
escape liability (at least for a substantial understatement) if 
the taxpayer was in possession of a qualifying tax opinion. 

In terms of section 102(2) of the TAA, the burden of proving 
the facts on which SARS based the imposition of an 
understatement penalty is on SARS.
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Background to the case

The taxpayer was a beneficiary of other trusts. Upon receipt 
of certain distributions of capital gains from such trusts, it in 
turn distributed the amounts to its own beneficiaries. 

The taxpayer applied the so-called conduit principle to 
these transactions, which resulted in the beneficiaries 
accounting for the capital gains tax, and not the taxpayer.

In applying the conduit principle, the taxpayer relied on a 
tax opinion that it had obtained regarding the interpretation 
of section 25B of the Income Tax Act No 58 of 1962 (ITA) 
and paragraph 80 of the Eighth Schedule to the ITA, and 
the application thereof to the transactions. 

SARS disagreed with the taxpayer’s position and 
treatment of the transactions for tax purposes, and raised 
an additional assessment against the taxpayer in respect 
of capital gains tax. 

SARS also imposed understatement penalties, specifically 
on the basis of “reasonable care not taken in completing 
return” or “no reasonable grounds for tax position taken”.

The taxpayer disputed the matter, and the case was later 
heard before the Tax Court. 

The Tax Court found in favour of the taxpayer on the merits.

SCA decision

SARS appealed to the SCA, where the court found in favour 
of SARS on the merits. However, SARS was not successful 
in respect of the understatement penalties. 

The taxpayer had argued that, in relying on the opinion 
(which turned out to be incorrect), it had made a bona fide 
inadvertent error.

The court noted the following:

“SARS initially adopted the position that, in the light 
of the legal opinion, it should be concluded that 
the Thistle Trust had consciously and deliberately 
adopted the position it took when it elected to 
distribute the amounts of the capital gains as it did. 
However, during the argument before us, counsel for 
SARS conceded, correctly, that the understatement 
by the Thistle Trust was a bona fide and inadvertent 
error as it had believed that section 25B was 
applicable to its case. Though the Thistle Trust erred, 
it did so in good faith and acted unintentionally. In 
the circumstances, it was conceded that SARS was 
not entitled to levy the understatement penalty.”
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The suggestion is that where a taxpayer “consciously and 
deliberately” adopts a position, which turns out to be 
incorrect, it can constitute a bona fide inadvertent error if it 
did so “in good faith and acted unintentionally”.

This seems to differ from the narrow approach that SARS 
has taken in its Guide to Understatement Penalties (Issue 2) 
in respect of bona fide inadvertent errors and opinions: 

“Additionally, an error that reflects an opinion 
that is intentionally obtained cannot be said to 
be bona fide inadvertent, or, using some of the 
synonyms above, a real involuntary mistake. The 
opposite is actually true, especially when, as in 
this case, the opinion is merely congruous with 
the error that had already been made. Be that as 
it may, even when the true source of an error is 
the inadvertent interpretation of the opinion, the 
default, omission, incorrect statement, failure to 
pay the correct tax, or impermissible avoidance 
arrangement itself would have been made voluntary.”

SARS’ general narrow approach in respect of bona fide 
inadvertent errors is also exemplified by the following 
statement in its guide: “From the foregoing, it seems likely 
that the only errors that may fall within the bona fide 
inadvertent class are typographical mistakes – but only 
properly involuntary ones.”

CC decision

The taxpayer appealed to the CC in respect of the decision 
on the merits, and SARS entered a cross-appeal in respect 
of the understatement penalties. 

The CC granted the taxpayer’s application for leave to 
appeal, but dismissed the appeal and ultimately found in 
favour of SARS on the merits.

However, the CC also dismissed SARS’ application 
for leave to cross-appeal in respect of the understatement 
penalties and the meaning of “bona fide inadvertent error”. 
In dealing with this application, the court made some 
important remarks.

While acknowledging the importance of the matter 
for the public, the court was reluctant to entertain 
the matter on the basis that the Tax Court did not 
decide the issue of penalties, and in the SCA it 
appears that SARS had made a concession. 
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In addition, in the court’s view, SARS did not have a strong 
case against the taxpayer in respect of penalties. 

SARS had categorised the taxpayer’s behaviour as either 
“reasonable care no taken in completing return” or “no 
reasonable grounds for tax position taken” in terms of 
the table in section 223(1) of the TAA. In this regard the 
court pointed out that SARS bears the onus of proving the 
facts that would bring the understatement within these 
categories, and that it did not have reasonable prospects of 
discharging this onus. 

In respect of the “no reasonable grounds for tax position 
taken”, the court was of the view that the tax position was 
taken on legal advice, and that it was reasonable, even if 
found to be incorrect. The Tax Court initially even upheld 
the position in a reasoned judgment. 

In respect of “reasonable care not taken in completing 
return” SARS tried to argue that the tax advice received had 
warned that SARS had a contrary view on the issue. The 
suggestion is that the taxpayer should have ignored the 
advice received and followed SARS’ position. By not doing 
so the taxpayer did not take reasonable care. The court 
dismissed this argument, as it was based on an assumption 
or proposition that a taxpayer cannot act reasonably if it 
follows advice on the interpretation of tax legislation that is 
different from SARS’ stated position on the interpretation of 
tax legislation. 

Ultimately the court concluded that SARS would fail on the 
issue of penalties simply based on the facts to be proven, 
irrespective of the correct interpretation of the meaning of 
“bona fide inadvertent error”. 

Conclusion

The CC’s decision may arguably have left the SCA’s 
judgment on the issue of penalties in somewhat of an 
uncertain state. Specifically, it may be debated as to 
whether the SCA’s reasoning stands as precedent on the 
issue of what constitutes a bona fide inadvertent error. 
There is also the suggestion that SARS had actually made a 
concession in the SCA. 

Be that as it may, the CC’s decision has highlighted the role 
that a tax opinion can play in resisting the imposition of 
understatement penalties by SARS.

Being in possession of a tax opinion (even if it is not a 
qualifying tax opinion in terms of section 223(3) of the TAA) 
can still play a role in excluding a taxpayer from some of 
the relevant behavioural categories.

Essentially, SARS has to prove, for example, that the 
taxpayer did not take reasonable care in completing its 
return, that there were no reasonable grounds for the tax 
position taken, or that the taxpayer was grossly negligent. 

Being in possession of a reasoned tax opinion, even if 
ultimately wrong, can prevent SARS from discharging 
the onus of proving that the taxpayer is guilty of the 
alleged behaviour. 

Heinrich Louw 
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