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ROUND TWO: INTEREST FREE LOAN
ACCOUNTS
On 8 July 2016, the National Treasury and the South African Revenue Service
(SARS) published a draft Taxation Laws Amendment Bill (First Draft) for public
comment. Our Alert of 20 July 2016 (The fate of interest free loans?) provided an
exposition of the proposed terms, highlighted the implications for estate planning
and discussed possible steps planners could take.
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The proposals were not
well received and various
arguments were put
forward with the ultimate
intent of reducing the
negative and in some
situations punitive impact
that these proposals would
have on estate planning
and specifically the
continued use of trusts.
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The Alert concluded that it was important
to practice restraint in responding to the
First Draft as the process had not yet
reached finality, with a number of steps still
to be taken, including comments and input
from the public, and the tax and fiduciary
industry, which could impact the final form
of the Bill, before promulgation.
As evident from the various articles and
responses that appeared in the media,
the proposals were not well received and
various arguments were put forward with
the ultimate intent of reducing the negative
and in some situations punitive impact
that these proposals would have on estate
planning and specifically the continued
use of trusts.
The process
It is interesting to note that by the closing
date of 12 September 2016, the National
Treasury and SARS had received responses
from 64 organisations and individuals.
A further nine organisations presented
responses orally, at the public hearings
hosted on 14 September 2016. This was
followed by workshops on 15 and 16
September 2016 where stakeholders
could discuss and review their comments.
This resulted in a final report presented
to the Standing Committee on Finance
on 21 September 2016, culminating in
the publication of the second version of
legislation (known as the “Second Batch”),
on the 25 September 2016.

It is illuminating to analyse the arguments
made in opposition to the incorporation
of certain of the First Draft’s proposed s7C
provisions as well as National Treasury’s
response to these arguments. At the end
of round two, the result is that certain of
the First Draft’s provisions were disposed
of or altered largely to the benefit of estate
planners.
A donation
On a theoretical level, the fiduciary
industry was of the view that in its present
form s7 was flawed in that SARS was using
income tax principles to counter estate
duty and donations tax avoidance. This
criticism was accepted and it is now SARS’s
intention to treat the interest foregone
in respect of interest free loans or low
interest loans, as an ongoing annual
donation made by the lender, as on the
last day of the year of assessment. This
will generally result in lower payment
obligations.
Reduction of the Loan
The First Draft contemplated that the
deduction (currently R100,000 per
annum) as set out in s56 of the Income
Tax Act, would not be available to reduce
the principal outstanding amount in
respect of any loan whether interest free
or low interest. The consensus amongst
commentators was that it was grossly
unfair. Responding positively to criticism of
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The scope of s7C is now
to be narrowed to apply
to loans made to a trust
by a natural person, or a
company connected to
such natural person, but
certain situations will be
specifically excluded from
the operations of s7C.
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this position, SARS has now proposed that
this provision will be removed. Therefore
the annual donations tax exemption
as contemplated in s56 of the Income
Tax Act will still be available to lenders
to subsequently reduce the initial or
subsequent loans.
Ambit limited
Critics pointed out that underlying s7C
is the assumption that all interest free
loans or low interest loans are used for
the purpose of avoiding donations tax
and estate duty. Their view in turn was
that in many instances, trusts are used for
objectives other than the avoidance or
minimisation of donations tax and estate
duty. This criticism, too, was accepted and
the scope of s7C is now to be narrowed to
apply to loans made to a trust by a natural
person, or a company connected to such
natural person, but certain situations
will be specifically excluded from the
operations of s7C. These situations will
include, but are not be limited to:
∞

special trusts for the benefit of
individuals with disabilities;

∞

trusts that fall under the definition of
public benefit organisations;

∞

vesting trusts as one would find in
certain commercial structures;

∞

loans provided to trusts in terms
of Sharia Law compliant finance
agreements; and

∞

a loan, to the extent used by a trust for
funding the acquisition of a lender’s
primary residence (as contemplated in
paragraph 44 of the Eighth Schedule of
the Income Tax Act, No 58 of 1962, as
amended).

Effective date
The First Draft was criticised for being
ambiguous as to which loans the
provisions would be subject: Would it be
limited to loans entered into after 1 March
2017, or to all loans in existence on 1
March 2017? Advocates of this argument
pointed out that it would be grossly unfair
to apply such a provision to structures
that have been put in place prior to the
incorporation. This criticism was not
accepted and it is now very clear that the
proposal is to apply to all loans, including
those already in existence on 1 March 2017.
Defending this stance, SARS pointing out
that the amendment was not retrospective
as it did not change the tax liabilities for
the previous years of assessment, but
rather changes the tax treatment of these
instruments going forward. On this score
the provisions remain a potent blow to
planners with existing loan structures.
Foreign trusts
On a technical level it was averred that
the transfer pricing rules, as set out in
s31 of the Income Tax Act, would create
uncertainty; these rules also create a
notional amount of interest in respect of
arrangements involving foreign trusts.
This point was accepted and SARS
proposes that a rule be issued which will
clarify the interaction between the current
transfer pricing rules in s31 of the Act and
the proposed s7C deeming provisions,
whereby, for purposes of the proposed
s7C, no donation will be deemed in
respect of a loan arrangement that is
subject to s31.
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There is no doubt that
the National Treasury is
determined to introduce
measures to prevent
donations tax and estate
duty avoidance through
the use of trusts.
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Conclusion
Once again, the Second Batch of the
draft Taxation Laws Amendment Bill and
the draft explanatory memorandum will
be viewed and considered by the public
and industry. Written comments on the
updated draft Bill can be submitted up
to the 10 October 2016. As with the First
Draft, it is wise not to react prematurely
to the Second Batch as it too is open to
change. With that said, it is likely that
SARS’s concessions will be well received in
the industry and that the final Bill should
not deviate much from the Second Batch.

Some of the punch has been removed
from the First Draft with certain technical
impurities corrected and more clarity
provided on the Bill’s applicability. There
is, however, no doubt that the National
Treasury is determined to introduce
measures to prevent donations tax and
estate duty avoidance through the use of
trusts. Consequently, where planners have
been motivated primarily or solely by such
considerations, the proverbial family trust
may no longer be the ideal home.
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