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IRF Ref No: 1028
Dear Sir

RE:    SUBMISSION ON THE DRAFT TAXATION LAWS AMENDMENT BILL, 2010    
 
MEMORANDUM NUMBERING : 2. INCOME TAX : MISCELLANEOUS INDIVIDUALS AND SAVINGS AMENDMENTS

2.5.
POST-RETIREMENT COMMUTATION (CONVERSION) OF ANNUITIES INTO LUMP SUMS [Paragraphs (1) (“lump sum benefit” definition), 2(1)(a) and 3 of the Second Schedule paragraph 8(b)(i) of Appendix 1]

Problem statement 1

The proposal in the Memorandum to the draft Bill states:

All commutations of retirement annuities should be treated similarly (whether these commutations occur during the member’s life or afterwards) as long as the annuity directly or indirectly stems from membership or past membership of a fund.  All lump sums resulting from these commutations should accordingly be treated as gross income eligible for the special retirement table relief.

Notwithstanding the reference in the proposed definition of “lump sum benefit” (section 75(1) of the draft Bill) to an annuity “provided in consequence of membership or past membership by any person of a pension fund, etc.”, it may be argued that the changes proposed do not succeed in above-stated objective of taxing second, third and subsequent generations of living annuitant in accordance with the retirement table.  This is because it may be argued that these annuities are not provided in consequence of membership or past membership of a retirement fund as required by the definition of “lump sum benefit”.  Rather, it may be argued, these are provided in consequence of the death of the annuitant.

Proposal

To put the matter beyond doubt, we propose that a proviso be attached to the definition of “lump sum benefit” to the effect that an annuity derived in consequence of the death of an annuitant who

(a) is a member or past member of such a fund or is a successor annuitant by dependency or nomination under such annuity contract, or

(b) who became an annuitant under an annuity contract issued in consequence of the death of an annuitant in (a)

shall be deemed to be provided in consequence of membership or past membership of such fund.

Problem statement 2

Section 77(1) of the draft Bill

Paragraph 3(iii) of the Second Schedule

The proposed paragraph 3(iii) of the Second Schedule provides that no lump sum benefit shall be deemed to have accrued to the extent that the lump sum benefit was utilised to purchase or provide an annuity. However, the paragraph only refers to “the dependants or nominees of that member or past member “, and further to “that is purchased or provided by that fund” (our emphasis). 

We presume that there is no intention to exclude insurer-provided annuities from this proviso. 

Proposal

It is, therefore, proposed that the proviso be extended to annuities from long-term insurers which are not fund owned.

We propose that - “that member or past member” be replaced by - “the annuitant”; and - “purchased or provided by that fund” be replaced by - “purchased from an insurer as defined in section 29A(1) or provided by that fund”.

Problem statement 3

Section 78(1) of the draft Bill:

The proposed paragraph 3A in subparagraph (a) and (b) refers to lump sum benefits payable by a fund or an insurer.  Subparagraph (iii), however, refers only to an annuity purchased or provided by “that fund”.  We presume that there is no intention to exclude insurer-provided annuities from this deeming provision.

Proposal

The words “or that insurer” should be added after “that fund”.

Problem statement 4

Currently there appears to be variation in the tax treatment by SARS of the commutation of annuities.  The practice in the experience of IRF members is more varied than that suggested in 2.5 II of the Memorandum.  This arises from the situation as noted therein that tax rules do not explicitly cover commutation of annuities in the various circumstances described.

The proposed amendment is only to be effective 1 March 2011.  This means a perpetuation for the 2010/11 tax year of the lack of clarity to the potential disadvantage of annuitants in that period.

Proposal

We propose that consideration be given to making the amendment effective retrospectively to 1 March 2010.  Retrospectivity could have tax administration implications in respect of tax directives already issued for accruals in this tax year.

2.6.
PARTIAL WIND-UP OF UMBRELLA FUNDS [Paragraphs (a)(i)(bb) and (a)(ii)(aa) in the definition of “pension preservation fund” and “provident preservation fund” contained in Section 1 of the Income Tax Act]
Problem statement

The definitions of “pension preservation fund” and “provident preservation fund” were introduced in 2008 by the Taxation Laws Amendment Act 3 of 2008.  Prior to that preservation funds were operated in terms of the definition of “pension fund” and “provident fund” and subject to the Commissioner’s conditions of approval set out in RF 1/98 and addenda thereto.  In terms of these conditions preservation funds could receive amounts resulting from the partial winding-up of other funds.

The Memorandum to the draft Bill states that:

· the option of transferring a partial wind-up benefit “may not be technically available to employees because the pension preservation fund and provident preservation fund definitions do not specifically allow” for such transfer

· “(t)his technical anomaly places the retention of retirement benefits in potential jeopardy”

· there should be express allowance for such transfers

· “(t)his clarification will strengthen the option of preserving employer-provided retirement savings” (our underlining).

The effective date is stated to be 1 March 2011 [section 6(8) of the draft Bill].

The effective date of 1 March 2011 could be interpreted to mean that any transfer to a preservation fund, conforming to the new definitions, on partial winding-up of another fund between the date the definitions were introduced and 1 March 2011 is contrary to the approval conditions of that preservation fund.

Proposal

We propose that the amendments apply to all transfers of retirement benefits pursuant to a partial winding-up that occur on or after the date of introduction of the definitions of “pension preservation fund” and “provident preservation fund” into the Income Tax Act [1 March 2008].

2.7. RETIREMENT PAY-OUTS TO NON-MEMBERS [Paragraph 4(1) of the Second Schedule to the Income Tax Act;  Section 37D(1)(a) of the Pension Funds Act]

Section 79(1) of the draft Bill

Problem statement 1

The reference to Section 37D(1)(d)(ii) in the proposal to this section of the Memorandum is somewhat opaque, as this section refers to tax deductions in consequence of divorce or maintenance award deductions, not dealt with in the proposed amendment to legislation.  Elsewhere the proposal refers to the “full array of third party payouts under Section 37D(1)(a)”.  The proposed amendment refers to amounts deducted in terms of section 37D(1) (a) or (b).

The deemed accrual provision of paragraph 4(1) of the Second Schedule is premised on a benefit having arisen from a member’s withdrawal or resignation from the fund.  Section 37D(1)(a)(ii)(bb) and (cc), however, refer to deductions before a member’s exit from a fund.  These are deemed, in terms of Section 37D(2), to be benefits to which the member becomes entitled on termination of his or her membership of the fund for reasons other than as a result of retirement or death arising at the date of the transfer or the default.

Paragraph 4(1) refers to actual rather than deemed withdrawals, so it may be argued that it does not deal with deductions in terms of section 37D(1)(a)(ii)(bb) and (cc).  Nonetheless, it may be argued that such a deduction constitutes an accrual to the member and is taxable under paragraph 2(1)(b)(ii) of the Second Schedule at the date of deduction.  It is not clear that this is how SARS and National Treasury interpret the provisions.

Proposal

If the intention is to cover all third-party pre-retirement payments under paragraph 4(1) at the date of deduction, we propose that reference to “withdrawal or resignation” in paragraph 4(1) be expanded to include reference to deemed benefits in terms of section 37D(2) of the Pension Funds Act.

Problem statement 2

Subparagraph (1) of the proposed paragraph 4(1) of the Second Schedule reflects wording in the current paragraph 4(1).  There have, however, been disputes between funds and members as to the interpretation:

· Is the deemed accrual date on the date the member actually signs the election form, or

· Is the deemed accrual date the date that the member stipulates will be the date that the fund is to pay the benefit?

The second interpretation could defer deemed accrual for a considerable time.  It is our understanding on the basis of discussions in an operational workgroup between representatives of the industry and SARS that SARS takes the first interpretation.

Proposal

We suggest that subparagraph (a) be amended to clarify the intention.  If the first interpretation above is the intention, we suggest that subparagraph (a) may be amended to read as follows:

“(a) on which he or she makes an election by completion of a form or other process required by the fund to have the benefit paid to him or her”.

DIVORCE [not addressed in Memorandum]

Section 76(1)(e) of the draft Bill.

We assume that this section gives effect to the intentions as understood and set out in SARS’ letter to the IRF of 4 November 2009.  We seek confirmation that this is so.

Problem statement 

Paragraph 2B of the Second Schedule taxes a divorce award in the member’s hands if the award is not deducted from the member’s minimum individual reserve.  This paragraph appears to have been retained primarily to deal with divorce awards in respect of funds not governed by the “clean-break” provisions of the Pension Funds Act (“public sector funds”).  A problem of potential application to funds other than public sector funds has been highlighted by the IRF in correspondence with SARS.  This is attached.

The problem is exacerbated if the intention is to remove tax from pre-13 September 2007 divorce awards, and paragraph 2B is interpreted to apply to private sector funds in the circumstances specified.  Merely because of a failure by a non-member ex-spouse to make a timely election, tax will be incurred by the member even in respect of awards that would otherwise have been tax-free.

Proposal

We propose that the reference to minimum individual reserve in paragraphs 2 (1)(b)(iA) and paragraph 2B be expanded by reference to the member’s benefit, i.e. “the benefit or the minimum individual reserve”.


05 May 2010

Nathi Nxele
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E-mail: nnxele@sars.gov.za

Fax: 012 422 4952

IRF Ref No: 1025

Dear Sir

RE:   PARAGRAPH 2B OF THE SECOND SCHEDULE    

Thank you for your email dated 25 February 2010 in reply to our letter dated 19 February 2010.

 

We note that you have requested members to provide actual case details.

 

We have not received actual case details from members, however our members have requested that we again note that this is an issue of practical concern in relation to pre 13 September 2007 orders which accrue after 1 March 2009.

Background:

In relation to pre 13 September 2007 orders which accrue on or after 1 March 2009, the current policy and practice in terms of the SARS letter dated 4 November 2009 is for neither the non-member spouse nor the member spouse to pay any tax.  

Currently SARS systems are set up to provide nil tax directives in respect of those orders in the name of the non-member spouse. The mistake in the legislation causes the non-member spouse to be the taxpayer instead of providing an exemption to both the member and the non-member spouse.

Paragraph 2B however deems the member to be the taxpayer if the award is not deducted from the minimum individual reserve. 

It is our submission that Treasury would not have wanted to impose tax on a member merely because the non-member spouse delayed and failed to exercise his/her right to claim payment or transfer of his/her award earlier than the date on which benefits accrued to the member. Therefore it is submitted that pre 13 September 2007 orders which would be taxable under paragraph 2B will also fall within the scope of the practice set out in the letter dated 4 November 2009.

The legislation to give effect to the current policy and practice is only expected in the next legislative cycle.

The following is therefore requested:

●
Guidance in the interim as to whether the 4 November 2009 letter applies to pre 13 September 2007 orders which  may be interpreted as taxable under paragraph 2B and which would have been taxable under paragraph 2(b) had the non-member spouse not delayed claiming his/her award until benefits accrued to the member. 

· Confirmation that when funds apply for directives on pre 13 September 2007 divorce awards which accrue on or after 1 March 2009, that SARS will issue a nil tax directive if a directive is requested in the name of the member spouse due to the fact that paragraph 2B may be applicable to the award, taking into account that it is a pre 13 September award which accrues after 1 March 2009, which would fall within Treasury policy to exclude both parties from taxation..

●
 In relation to post 13 September 2007 orders, we will need legislative amendments to paragraph 2B to provide clarity on whether the intention is that in respect of divorces where the non-member spouse only claims his/her portion of the pension interest when the member leaves the fund, the member will be liable for payment of the tax on the non-member’s portion. 

We would appreciate your urgent guidance and confirmation as funds are uncertain how to apply for directives in the above mentioned situations.

Yours faithfully

Ruwaida Kassim 

Chief Executive Officer
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