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16 February 2010
Thulo Ramasimong

SARS

P O Box 402 

Pretoria 

0001 

E-mail: tramasimong@sars.gov.za
Fax: 012 422 4952

IRF Ref No: 1010
Dear Sir

RE:
LIVING ANNUITIES 
Thank you for your letter dated the 18th January 2010 (Your reference: 18/20/2/); the said letter refers. For your ease of reference the points raised in your letter and the IRF’s response has been included in the attached summary and highlighted in green.
	No
	Question
	Initial IRF Comment
	SARS / IRF Dialogue

	1
	Can a ‘living annuity’ as defined in section 1 of the Income Tax Act continue after the death of the member or former member’s dependant or nominee (can it continue as defined to the second, third etc. generation)?


	The words “or any subsequent nominee” in the introductory paragraph of the definition seems to convey an intention to allow continuation of the living annuity to second and third etc. generations. Subparagraph (e) however does not refer to how the value of the assets should be dealt with on death of a dependant or nominee or subsequent nominee who has continued to receive living annuity payments. 

It has been standard industry practice to allow living annuities to continue. The continuation of the living annuity as defined into a second and perhaps later generations is desirable. A third generation of beneficiaries could still be minors if the second generation beneficiary is a surviving parent and dies soon after the first annuitant (original retiree).

There appears to be no barrier to the continuation of this practice nor to the payment of either a lump sum or annuity on the death of a subsequent nominee notwithstanding the absence of specific reference in subparagraph (e).

(confirmation of this in a practice note would be desirable)

	SARS Response 1:

We have no objection to the continuation of the industry practice you refer to.

[IRF Response 1:

We should like to see this incorporated in an interpretation note until legislation clarifies this.]

SARS Response 2:

We are of the view that there is no uncertainty or dispute.  An Interpretation Note will serve no meaningful purpose except to confirm the status quo and only for a limited period until the required legislative changes shall have been implemented.

No Interpretation Note will therefore be issued.


	No
	Question
	Initial IRF Comment
	SARS / IRF Dialogue

	2
	Is the commutation of a living annuity by, or on the death of, the original annuitant an amount taxable under the Second Schedule?


	The definition of “lump sum benefit” and terms of paragraphs 2(a), 3(ii) and 5 in the Second Schedule indicate the basis of taxation.
	SARS Response 1:

This amount is taxable in terms of the Second Schedule to the Act, in line with the definition of lump sum benefit.  It is, however, our view that it is an amount contemplated in paragraph 2(b)(ii).  It does not derive in consequence of or following upon the death of the member or past member, and consequently no tax deductions are available.

[IRF Response 1:

It must be noted that some living annuity contracts provide for the payment of a lump sum on death of the original annuitant (past member) without the need for an act of commutation, as is allowed for in paragraph (e) of the definition in section 1 of the Act.  Our reference to commutation in the question is unduly restrictive.  However, paragraph 3(ii) of the Second Schedule specifically provides that “where any annuity (including a living annuity) [which] becomes payable on or in consequence of or following upon the death of a member or past member of any such fund has been commuted for a lump sum, such lump sum shall for the purposes of this paragraph be deemed to be a lump sum benefit which has become recoverable in consequence of or following upon the death of such member or past member.”  The question then is whether the lump sum is recoverable or the annuity is payable in consequence of or following upon the death of the past member (original annuitant).  That the lump sum benefit is derived in consequence of membership or past membership of a fund is not in question.  If the original annuitant has, in terms of the fund rules, elected a living annuity contract that provides for payment of an annuity or a lump sum on his/her death, it is difficult to avoid the conclusion that paragraph 3 is applicable.  The reference therein to section 37C of the Pension Funds Act does not impose a requirement that any lump sum benefit must be a payment in terms of 37C to qualify.  The reference to “past membership” reinforces this conclusion.  We continue to hold the view therefore that paragraph 2(a) applies in either case.

We note in this connection the proposed amendment to paragraph 3 of the Second Schedule contained in Section 59(1)(a) of the Taxation Laws Amendment Bill, 2009.  In respect of living annuity contracts purchased in the name of the member or past member, the lump sum on death of the member or past member might not be paid in terms of section 37C.  Although it would still seem a benefit derived in consequence of his death, it seems that it would not be deemed to accrue to the member and may therefore fall outside paragraph 2(1)(a), but would fall in paragraph 2(1)(b)(ii).  This consequence would seem to apply to any death benefit not paid in terms of section 37C, including death benefits from certain non-registered funds.  If this interpretation is correct, the implications are therefore wider than merely for living annuities.]

SARS Response 2:

The IRF’s comments are noted.

As this amount is deemed to have accrued to the member the day prior to his retirement, it is a retirement / death benefit.  As the assumption is that the very same member shall have utilised the available paragraph 5 deductions it is our view that the member cannot get a second bite at the cherry.  He will therefore be entitled to utilising only the balance, if any, of the paragraph 5 deduction with the rest being taxed at special rates on a cumulative basis.
[IRF Response 2:

The IRF and SARS appear now to be in accord on this, notwithstanding the concerns expressed regarding the changes introduced into the Second Schedule, and referred to in our Response 1.  We note that there are differing interpretations from commentators, and from some Revenue Offices.  Our plea to National Treasury in the Annexure C Proposals was for clarity in the legislation.  If no further legislative change is effected, will SARS consider a clarificatory note?]



	No
	Question
	Initial IRF Comment


	SARS / IRF Dialogue

	3
	How is the lump sum benefit taxable when an annuitant (who is not the original retiree) dies and his/her nominee elects a lump sum payment? 


	The lump sum is not an amount recoverable in consequence of or following the death of a member or past member, so the death benefit provisions of paragraphs 2(a) and 3 of the Second Schedule would seem not to apply. If it is arguable that there is still a causal connection with past membership of a fund, then 2(b)(ii) of the Second Schedule may apply.

If not, the application of the Eighth Schedule may be raised. If the Eighth Schedule applies, there is no exemption in terms of paragraph 54 because it is then not a lump sum benefit under the Second Schedule.  Questions that arise in this connection: The Eighth Schedule taxes disposals. On death is this a disposal to the estate? Is there a Base Cost? The member would have paid tax on the capital in his estate. Can that qualify as base cost for the commutation?

On the premise that it is desirable to tax the commuted amount of the living annuity in the hands of the beneficiary, and that neither of the above possibilities apply, then a legislative change would be needed either to

· Tax the amount as a lump sum in the beneficiary’s hands under the Second Schedule, or

· Tax the amount at marginal rates in the beneficiary’s hands as if it were an accelerated annuity.

(A legislative change is required.)


	SARS Response 1:

We are in agreement with this interpretation, and the amount is taxable in terms of paragraph 2(b)(ii) of the Second Schedule to the Act.  Further, see our comment in point 2 above.

[IRF Response 1:

We feel that this needs legislative support.  Until an amendment is made to the Act, an interpretation note setting out SARS’ view would be desirable.]

SARS Response 2:

The IRF’s suggestion is under consideration.  You will be notified of the outcome in due course.
[IRF Response 2:

The IRF awaits SARS’ response on this.  The IRF made a submission to National Treasury in an attempt to achieve clarity.  With regard to this question, the proposal was for legislative change that would have clearly brought this lump sum into the Second Schedule, taxable as a withdrawal benefit.  In the absence of such legislative change, the lump sum may well be interpreted to fall outside the Second Schedule.  Again, we ask whether SARS will consider a clarificatory note so that there is consistency in Revenue Offices.]



	No
	Question
	Initial IRF Comment


	SARS / IRF Dialogue

	4
	How are contracts with the 5% and 20% draw down rates to be treated after a transfer in terms of Directive 135 (insurer to insurer transfer) or section 14 (fund to insurer transfer)?
	Notice 290, paragraph 3: does not specify how annuity contracts still on 5% to 20% draw down bases should be treated after transfer.  Prior to the introduction of the definition of “living annuity”, the draw down limits had to be changed to the new 2.5% and 17.5% on the anniversary date following transfer, in respect of living annuities concluded after the effective date of Addendum B to RF 1/96.

It may be possible to interpret the notice as continuing the practice of Addendum B, by reference to paragraph 2.

(This needs to be addressed in an interpretation note or alternatively a revised Gazette).
	SARS Response 1:

We have no objection to your suggestion that the practice as contained in Addendum B to RF 1/96 may be continued.

[IRF Response 1:

We feel that this should be incorporated in a revision to the Government Gazette prescribing the draw down limits in terms of the definition of “living annuity” in section 1 of the Income Tax Act. Until then an interpretation note setting out SARS’ view would be desirable.]

SARS Response 2:

The first part of the IRF’s comment requires legislative amendments.  With regard to the second part of the same comment see our comment number 1.
[IRF Response 2:

The IRF view is now that, in the absence of change to Notice 290, a transfer of a living annuity will entail compliance with the new limits from the date of transfer.  This is based on the precedence of the Government Notice 290 over Directive 135 issued by the Registrar of Long-Term Insurance, and doubts about the interpretation of paragraph 2 proposed in our initial comment.]



	No
	Question
	Initial IRF Comment


	SARS / IRF Dialogue

	5
	Can existing (GN 18) living annuities and living annuities at inception be combined if they originate from different source funds?


	As pension and provident funds are subject to SITE and retirement annuity funds are subject to PAYE, if the source fund is a retirement annuity fund, the industry did not allow for a combination of living annuities.  The availability of voluntary combination of living annuities would serve the convenience of many annuitants.  The industry has made submissions in the past on the subject.  See, for example, the attached 2004 submission by the LOA.  A possible solution is to have the combination subject to PAYE, or alternatively to have all living annuities subject to PAYE.

(A legislative change to subparagraph (f) of “net remuneration” in 11B of the 4th Schedule is required).
 
	SARS Response 1:

Your emboldened comment below is noted.  Please note further that recommendations for legislative changes should be addressed to National Treasury.

[IRF Response 1:

We agree that a submission on changes to legislation should be directed to National Treasury on the matter.   In the interim, the following is suggested for inclusion in an interpretation note until paragraph (f) of the definition of the whole "net remuneration" in 11B(1) of the Fourth Schedule can be changed.
The living annuity contract in which annuities are combined from a source in a retirement annuity fund and other types of fund must for the purposes of the Fourth Schedule be regarded as an annuity provided by a retirement annuity fund. 

1. Combining annuities

The following is suggested for inclusion in an interpretation note until a Government gazette can be issued to amplify the existing one on draw down rates

(a) Combining existing annuities
The income level at the date of combination must be the sum of the income levels in the pre-combination contracts. This level must continue till the first review date under the combined contracts, which may not be earlier than one year from the date of combination.  Subsequent changes may only be made on anniversaries of the first review date.

Example : Contract A has review date 1 March and draw down rate of 10% on assets of R100000 (=R10000 pa).

Contract B has review date of 1 October and draw down rate of 5% on assets of R200000 (=R10000 pa).  Contracts A and B are combined on 1 July 2009.  The income level payable under the combined contracts A and B will be R20000 pa (R10000 + R10000 = a draw down rate of 6,67% of the combined assets). The earliest date on which the draw down rate can be changed is 1 July 2010.

(b) Combining a new annuity with an existing annuity 
The draw down rate of the combined contract at the date of combination must be the same as that in the existing contract. This must continue till the first review date under the combined contract, which may not be earlier than one year from the date of combination.  Subsequent changes may only be made on anniversaries of the first review date.

Example : Existing contract A has review date of 1 March and draw down rate of 10% on assets of R100000 (=R10000 pa).  New contract B is taken out in July 2009 and has assets of R200000.  The income level payable under the combined contracts A and B will be R30000 pa (10% of R300000). The earliest date on which the draw down rate can be changed is 1 July 2010.

(c) Premise

The above assumes that any conditions imposed by the source funds can be accommodated in the combined contract.
SARS Response 2:

The IRF’s suggestions to National Treasury are noted.



SUGGESTED LEGISLATIVE CHANGES

Section 1 of the Income Tax Act : Definition of “living annuity”

Add new subparagraph (f) and redesignate existing (f) as (g):

“(f)
on the death of a nominee or any subsequent nominee to whom an annuity was being paid under the annuity agreement, the value of the assets referred to in paragraph (a) may be paid to a nominee of the deceased as an annuity or lump sum, or, in the absence of a nominee, to the deceased’s estate as a lump sum; and”

Second Schedule

Definition of “lump sum benefit”

Add:
“and shall include any amount payable as a lump sum or in commutation of an annuity under a living annuity agreement in terms of subparagraph (c), (e) or (f) of the definition of “living annuity” in section 1.”

Fourth Schedule

Subparagraph (f) of “net remuneration” in paragraph 11B:

Add:
“(iii) any annuity provided or payable by a pension fund, pension preservation fund, provident fund, provident preservation fund or benefit fund where such annuity is combined in a single contract with an annuity payable or provided by a retirement annuity fund”.

Amend (ii) to exclude (iii).

Government Gazette (Ref Government Notice 290 of 11 March 2009 GG 32005)

Add paragraphs 7 and 8:

7
Where a flexible annuity contract concluded before 21 February 2007 (and as contemplated in RF 1/96 and addenda thereto issued by the Commissioner) is thereafter transferred from one insurer to another in terms of Directives 135 and 135A issued by the Registrar of Long-Term Insurance or from a retirement fund to an insurer in terms of section 14 of the Pension Funds Act, the income levels under the living annuity contract with the transferee insurer must be on terms that apply the minimum and maximum rates specified in subparagraph 1(a) of this notice with effect from no later than the first anniversary date under the living annuity contract issued by the transferee insurer.

8
More than one living annuity sourced from the same or different retirement funds may be combined subject to the following conditions:

8.1 
Combining existing annuities
The income level at the date of combination must be the sum of the income levels in the pre-combination contracts. This level must continue till the first review date under the combined contracts, which may not be earlier than one year from the date of combination.  Subsequent changes may only be made on anniversaries of the first review date.

Example

Contract A has review date 1 March and draw down rate of 10% on assets of R100000 (=R10000 pa).

Contract B has review date of 1 October and draw down rate of 5% on assets of R200000 (=R10000 pa).

Contracts A and B are combined on 1 July 2009.

The income level payable under the combined contracts A and B will be R20000 pa (R10000 + R10000 = a draw down rate of 6,67% of the combined assets). The earliest date on which the draw down rate can be changed is 1 July 2010.

8.2 
Combining a new annuity with an existing annuity.

The draw down rate of the combined contract at the date of combination must be the same as that in the existing contract. This must continue till the first review date under the combined contract, which may not be earlier than one year from the date of combination.  Subsequent changes may only be made on anniversaries of the first review date.

Example

Existing contract A has review date of 1 March and draw down rate of 10% on assets of R100000 (=R10000 pa).

New contract B is taken out in July 2009 and has assets of R200000.

The income level payable under the combined contracts A and B will be R30000 pa (10% of R300000). The earliest date on which the draw down rate can be changed is 1 July 2010.

8.3.
Premise

The above assumes that any conditions imposed by the source funds can be accommodated in the combined contract.


LOA SUBMISSION

THE CASE FOR ALLOWING THE COMBINING OF GN 18 COMPULSORY LINKED ANNUITIES (“LIVING ANNUITIES”)

GN 18 specifically contemplates the case where a pension fund wishes to divest itself of future liability towards a pensioner, and transfers such liability to an insurer. The fund makes payment to such insurer of the consideration available in the fund for the provision of an annuity to the retiring member. The annuity policy that is issued by the insurer in respect of the pensioner is issued in the name of the annuitant, and not in the name of the pension fund from which the annuitant has retired. The annuity in question will in many cases, be a compulsory linked annuity, where the annuitant has the right to elect which assets underlying the policy are to be held by the insurer, and also to chose an income level in terms of the provisions of SARS RF1/96.

It is not unusual for a particular person to retire from more than one fund during the same or even different tax years. A person may retire from employment in one year, and retire from a retirement annuity fund in another. Likewise, he could retire simultaneously from more than one pension and/or provident fund, for example where he is a member of a preservation fund, and retires from that fund simultaneously with retirement from his employer’s fund. Retirement from various retirement annuity funds at the same or different dates is very common.

In the above scenario, several compulsory linked annuities may become payable in respect of the same annuitant. Where they are GN 18 annuities, each policy will be issued in the name of the annuitant, not in the name of the particular fund from which the annuitant retired.

Annuitant’s often find it cumbersome to have to manage several different policies of this nature, and where the policies have been or are to be issued by the same insurer, request that the policies be combined into one contract. Sometimes the capital amount of one of the annuities is relatively small, and is below the minimum amount that an insurer will accept. Alternatively, the minimum costs applied the annuity contract are unattractive where the capital is small. Annuitants in these instances sometimes have no other reasonable option but to commute the annuity, if possible, in terms of GN 16.

There are two views as to whether or not such a combination is possible or desirable. One view is that because the annuity capital is sourced from different funds, it is not possible to combine them into one contract. 

The counter argument is that the “different source” issue is only relevant where the policies are not GN 18 policies, and each contract is to be issued to the respective fund. However, where a contract is to be issued by the same insurer to the same annuitant, there is no reason why a number of separate contracts need to be issued – one combined contract will suffice. The exception to this is where the source of one of the annuities is a pension/provident fund, and the 

source of another is a retirement annuity fund. These annuities will have different income tax principles applicable on payment* and on the death of the annuitant(. 

However, there would appear to be little reason why a single policy contract could NOT be issued in respect of a combination of retirement annuity and pension fund capital where the terms of the contract specify that PAYE will be the rate of tax deducted from annuity payments, and that on death the 100% commutation option does not apply.

Another complication could arise where a particular fund imposes special conditions in respect of the annuity, for example, only a limited range of investment choices may be made available to the annuitant. Nevertheless, if the conditions are such that they do not conflict with any conditions imposed by the other fund from which the member is simultaneously retiring, once again there would appear to be no reason why a single policy contract containing the restrictive conditions could not be issued in respect of the combined capital from both funds.

What about the position where the annuitant retires from more than one fund, but not simultaneously? Can the capital from the fund from which the annuitant retires later be added to the annuity contract that was issued in respect of the capital from the fund from which the annuitant retired first?

There would appear to be no reason in principle why this should not be acceptable. Practical issues will need to be addressed, such as how the level of the annuity is to be dealt with in the light of the requirements of RF1/96, to the effect that the percentage of the capital that will determine the annuity payment may only be adjusted annually. It is submitted that as long as the percentage is retained, there should be no problem. The amount of the annuity will obviously increase, but if a separate annuity contract is to be issued, then the annuitant will be receiving an additional amount of income anyway. The disadvantage to the annuitant will be that the annuity level in respect of the second annuity will have to be the same as that chosen for the first annuity. For this reason, the combination of such annuities should be allowed on a voluntary basis, and should not be obligatory.

FOR EXAMPLE:

Annuitant retires from Fund A on 31 January 2004. Net capital is R120 000. Annuity level chosen is 5%. Monthly annuity will be R500. Annual review date: 1 February 2005.

Annuitant retires from Fund B on 30 September 2004. Net capital is R240 000. Capital is added to balance of capital in the existing annuity contract, and annuity payment is increased by 5% of the added amount i.e. by 5% of R240 000 = R1000 per month. The total monthly annuity will then be R1500.

It could be ruled that no further revision of the annuity level is allowed until the second capital amount has been in the annuity contract for a period of one year, and that the original contract review date must be retained. This would mean that in the above example, on the annual review date of 1 February 2005, no adjustment of the annuity percentage may be made in that the second capital amount has not been invested in the contract for a year. A revision of the annuity level will only be allowed on 1 February 2006.

This will avoid a review of the annuity level in respect of the second portion of the annuity capital any earlier than one year.

Another scenario is where two annuities are in the process of being paid, and the annuitant wishes to combine them. The question that arises, is what income level should be allowed in respect of the combined annuity. It is submitted that the simplest solution would be that both incomes be added together, and the sum of the two continue to be paid after combination. In such a case, no revision of the annuity level should be allowed until the later of the original two annuity contracts’ review date. 

In all such cases, the principles of Registrar of Insurance Directives 135 & 135A in connection with the transfer of compulsory linked annuities should be followed, and in particular, no fees or costs should be payable from the capital of either annuity, to the intermediary who advised on the combination.

The advantage to annuitants of the above arrangement will be convenience and limitation of costs. The advantage to the insurer will be ease of administration and reporting – one large annuity instead of multiple smaller annuities. The advantage to SARS will be the aggregation of the tax payment in respect of all of the annuities of this type owned by the annuitant and issued by the same insurer.

------------------------------------------

Contact:

Anna Rosenberg

Legal Adviser

Life Offices’ Association

Tel: 021 421 2586

Fax: 021 421 2599

E-mail: anna@loa.co.za
Yours faithfully

Ruwaida Kassim 

Chief Executive Officer

Institute of Retirement Funds SA
2nd Floor Atlas House, 31 Harley Street, Ferndale, Randburg, 2194


P O Box 78870, Sandton, Johannesburg, 2146


Tel: 011-781-4320 Fax: 011-326-3883


Email: � HYPERLINK "mailto:info@irf.org.za" ��info@irf.org.za�


� HYPERLINK "http://www.irf.org.za" ��www.irf.org.za�

















* pension fund annuities must have tax deducted at SITE rates, while retirement annuity fund annuities must have tax deducted at PAYE rates


( the entire pension fund benefit may be commuted within 6 months of the death of the annuitant, whereas only one third of the retirement annuity fund benefit may be commuted.











