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REVENUE LAWS AMENDMENT BILLS, 2008:  RESPONSE DOCUMENT ISSUES RAISED WITH THE MINISTER
KEY RECOMMENDED LEGISLATIVE CHANGES

1. Pre-retirement withdrawal benefits
1.1
Initial proposal
In 2007, the taxation of retirement lump sums was simplified and modified to enhance savings by lower and middle income households (with the elimination of schemes at the upper-end of the market).  As initially proposed, the draft legislation adds to this 2007 reform by simplifying and modifying the taxation of pre-retirement withdrawals (i.e. withdrawals stemming from the voluntary or involuntary loss of employment occurring before retirement age).  Under this initial proposal, withdrawals are taxed at standard marginal personal income tax rates for the annual year of withdrawal but as standalone income (apart from any other earnings).  A tax rebate is also allowed as an offset but only at 50 per cent of the primary rebate.  The current primary rebate effectively generates a tax-exempt threshold of R46 000 (2008/09 fiscal year); hence, the proposal yields a R23 000 exemption threshold for pre-retirement withdrawals.  This regime aggregates over time so multiple withdrawals are taxed at higher brackets.

1.2
Concerns raised
Taxation of pre-retirement withdrawals requires a balancing of policy interests.  On the one hand, pre-retirement withdrawals should not to be encouraged because these funds are really intended for old age security.  On the other hand, excessive taxation of pre-retirement withdrawals can be overly harsh, especially for individuals forced into withdrawing funds after an involuntary loss of job status.

Problems arise with the initial proposal if pre-retirement withdrawals occur after a long period (e.g. after ten years). The proposed regime increases the tax liability in these circumstances.  Taxing an involuntary loss of job is especially problematic for older persons (ages 45 to 55) with long-term savings who may have great difficulty in obtaining re-employment.  Conversely, anti-avoidance concerns exist if longer-term funds are withdrawn immediately before retirement in order to escape the mandatory placement of those funds into retirement annuities.

1.3
Revised proposal 
The revised proposal seeks to alleviate the pre-retirement taxation of longer-term savings without encouraging withdrawals immediately before formal retirement age.  This result is achieved by linking the pre-retirement tax regime with the retirement lump sum formula.  More specifically, under the revised regime, a similar lump sum formula will be used as for post-retirement withdrawals, except that only 7.5 per cent of the R300 000 exemption (i.e. R22 500) will apply to pre-retirement withdrawals. The change would mean that pre-retirement withdrawals would be taxed at an initial 18 per cent rate up to R600 000 with the top rate reaching 36 per cent at R900 000, subject to the R22 500 exemption.  Pre-retirement withdrawals will be taxed on a cumulative basis, i.e. subsequent withdrawals pre-retirement will be added and taxed at higher marginal rates.  The new regime would reduce the hardship for early withdrawals of retirement savings without creating an undue arbitrage opportunity (an incentive for withdrawing immediately before retirement). It should be noted that in calculating the tax liability upon retirement the accumulated withdrawals pre-retirement will also be added to the lump sum upon retirement.
	Lump sum: 

pre-retirement
	Tax liability

	0
	R22,500
	 
	0%

	R22,501
	R600,000
	 
	18%

	R600,001
	R900,000
	103,950
	plus 27% above R600 001

	R900,001
	 
	184,950
	plus 36% above R900 001


2.
Exemption of life insurance from Estate Duty

2.1
Initial proposal

The initially proposed legislation exempts all forms of life insurance from Estate Duty.  The purpose of this exemption was part of Government’s effort to encourage savings for retirement.

2.2
Concerns raised
Life insurance often contains both a savings element and a risk element, each of which is hard to separate.  Mainly at issue is the savings element because other forms of an estate can easily be converted to the life insurance savings element (e.g. endowment policies).  Costly large-scale purchases of life insurance in imminent anticipation of death are also problematic.  The initial proposal sought to limit concerns of this kind through the corresponding addition of a general anti-avoidance rule, but this rule is being shelved for reconsideration as being overly broad (thereby removing any backstop to the proposed exclusion of life insurance).

2.3
Revised proposal
Given concerns raised that the propose exemption will create a massive anti-avoidance loophole, it is recommended that the Estate Duty exemption for life insurance be withdrawn.  

3.
Unification of deemed employee regimes

3.1
Initial proposal
The Income Tax system contains three regimes that seek to prevent employees from disguising their status in order to avoid monthly PAYE and obtain other tax benefits.  The personal service company and trust rules seek to prevent employees from disguising their status by artificially earning funds through companies or trusts.  Case law seeks to distinguish independent contractor status from employee status in the case of individuals.  Another layer of protection exists via the “labour broker” rules.  The initially proposed legislation merges the “labour broker” rules into the personal service company and trust rules by replacing all three regimes with a “personal service provider” regime.  This merger seeks to simplify enforcement and compliance without re-opening prior avoidance.

3.2
Concerns raised
A number of commentators have pointed out that the proposed “personal service provider” regime has unintended consequences for individuals who are independent contractors.  Amongst others, the uniform 33 per cent rate is problematic as well as the general denial of business deductions.

3.3
Revised proposal
The proposed “personal service provider” regime will be modified so as to apply solely to companies and trusts with individuals remaning subject to the pre-existing anti-avoidance rules.  As such, the “labour broker” regime will be retained and limited to individuals.  This limitation will simplify enforcement and compliance.  Current application of the labour broker regime to companies and trusts requires applications for and the issue of numerous exemption certificates for companies and trusts that do not pose any avoidance concerns. 

4.
Provisional Taxes – Second Payments

4.1
Initial proposal
Under current law, provisional taxpayers must make a minimum of two six monthly payments – an initial payment at the six-month mark, a second payment at the year-end mark and a third and final payment within six months after the close of the financial year.  The second estimate must equal at least the lesser of (i) 90 per cent of the final amount due to the year, or (ii) the “basic amount” if a 20 per cent penalty on underestimates is to be avoided.  The “basic amount” is the amount owed for the last income year assessed, excluding capital gains and lump sums.  As initially proposed, the proposed legislation drops the “basic amount” aspect of the safe harbour, leaving only the 90 per cent minimum.  It was believed that taxpayers should be able to determine this amount by the close of year-end.

4.2
Concerns raised
Taxpayers are arguing that a flat 90 per cent requirement is too harsh due to the complexity of IFRS accounting, required tax adjustments and the lack of tax practitioners within South Africa.  It is also argued that a number of key items (exchange rates on the results, timing differences that can only be calculated after year-end, details of interest and capital gains from fund administrators) also make this level of accuracy impossible.  Moreover, some businesses, such as life insurance companies, have unique features that complicate accurate estimates of tax liabilities at year-end.

4.3
Revised proposal
Management accounts, pay slips, banks and fund manager statements, etc. will be available to taxpayers for at least 11 months of the year by the end of the year. Taxpayers will also have a sense of the income for the final month, as well as the magnitude of adjustments to be made, from prior experience.  Nonetheless, it is accepted that achieving the 90 per cent minimum will be difficult.  Accordingly, a reduction to an 80 per cent minimum is proposed.  

In cases where a realistic estimate was made on the information at hand and unexpected events led to a shortfall, the Income Tax Act already provides for a waiver of the penalty on the shortfall if the Commissioner is satisfied the estimate “was not deliberately or negligently understated and was seriously calculated with due regard to the factors having a bearing thereon…”  
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