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Orientation: This article examines the normal tax treatment of cryptocurrency transactions
performed by natural persons in South Africa.

Research purpose: The aim of this article was to document the normal tax treatment of
cryptocurrency transactions subsequent to the inclusion of cryptocurrency in the definition
of “financial instrument’ in section 1(1) of the Income Tax Act No. 58 of 1962, and to determine
whether this inclusion gives rise to unanticipated issues.

Motivation for the study: This investigation was necessitated by the distinguishing features of
cryptocurrency that differentiate it from other financial instruments.

Research approach/design and method: This article falls within the reform-orientated genre
of doctrinal research. A desktop literature review was conducted to determine the normal tax
treatment of cryptocurrency transactions, based on an interpretation of relevant legislation
and a review of secondary commentary. Key issues identified in the normal tax treatment
of cryptocurrency transactions were documented, and recommendations were made for
addressing the issues identified.

Main findings: A misalignment may occur between taxable incomes and economic gains
of taxpayers engaged in cryptocurrency mining.

Practical/managerial implications: The South African Revenue Service (SARS) should
allow for a deduction equivalent to the market value of cryptocurrency acquired through
cryptocurrency mining in terms of section 22(2)(a).

Contribution/value-add: A risk of misalignment between taxable incomes and economic gains
of taxpayers performing cryptocurrency mining has been identified and documented, which
may inform legislative amendment, or the practice of the SARS.

Keywords: cryptocurrency; bitcoin; virtual currency; barter transactions; section 22(4).

Introduction

The definition of ‘financial instrument’ in section 1(1) of the Income Tax Act No. 58 of 1962 (the Act)
(South African Government 1962) was amended by the Taxation Laws Amendment Act No. 23 of
2018 to include “any cryptocurrency’. According to the Explanatory Memorandum on the Taxation
Laws Amendment Bill, 2018, this amendment ‘seeks to clarify that cryptocurrency is a financial
instrument and would therefore not be a personal use asset for capital gains tax purposes’
(National Treasury 2019:42).

Cryptocurrency refers to a virtual currency, which is both protected by cryptography and
exchangeable for fiat currency (Financial Action Task Force 2014:4-5). Virtual currency is (Financial
Action Task Force 2014):

[A] digital representation of value that can be digitally traded and functions as (1) a medium of exchange;
and/or (2) a unit of account; and/or (3) a store of value, but does not have legal tender status. (p. 4)

The discussion in this article is limited to cryptocurrencies that are intended to fulfil the functions
included in this definition.

The Act of 1962 contains numerous specific provisions that override or supplement the normal tax
treatment of financial instruments in terms of general tax principles (De Jager, Parsons & Roeleveld
2012:167-169). However, these specific provisions mostly govern the normal tax treatment of
specific types of derivative, equity and debt instruments, and consequently fail to find application
to most cryptocurrencies. Therefore, the inclusion of cryptocurrency in the definition of ‘financial
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instrument’ gives legislative effect to the position of the
South African Revenue Service (SARS) (SARS 2018a) that
cryptocurrency transactions are taxed in terms of the general
principles of the Act. Furthermore, this inclusion clarifies that
cryptocurrency transactions do not fall within the ambit of
section 241 of the Act, which governs the normal tax treatment
of gains and losses on foreign exchange transactions.

Upon initial reflection, the decision by the legislature to
tax cryptocurrency within the existing tax framework
applicable to financial instruments could appear reasonable.
The legislature’s approach seemingly requires only
minor legislative amendments and avoids the development
of specific legislation dealing with cryptocurrency.
Furthermore, the view of the Organisation for Economic
Cooperation and Development (OECD) (OECD 1998:3) is
that legislative amendments relating to new technologies
should assist in the application of existing tax principles
to those new technologies. The amendment appears to
be in line with this view.

However, legislative amendments may often lead to
unanticipated issues (Maroun 2015:159). In this particular
case, there may be an increased risk of unanticipated issues
because the nature of cryptocurrency differs significantly
from that of other items included in the definition of
‘financial instrument” in section 1(1) of the Act. In spite of the
fact that the majority of cryptocurrency transactions may
currently be speculative in nature (Baur, Hong & Lee
2018:187), cryptocurrency was initially created as an
alternative to transacting through third-party intermediaries
(Nakamoto 2008:1). The intended use of cryptocurrency as a
method of payment distinguishes it from other items
included in the definition of ‘financial instrument’ in section
1(1) of the Act.In the absence of applicable specific provisions,
transactions involving cryptocurrency as a method of
payment are subjected to the normal tax principles applicable
to barter transactions (Berger 2016:78).

A further distinguishing feature of cryptocurrency is how it
could come into circulation. Most issued financial instruments
represent a contract between the issuer and the holder
(Venter 2016:12). In contrast, almost 70% of cryptocurrency
(based on market capitalisation) comes into circulation
through cryptocurrency mining (Redman 2019). Subjecting
cryptocurrency to the normal tax treatment applicable to
financial instruments without regard to these distinguishing
features may contribute to issues in the normal tax treatment
of cryptocurrency.

Research purpose and objectives

The objective of this article was to provide an analysis of
certain issues in the normal tax treatment of cryptocurrency
transactions. This objective was achieved by answering the
following research questions:

e What is the normal tax treatment of cryptocurrency
transactions?
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e What key issues and practical problems can arise in the
normal tax treatment of cryptocurrency?

e How could the key issues and practical problems
identified be mitigated?

It is necessary to investigate the research questions listed
above from a compliance perspective. An implication of the
decentralised nature of cryptocurrency is that there is no
centralised intermediary on which the SARS could rely
for third-party-reported information regarding taxpayer’s
income from cryptocurrency transactions. Taxpayer
compliance withlegislation is generally lower for self-reported
income when compared with third-party’s reported income
(Kleven et al. 2011:651). It stands to reason that issues in the
normal tax treatment of cryptocurrency transactions may
further decrease taxpayer compliance. Therefore, it is
appropriate and necessary to analyse the issues that
may arise in the normal tax treatment of cryptocurrency
transactions.

Research method and design

A doctrinal research methodology was adopted. Doctrinal
research requires an interpretive and qualitative analysis to
determine ‘what is the law’ (Chynoweth 2008:30). Such an
analysis involves critically examining the essential features
of legislation and case law to determine the law on the
subject matter (Hutchinson & Duncan 2012:34-35). From this
perspective, doctrinal research may be considered to be
applied research (Coetsee & Buys 2018:75). Doctrinal
methodology is aligned to the historic research method
(Hutchinson & Duncan 2012:36). However, whereas the
historic method requires the examination of primary sources
as evidence of fact, the doctrinal method allows for the
researcher to interpret primary sources to determine what
the law is in circumstances where it is not self-evident
(Hutchinson & Duncan 2012:36).

For this article, the examination of primary and secondary
sources was conducted through a desktop literature review.
The documentary data examined were predominantly
legislation, relevant case law, publications by the SARS and
secondary commentary on legislation and case law in the
form of journal articles, theses and dissertations. Secondary
sources providing commentary on the normal tax treatment
of bitcoin (as opposed to cryptocurrency in general) have
been cited in this article, where it is appropriate, based on the
features of decentralisation and convertibility that are shared
by cryptocurrencies as defined by the Financial Action Task
Force.

This article falls within the reform-orientated genre of
doctrinal research, as it also includes a critical analysis of the
existing rules and makes recommendations for change.
Therefore, this article is structured as follows. A brief
discussion of the normal tax treatment of cryptocurrency
transactions, based on the author’s interpretation of the
identified law and a review of secondary sources, is provided
along with an illustrative example. The variety of
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cryptocurrency transactions that may be entered into
prevents this discussion from being exhaustive. The key
issues identified from a critical analysis of the normal tax
treatment of cryptocurrency transactions are then considered
through a discursive style, and recommendations, which
may address the issues identified, are made. The final section
identifies areas for future research, and also provided the
conclusion.

The normal tax treatment of
cryptocurrency transactions

The inclusion of cryptocurrency in the definition of ‘financial
instrument’ gave legislative effect to the position of SARS
(2018a) that cryptocurrency is an asset, and not a currency,
for South African normal tax purposes. Therefore, the
exchange of cryptocurrency for goods or services (including
the exchange of one cryptocurrency for another) constitutes a
barter transaction. The counterparties to a barter transaction
establish the relative values of their goods and services and
trade them in an equal exchange. It follows, as held in South
Atlantic Jazz Festival (Pty) Ltd v CSARS (2015) 77 SATC 254, at
257, that in an ordinary arm’s length barter transaction,
the value that the parties attributed to the goods or services
exchanged would be a reliable indicator of their equivalent
market value.

The SARS had provided guidance regarding the tax
treatment of cryptocurrency prior to the enactment of the
Taxation Laws Amendment Bill, 2018. In its media release
dated 06 April 2018, the SARS indicated that the normal tax
treatment of cryptocurrency is governed by ‘normal income
tax rules’” within the existing tax framework. Therefore, it
must be determined, based on existing case law, whether a
cryptocurrency transaction is to be taxed on revenue or
capital account (SARS 2018a). The normal tax treatment of
cryptocurrency held on revenue account (as trading
stock) and on capital account (as a capital asset) are briefly
discussed next, taking into consideration the inclusion of
cryptocurrency in the definition of ‘financial instrument” in
section 1(1) of the Act.

The normal tax treatment of
cryptocurrency held as trading stock

The proceeds from the disposal of cryptocurrency held as
trading stock are included in gross income in terms of the
general definition of ‘gross income’ in section 1(1) of the Act
(Berger 2016:50). Cryptocurrency is generally disposed of
either in exchange for fiat currency or in exchange for goods
and services from merchants accepting cryptocurrency as a
form of payment (Parsons 2014:9). It was held in WH Lategan
v CIR (1926) 2 SATC 16, at 19, that the term ‘amount’ includes
not only money but also the value of every form of property
earned by the taxpayer, which has a monetary value, whether
corporeal or incorporeal. Where the taxpayer uses
cryptocurrency to purchase goods and services (including
the exchange of one cryptocurrency for another), the market
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value of the goods or services received thus constitutes an
amount to be included in gross income (Wicht 2016:62).

Taxpayers typically acquire cryptocurrency in one of the
following three ways: by purchasing cryptocurrency with
fiat currency, for example, on a cryptocurrency exchange;
by receiving cryptocurrency in exchange for goods and
services as a party to a barter transaction; or (in the case of
mined cryptocurrencies such as bitcoin) by generating
cryptocurrency through the process of cryptocurrency
mining (Wicht 2016:21). The expenditure incurred in the
acquisition of trading stock is generally deducted in terms
of section 11(a) of the Act, provided that all the requirements
of the general deduction formula are met. Therefore, the
cost price of cryptocurrency held as trading stock, which
was purchased with fiat currency, is deductible for normal
tax purposes.

Furthermore, expenditure includes not only money spent but
also payments made through the transfer of other assets with
a monetary value (De Koker & Williams 2019:7.4). It was held
in ITC 1783 (2004) 66 SATC 373, at 376, that expenditure may
also include the spending of time or labour. The decision in
Caltex Oil (SA) Ltd v SIR(1975) 37 SATC 1 indicates that the
market value of the taxpayer’s performance in terms of a
barter transaction must be valued in rands in order to be
claimed as a deduction. Consequently, the market value of
goods or services transferred in exchange for cryptocurrency
in a barter transaction may be allowed as a deduction in terms
of the general deduction formula. Based on the principles
held in the South Atlantic Jazz Festival case, the market value of
the goods and services transferred would be equivalent to the
market value of the cryptocurrency acquired. The
cryptocurrency acquired as counter-performance in terms of
the barter transaction may be included in gross income in
terms of the general definition of ‘gross income” in section 1(1)
of the Act (Berger 2016:50) or when it is received for the
rendering of services in terms of paragraph (c) (Parsons
2014:9) or paragraph (i) for the definition of ‘gross income’ in
section 1(1) of the Act.

As noted previously, some cryptocurrencies may also be
acquired through cryptocurrency mining. Cryptocurrency
mining is the process through which new units of
cryptocurrency are generated and brought into circulation
(Nakamoto 2008:4). Units of cryptocurrency are received by
the miner when computationally verifying transactions in a
public log known as the blockchain (Ciaian, Rajcaniova &
Kancs 2016:1801). This verification process is performed
using cryptocurrency mining software on a computer (Ciaian
et al. 2016:1801). Taxpayers usually engage in cryptocurrency
mining with the intention of earning an income (Parsons
2014:8). Cryptocurrency acquired through cryptocurrency
mining gives rise to an immediate receipt or accrual, and it is
subsequently held as trading stock until it is disposed of
(SARS 2018a). It has been submitted that the inclusion of this
immediate receipt or accrual in gross income may be in terms
of paragraph (c) of the definition of ‘gross income’ in section
1(1) of the Act, as the mining process is essentially a transaction
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validation service, which is rendered to the cryptocurrency
network (Coelho 2017:9; Parsons 2014:10). The expenditure
incurred when mining cryptocurrency, such as electricity
costs, may be allowed as deductions if the requirements of
the general deduction formula are met, which depend on the
facts of the case.

Section 22(1)(a) of the Act will require that the value of
cryptocurrency held and not disposed of at the end of the
year of assessment (i.e. the value of closing stock) be
included in the determination of taxable income (Berger
2016:73). The classification of cryptocurrency as a financial
instrument prevents taxpayers from reducing the cost price
to be included in taxable income in terms of section 22(1)(a)
of the Act by any amount by which the value of
cryptocurrency has diminished owing to, inter alia, a
decrease in market value. The value to be included in the
determination of taxable income is therefore the cost price.

In terms of section 22(3)(a)(i) of the Act, the cost price of
trading stock, for section 22 of the Act, is the cost incurred by
the taxpayer in acquiring the trading stock, plus any further
costs incurred to bring the trading stock into its existing
condition and location, excluding any exchange differences.
The taxpayer may be charged transaction fees by
cryptocurrency exchanges when purchasing cryptocurrency
with fiat currency (Coelho 2017:12). It appears (based on the
wording of section 22(3)(a)(i) of the Act) that where
cryptocurrency is purchased with fiat currency on a
cryptocurrency exchange, the cost price for the purposes of
section 22(1)(a) of the Act may include the transaction fees
charged by the exchange. Where cryptocurrency is acquired
in exchange for goods or services in terms of a barter
transaction, the cost price may be the market value of the
goods or services exchanged.

The cost price of cryptocurrency held at the beginning of the
year of assessment (i.e. opening stock) is deductible as the
opening stock in the determination of taxable income in
terms of section 22(2) of the Act. Therefore, the mechanics of
section 22(1)(a) of the Act, in conjunction with section 22(2) of
the Act, effectively prevent the taxpayer from reducing
taxable income by the expenditure incurred to acquire
cryptocurrency until such time as the cryptocurrency is
disposed of. The application of the above principles to a
natural person transacting with cryptocurrency is illustrated
by the following example.

A taxpayer renders services to a customer for one unit of
cryptocurrency on 25 September 2018, when the market
value of one unit of cryptocurrency is equal to R55 652. The
taxpayer incurs deductible expenses of R46 380 in production
of this income. The taxpayer has accepted the cryptocurrency
as payment with the intention to exchange it for rand in the
short term to realise speculative profits. The cryptocurrency
may thus be regarded as trading stock from the outset. The
taxpayer exchanges the cryptocurrency for R93 853 on
09 April 2019.
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The normal tax consequences for the 2019 year of
assessment are as follows. The amount of R55 652 (the
market value of the cryptocurrency received) may be
included in the taxpayer’s gross income redundant as it
states that these are the normal tax consequences for the
2019 year of assessment in terms of paragraph (c) of the
definition of ‘gross income” in section 1(1) of the Act. As the
cryptocurrency was received in terms of a barter transaction,
the taxpayer may claim a deduction in terms of section
11(a) of the Act with respect to the services transferred to
acquire the cryptocurrency as trading stock to an equivalent
value of R55 652. The taxpayer may also claim deductions
of R46 380 in terms of section 11(a) of the Act. The
cryptocurrency constitutes trading stock held and not
disposed of by the taxpayer at the end of the 2019 year of
assessment, and the cost price is consequently included in
determining taxable income in terms of section 22(1)(a) of
the Act. In terms of section 22(3) of the Act, the cost price to
be included is the expenditure incurred to acquire the
cryptocurrency in terms of the barter transaction of R55 652.
The net effect on the taxpayer’s taxable income for the 2019
year of assessment is R9 272 (R55 652 — R55 652 — R46 380 +
R55 652). This is aligned to the taxpayer’s net economic
gain, as it is equal to the difference between the market
value of the cryptocurrency received and the deductible
expenses incurred in production of income.

In the 2020 year of assessment, the taxpayer may claim a
deduction for opening stock of R55 652 in terms of
section 22(2)(a) of the Act. The proceeds from the disposal of
the cryptocurrency of R93 853 are included in gross income
in terms of the general definition of ‘gross income” in section
1(1) of the Act. Therefore, the net effect on the taxpayer’s
taxable income for the 2020 year of assessment is R38 201
(R93 853 — R55 652). This is aligned to the taxpayer’s net
economic gain, as it represents the profit resulting from an
appreciation in the market value of the cryptocurrency.

Similar principles as those applied in the above example
would apply in the case of a barter transaction where
cryptocurrency is received in exchange for goods, including
where one cryptocurrency is exchanged for another.

The normal tax treatment of
cryptocurrency held as a capital
asset

Cryptocurrency may constitute a capital asset where, for
example, the taxpayer obtains cryptocurrency as a long-term
investment (Berger 2016:54). The disposal of cryptocurrency
held as a capital asset is subjected to the provisions of the
Eighth Schedule to the Act (Eighth Schedule) (SARS 2018a).
Consequently, both the sale of cryptocurrency for fiat
currency and the use of cryptocurrency to purchase goods
and services (including the exchange of one cryptocurrency
for another) may constitute the disposal of a capital asset and
give rise to a capital gain or loss. The capital gain or loss is
determined with reference to the base cost and proceeds of
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the cryptocurrency disposed of. Where cryptocurrency is
disposed of in exchange for goods and services, the proceeds
will be the market value of those goods and services based on
paragraph 35(1) of the Eighth Schedule and the meaning of
‘amount’ as established by the Lategan case.

The base cost of cryptocurrency depends on the manner
of acquisition. Where cryptocurrency was acquired on a
cryptocurrency exchange with fiat currency, the base cost will
be the amount paid for cryptocurrency plus any fees charged
by the exchange, based on paragraph 20(1)(a) of the Eighth
Schedule. The base cost of cryptocurrency acquired in
exchange for goods would be the market value of
the goods exchanged, as the market value of the
goods exchanged constitutes expenditure (based on the
principles of ITC 1783). The base cost of cryptocurrency
acquired in exchange for services would, in terms of
paragraph 20(1)(h)(ii)(dd) of the Eighth Schedule, be the
amount that has been included in the taxpayer’s gross income
as consideration for the services rendered (i.e. the market
value of cryptocurrency upon initial receipt thereof). Where a
taxpayer can prove that cryptocurrency acquired through
cryptocurrency mining constitutes a capital asset, the same
provision is applied to such cryptocurrency if the initial receipt
thereof was included in gross income in terms of paragraph (c)
of the definition of ‘gross income” in section 1(1) of the Act.

Notwithstanding the above discussion, paragraph 42 of the
Eighth Schedule provides that the proceeds from the sale of a
financial instrument are deemed to be equal to the base cost
thereof, where the financial instrument is disposed of at a
capital loss and an identical financial instrument is acquired
within 91 days. Paragraph 42 of the Eighth Schedule
is essentially an anti-avoidance provision aimed at
preventing the artificial realisation of capital losses on
financial instruments. Therefore, the capital loss on certain
cryptocurrency transactions may not be taken into account at
the time of disposal. Instead, the capital loss is added to
the base cost of the identical cryptocurrency acquired.

In terms of paragraph 53(3)(e) of the Eighth Schedule,
personal-use assets do not include financial instruments. An
individual obtaining cryptocurrency to purchase goods and
services for personal use may therefore not disregard the
gain or loss resulting from these transactions in terms of
paragraph 53 of the Eighth Schedule. The Explanatory
Memorandum on the Taxation Laws Amendment Bill, 2018,
highlights this point (National Treasury 2019:42).

Owing to their digital form, all cryptocurrencies have the
potential to be infinitely divisible. For example, one bitcoin is
currently, in general, divided up to eight decimal places (with
the smaller unit of bitcoin known as ‘satoshi’) (Brandvold et
al. 2015:23). Therefore, a unit of cryptocurrency does not
always have to be sold in its entirety. Paragraph 33 of the
Eighth Schedule provides that where only a part of an asset is
disposed of, the base cost of the part disposed of would be a
pro-rata portion of the allowable expenditure of the entire
asset based on the market value immediately prior to
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disposal. The base cost of the remaining part of the asset is
reduced by the pro rata portion attributable to the part
disposed of. Paragraph 33 of the Eighth Schedule could
therefore be taken into account in determining the base cost
of cryptocurrency, where a unit of cryptocurrency is not sold
in its entirety.

Issues identified in the normal tax
treatment of cryptocurrency

The author has identified certain key issues that taxpayers
may encounter in applying the normal tax treatment set out
above to cryptocurrency transactions. These issues, and
recommendations as to how they may be addressed, are set
out below.

Determining whether a taxpayer
holds cryptocurrency on revenue or

capital account

The Comprehensive Guide to Capital Gains Tax (Issue 7)
suggests that cryptocurrencies with volatile prices are likely
to be held as speculative assets of a revenue nature (SARS
2018b:50). Speculative assets of a revenue nature would
generally fall within the definition of trading stock.
Consequently, the Comprehensive Guide to Capital Gains Tax
may indicate a predisposition of the SARS to regard
cryptocurrency as trading stock, rather than as a capital asset.
That notwithstanding, the SARS media release regarding
cryptocurrency indicates that the existing case law should be
applied to determine whether a receipt or accrual relating to
cryptocurrency is capital or revenue in nature (SARS 2018a).

Unlike many other financial instruments, cryptocurrency
generally does not earn dividends or interest, although
exceptions do exist (Cunningham 2019). In this regard, the
sale of cryptocurrency is considered analogous to the sale of
Kruger Rands (Parsons 2014:10). It was held in ITC 1525
(1991) 54 SATC 209, at 210, that the proceeds from the sale of
Kruger Rands were revenue in nature, as the Kruger Rands
had no income-producing capacity. The court held that the
only economic utility of the Kruger Rands was to be turned
into cash and that the taxpayer would accordingly have had
to envisage selling them when they were originally acquired
(ITC 1525, at 210). It may be argued, on the same basis, that
cryptocurrency transactions could only be revenue in nature,
as cryptocurrency is not an income-producing unit.

However, when considering the judgments in two
other cases concerning Kruger Rands, ITC 1355 (1981)
44 SATC 132 and CIR v Nel (1997) 59 SATC 349,
cryptocurrency’s lack of income-producing capacity may
not preclude the proceeds from the sale of cryptocurrency
from being capital in nature. The intention of the taxpayer
remains paramount in determining whether an amount
relating to a cryptocurrency transaction is income or capital
in nature (Berger 2016:49; Coelho 2017:9; Parsons 2014:9;
Wicht 2016:77). Cryptocurrency held with no intention
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to dispose of at a profit, for example, where it is acquired
by a cryptocurrency enthusiast for use as a method of
payment, may therefore constitute a capital asset.

Given its use as both a method of payment and a speculative
investment, a taxpayer may have more than one intention in
relation to cryptocurrency. It was held in Owverseas Trust
Corporation Ltd v CIR (1926) 2 SATC 71, at 78-79, that where the
taxpayer had alternative intentions, one of which being to
secure a profit through reselling an asset, the amount received
is revenue in nature. A profit-making intention may, however,
be assumed (Coelho 2017:9), given the volatility of
cryptocurrency prices and its use as a speculative investment
(Baek & Elbeck 2015:33). It was held in African Life Investment
Corporation (Pty) Ltd v SIR (1969) 31 SATC 163, at 251, that the
proceeds from the sale of shares was revenue in nature as there
was more than ‘a mere hope or expectation” that the shares
would increase in value, given the rising trend of the stock
market. Therefore, cryptocurrency gains may be considered
revenue in nature, based on the ratio of the African Life
Investment Corporation case (Coelho 2017:9). Conversely, in
the more recent case of CSARS v Capstone 556 (Pty) Ltd (2016)
78 SATC 231, at 238, Van der Merwe AJA (2016) remarked that:

[Vlirtually every capital asset is purchased in the hope and
anticipation that it will increase in value and in contemplation of
the possibility that it may in future be sold at a profit.

Determining whether a gain resulting from cryptocurrency
price fluctuations was merely incidental or a secondary
intention of the taxpayer may prove to be challenging.

A correspondence analysis conducted by Ram (2018:214, 230)
also suggested that the characteristics of cryptocurrency may
lead to practical difficulty in applying the intention test to
cryptocurrency transactions. The analysis revealed that it
may be appropriate to determine the normal tax treatment of
cryptocurrency with reference to the way it is acquired as
opposed to, the intention with which it is acquired (Ram
2018:214). This approach is contrary to the existing South
African case law (Ram 2018:214).

The practical difficulties that may arise in determining
whether a taxpayer holds cryptocurrency on revenue or
capital account may be partially mitigated by considering the
period for which cryptocurrency was held. The difficulties of
applying the existing case law to determine the revenue or
the capital nature of the gains realised on the sale of equity
shares was addressed through the introduction of section 9C
of the Act in 2007 (National Treasury 2015:16). Section 9C of
the Act deems the gains from the disposal of qualifying shares
to be of capital nature if the shares were held for a continuous
period of three years. It may be appropriate for the legislature
to introduce a similar provision regarding cryptocurrency.
At the least, the SARS should provide further guidance
regarding the capital or revenue classification of
cryptocurrency transactions in the Comprehensive Guide to
Capital Gains Tax. Such further guidance is justified
considering the uncertainty that may arise because of the
distinguishing characteristics of cryptocurrency as discussed.
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Permissible deductions where the
taxpayer acquires cryptocurrency
through cryptocurrency mining

It has been noted earlier in this article that cryptocurrency
acquired through cryptocurrency mining gives rise to an
immediate receipt or accrual and is subsequently held as
trading stock until it is disposed of (SARS 2018a). It was
further noted that the proceeds from the disposal of
cryptocurrency held as trading stock may be included in gross
income. Therefore, both the initial receipt and the subsequent
disposal of cryptocurrency acquired through cryptocurrency
mining would meet the requirements of inclusion in gross
income.

A taxpayer mining cryptocurrency is essentially providing
a transaction validation service to the cryptocurrency
network by computationally verifying transactions in the
blockchain (Coelho 2017:9; Parsons 2014:10). It is evident
from the example presented earlier in this article that where
cryptocurrency is received in exchange for services, the
application of the general principles of the Act aligns the
taxpayer’s taxable income to the taxpayer’s net economic
gain. The example shows that a deduction of the market
value of the services provided in exchange of the
cryptocurrency received, which is equivalent to the market
value of the cryptocurrency received, is crucial for creating
this alignment. The aforementioned deduction is distinct
from the permissible deductions for costs incurred to enable
the rendering of the service.

Providing the transaction validation service to the
cryptocurrency network may constitute expenditure, based
on the principles established in ITC 1783, as discussed
previously in this article. Furthermore, the amount of this
expenditure is equal to the value of the transaction validation
service provided, based on the principles of the Caltex Oil-
case. Section 102(1)(b) of the Tax Administration Act No. 28 of
2011 places the burden of proving that an amount is
deductible on the taxpayer. Therefore, in order to claim a
deduction for the expenditure incurred to acquire the
cryptocurrency (as distinct from a deduction of the costs
incurred to enable the mining of the cryptocurrency, for
example, electricity costs incurred), the taxpayer must
quantify the value of the service provided to the
cryptocurrency network.

The author submits, for reasons to follow, that the taxpayer
cannot rely on the principles held in the South Atlantic Jazz
Festival case to attribute a value to the transaction validation
service provided to the cryptocurrency network. In a barter
transaction, the counterparties to the transaction engage in
an equal exchange based on what they agree the relative
values of the goods and services exchanged to be. When a
taxpayer successfully uses the taxpayer’s computer to add a
block to the blockchain by validating transactions, the
taxpayer’s computer receives the ability to create a fixed
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quantity of new units of the cryptocurrency (Bal 2014:57).
The fixed quantity of new units is determined by the
blockchain protocol (Bal 2014:57) and does not vary
depending on the number of transactions verified or
the amount of computing power expended to create the
block. It follows that the cryptocurrency network does
not perform an arm’s length valuation of the services
rendered by the taxpayer to determine the amount of
cryptocurrency received by the taxpayer. Therefore, the
amount of expenditure incurred by the taxpayer to acquire
the cryptocurrency cannot be taken as equivalent to the
market value of the cryptocurrency received for normal tax
purposes. Given the nature of the service provided, there
may be practical difficulties for the taxpayer to quantify the
expenditure incurred and prove that an amount is deductible.
This may lead to a misalignment between the taxpayer’s
taxable income and the net economic gain.

This problem will not arise if the cryptocurrency was held
as a capital asset because of the working of paragraph
20(1)(h)(ii)(dd) of the Eighth Schedule, as discussed earlier
in this article. One possible solution to this problem would
be to treat cryptocurrency acquired through cryptocurrency
mining as trading stock acquired for a consideration, which
is not measurable in terms of money. The cost price of trading
stock acquired ‘for no consideration or for a consideration
which is not measurable in terms of money’, for the purposes
of section 22 of the Act, is deemed to be the market value on
the date on which the trading stock was acquired (in terms of
section 22(4) of the Act). In practice, the SARS allows the
market value on the date of acquisition of trading stock
acquired for consideration, which is not measurable in terms
of money as part of the deduction of opening stock in terms
of section 22(2)(b) of the Act (De Koker & Williams 2019:8.112).
Applying this practice to cryptocurrency acquired through
cryptocurrency mining would align the taxpayer’s taxable
income with the taxpayer’s economic gain. However, the
taxpayer would rely on the practice of SARS to claim a
deduction in terms of section 22(2)(b) of the Act. It was held
in Ernst Bester Trust v CSARS (2008) 70 SATC 151, at 154,
that there is no statutory authority for this practice. It is
recommended that this practice be codified to provide
greater certainty to taxpayers.

Allocating the cost price of
cryptocurrency

It was noted earlier in this article that the cost price of
cryptocurrency held as trading stock at the end of the year of
assessment must be included in taxable income in
terms of section 22(1)(a) of the Act. In order to adhere
to this provision, a taxpayer is required to allocate the
cost of cryptocurrency purchased between those units of
cryptocurrency sold during the year of assessment and those
units of cryptocurrency on hand at the end of the year of
assessment. A taxpayer is also required to determine the base
cost of cryptocurrency disposed of for capital gains tax
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purposes where cryptocurrency is held as a capital asset,
necessitating a similar allocation.

Units of cryptocurrency are fungible (Carrick 2016:2323) and
may be perfectly substituted for each other. Therefore, it may
be difficult for the taxpayer to determine the cost price of
cryptocurrency held at the end of the year of assessment
(Coelho 2017:10) or to determine the cost of a specific
unit of cryptocurrency (Wiseman 2016:419, 434). Financial
accounting theory recognises various cost formulas for
allocating cost between items sold and items on hand, such
as the first-in, first-out method; last-in, last-out method;
specific identification method; standard cost method; retail
method; and weighted average cost method (De Koker &
Williams 2019:8.111).

Section 22(5) of the Act prohibits the use of the last-in, last-
out method in determining the cost price of trading stock.
Therefore, it would appear that taxpayers may adopt the
other aforementioned methods, where appropriate, for the
purpose of section 22 of the Act (De Koker & Williams
2019:8.111). The SARS usually allows the use of the weighted
average cost method to determine the cost price of
trading stock on hand (De Koker & Williams 2019:8.111).
Cryptocurrency, held as capital assets, may qualify as
identical assets in terms of paragraph 32 of the Eighth
Schedule. Paragraph 32 of the Eighth Schedule allows the
use of the weighted average cost method in allocating the
cost price of financial instruments, but only where the
financial instruments are listed on a recognised exchange.
Therefore, the weighted average cost method is not currently
allowed in allocating the cost price of cryptocurrency
held as a capital asset. Consequently, the base cost of
cryptocurrency could be determined using either the first-
in, first-out method or the specific identification method.
These methods may prove challenging for taxpayers to
apply, compared to the relative simplicity of the weighted
average cost method, as they cannot rely on a regulated
third-party intermediary to maintain accurate and complete
information regarding their cryptocurrency transactions.

With regard to the base cost of identical assets, the
Comprehensive Guide to Capital Gains Tax indicates that shares
that have been dematerialised and are not identifiable
through share certificate numbers are identified by the date
of acquisition for the purpose of applying the specific
identification method (SARS 2018b:327). The Tax Guide for
Share Owners specifies that the taxpayer must maintain
detailed records of the dates and costs at which shares were
acquired in order to apply this method (SARS 2017:23). It
appears reasonable that this approach could be allowed for
determining the cost price of cryptocurrency. As the prices
of cryptocurrencies are highly volatile (Venter 2016:11), the
methods available to allocate the cost price of cryptocurrency
may have a significant impact on the taxpayer’s taxable
income. Therefore, it is recommended that the SARS
must provide guidance on record-keeping requirements to
taxpayers conducting cryptocurrency transactions.
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Conclusion

The amendment to the definition of ‘financial instrument’
in section 1(1) of the Act to include cryptocurrency has
fulfilled, to some extent, its purpose of clarifying the
normal tax treatment of cryptocurrency. It has clarified that
cryptocurrency is an asset, and not a currency, for South
African normal tax purposes. Therefore, the exchange of
cryptocurrency for goods and services constitutes a barter
transaction subjected to the general principles of the Act.
Furthermore, the normal tax treatment of cryptocurrency
transactions depends on whether the taxpayer holds
cryptocurrency on revenue account (as trading stock) or on
capital account (as capital asset). Determining whether a
taxpayer holds cryptocurrency on revenue or capital
account may give rise to practical difficulties. The SARS
should provide further guidance on this matter so that
taxpayers do not transact in a state of uncertainty.

The proceeds from the disposal of cryptocurrency held as
trading stock are included in gross income. Expenses incurred
to acquire cryptocurrency held as trading stock are deducted
from income if the requirements of the general deduction
formula are met. In conjunction with the application of
section 22 of the Act to the opening and the closing stock of
cryptocurrency, this effectively results in the taxpayer
including the gain or loss on the disposal of cryptocurrency
held as trading stock in taxable income in the year of
assessment in which it is disposed of.

The initial receipt of cryptocurrency acquired through
cryptocurrency mining may give rise to an immediate
inclusion in gross income. When a taxpayer subsequently
disposes of such cryptocurrency held as trading stock, the
proceeds from the disposal are also included in gross income.
If the taxpayer is not permitted a deduction equal to the
market value of the cryptocurrency when it was acquired, as
distinct from the deductions allowable for the costs incurred
to enable the mining of the cryptocurrency, the taxpayer’s
taxable income is misaligned with the taxpayer’s economic
gain. This problem could be addressed by the SARS by firstly
allowing the application of section 22(4) of the Act to
cryptocurrency acquired through cryptocurrency mining,
and secondly allowing a deduction in terms of section 22(2)(b)
of the Act with respect to the acquisition of such cryptocurrency.

The disposal of cryptocurrency held as a capital asset may
give rise to a capital gain or loss. The inclusion of
cryptocurrency in the definition of ‘financial instrument” in
section 1(1) of the Act prevents the taxpayer from disregarding
gains or losses on the basis that cryptocurrency constitutes a
personal-use asset. A further result is that certain capital
losses on the disposal of cryptocurrency are subjected to the
anti-avoidance provision provided in paragraph 42 of the
Eighth Schedule.

Determining the base cost of cryptocurrency disposed of
may necessitate a cost allocation between identical units of
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cryptocurrency disposed of and units of cryptocurrency that
are still on hand. As cryptocurrencies constitute identical
assets, but are not listed on a recognised exchange, the base
cost of cryptocurrency may be determined using either the
first-in, first-out method or the specific identification
method. A cost allocation is also required in applying the
provisions of section 22 of the Act to cryptocurrency held as
trading stock. It is recommended that the SARS must provide
guidance on record-keeping requirements for taxpayers
conducting cryptocurrency transactions, as this may impact
the cost-allocation methods available to taxpayers for
normal tax purposes.

This article has discussed certain key issues in the normal
tax treatment of cryptocurrency as identified by the author.
The discussion is by no means exhaustive, in part because
of the variety of characteristics that cryptocurrencies may
have and the variety of cryptocurrency transactions that
may be entered into. The discussion in this article has been
limited to cryptocurrencies that are intended to function as
amedium of exchange. Further research could be performed
on the normal tax treatment of other crypto-assets
and non-mined cryptocurrencies, the tax consequences of
initial coin offerings and the normal tax treatment of
cryptocurrency loans and derivatives. Research into the
enforceability of the taxation of cryptocurrency transactions
should also be conducted to prevent losses to the fiscus.
Furthermore, the tax authorities of various other tax
jurisdictions have provided extensive guidance on the
normal tax treatment of cryptocurrency transactions
subsequent to the comparative analyses performed by
Berger (2016) and Wicht (2016). The author is of the view
that an updated comparative analysis is warranted.
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