6th Report - BENEFIT FUNDS

CHAPTER 1 - INTRODUCTION
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Thelncome Tax Act recognises three categories of benefit fund. These are:
€) Friendly Societies,
(b) Registered Medica Schemes, and

(0 an omnibus category - often referred to as "para () benefit funds'
- which depend for ther recognition on agpprovd by the
Commissoner, and ae described in more detall in section 5 of
this Report.

Bendfit funds have an income tax regime of ther own. Its nature may be
summarised under four headings-

0] taxation of the fund itsdlf;
(D) tax trestment of contributions by employers,

(i)  tax trestment of contributions by members, who
are usudly (but not dways) employees, and

(iv)  thetax datus(i.e. "capitd" or "income") of benefits
received from afund, and their tax trestment if regarded asincome.

An introductory discussion of these maiters occupies the rest of this
section.

The fund itsdlf:

Bendfit funds ae exempt from income tax. This exemption extends to
contributions recelved and to invetment income eaned on  amounts
accumulated - the so-cdled "roll-up’. Tax-exemption has certain other
advantages, not leest being access to the "untaxed policyholder funds' of
long-term insurers. This normdly dlows members to enjoy insurance
cover on tems more favourable than would othewise be avaladle to
them.

Contributions by employers

Employers may dam deduction of contributions made on behdf of ther
employees, subject to certain limits. These limits are:
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0] expressed as a percentage of each individud employee's
"goproved remuneration’’;

(D) largely within the discretion of the Commissioner, except
where they do not exceed 10%; and

(@ii)  cdculaed, for each employee sparady, by lumping together the
contributions made on his or her behdf in respect of benefit and
retirement funds - dthough retirement funds are not themsdves
regarded as benefit funds for any purpose other than seeing
whether or not the limit has been exceeded.

Provided they ae within the agpproved limits employer contributions to
benefit funds do not creste fringe bendfits that are subject to tax in the
hands of the employee. Tha is the pogtion in terms of current practice.
The Commisson expresses no view on the correct interpretation of the
law asit sands.

Employer contributions that are repad on the withdrava of a member
are taxed in the employer's hands to the extent that they represent a
"recoupment” of expenditure previoudy dlowed as a deduction. To the
extent that they exceed that amount (either because some deductions
were disdlowed or because the fund rules dlow the employer to dam a
share of the investment rall-up), they are received tax-free. Partly for this
reason, the Commissoner has in recent years declined to gpprove para ()
fundsthat have such rules.

Contributions by members

Subject to two exceptions noted briefly beow, member contributions to
benefit funds do not rank for deduction from income subject to tax. They
must be made out of after-tax income.

The fird exception relates to contributions to registered medicd schemes
made by the ddely; and by those of working age who have had to incur
medicd expenses exceeding the grester of R1000 and 5% of income
They may dam a deduction. The dispensation for handicapped persons
is dightly more generous

The second exception reates to contributions to benefit funds that
provide dishility benefits in the form of income-replacement policies.
As the bendfit (usudly in the form of an annuity) is fully taxed as

income, contributions to cover the premiums are deductible on ordinary
tax rules as "expensesin the production of income.”

Bendfits recaived by members
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The tax trestment of bendfits is not entirdy graghtforward. The
examples to be given are intended to do no more than indicate the degree
of complexity. It has just been noted that a benefit received as an annuity
is taxed as income. On the other hand, payments by a regisered medicd
sheme to or on behdf of its membes to indemnify them agangt
medica expenses actudly incurred, have no tax consequences. The datus
of lump sum paymentsisless dear-cut.

Lump sum proceeds of insurance policies giving protection agang the
occurrence of a "dated event” such as accident or illness are normadly
regarded as capitd recepts, and not taxed. If in due course used to meet
medica expenses they may (from an income tax point of view) do even
better than that, and give rise to a deduction.

However, lump sum payments whose receipt cdncides with the
temination of employment (whether because of  withdrawd,
retrenchment, ill-hedth, old age or desth) may be regaded as fdling
within the definition of "gross income' and taxed a margind rates to the
extent that they exceed three years earnings. Up to that level they may be
taxed a@ a concessonary average rate; and in addition the taxpayer may
qudify for aone-off tax-free alowance of R30,000.
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The tax regime gpplicable to benefit funds, sketched in the lagt section,
was not desgned as a coherent whole. It has developed piecemed over a
number of years. It is complex. It contans aomdies. It is open to abuse
A view on the extent to which it is in fact aused canot be formed until
eech of the three categories of fund has been examined in more detall.
That will be done in the sections that follow. This section concentrates on
someof the more obvious métters that require attention.

Sdary sacrifice

Any regime that grants tax deductibility in respect of contributions mede
by the employer, but denies it to the employee, opens the door to day
sacrifice schemes. Ther operation is smple. The employee accepts a
lower sday but in return expects the employer to spend an equivdent
amount in meeting the cost of contributions to this or that benefit fund of
the employegs choice The employee gets fund membership without
having to purchase it out of aftertax income, and a no net cos to the
employer. Obvioudy, this is atractive only to employess paying
sgnificant tax. Sdary sacrifice is of no interest to those eaning low
incomes. Obvioudy, too, sday manipulation is a devce unavalable to
the sdf-employed, who have neither sdaies to sacrifice nor employers to
meake tax deductible contributions on their behdf.

In the example just given the employer is left in a neutrd pogtion, the
new sday plus benefit fund contribution being jus equd to the od
sday - and both beng fully deductible More typicdly the amount
gained by the employee a the expense of the fiscus is shared between the

parties.

SHay saoifice schemes ae common to dl income tax sysems where
deductibility rules ae asymmetricd, and atractive to dl employees
whose margind tax rates are high. It is possble to attack the schemes
directly, but much dmpler to amend the rues The Commisson's
recommendationswill follow the latter course.

Deductibility limits

The present deductibility limits ae lagdy discretionay and ther
aoplication to employess on an individud beds raher then as a group
working for one employer, is adminigraivdy cumbersome. The lumping
together of contributions to benefit and retirement funds in determining
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the limits is essntidly ingppropriste, given the differing tax regimes to
which the benefits are subjected. All three matters require attention.

Employers whose contributions exceed whatever limits have been set by
the Commissoner may, if taxpayers, atempt to deduct the excess as
"expensss in the production of income' under the normd tax rules In
most cases they are unlikdy to succeed, in view of a recent amendment
to the Act. This is however, not a sanction likdy to inhibit employers
who are outsde the tax sysem (eg. municipdities, paradatas and most
N.G.O's) from doing as they please.

It would gppear to be necessxy to amend the Act's Fourth and Seventh
Schedules  (which ded with these matters) to provide tha employer
contributions  to  benefit funds in excess of the approved limits be
dlocaed to individud employees on a bass <didactory to the
Commissoner and taxed as income in their hands through the PAYE and
SITE sysems The Commisson recommends accordingly. Acceptance of
the recommendation will go a long way towards securing compliance by
both taxpaying and non-taxpaying entities.

In paagrgoh 8710 of its Third Interim Repot the Commisson
recommended that separate deductibility limits be set for retirement and
benefit funds. Further condderation has persuaded it that esch of the
three categories of benefit funds should be trested separady. This is
donein the individua sections dedling with those categories.

The views put forward in paras 25 and 2.8 aove, run contrary to those
embodied in section 11() of the Income Tax Act, which is the one
deding with the limits to be placed on employer contributions to benefit
funds. It is recommended that it be repeded and replaced by one based
on the gpproach adopted in this Report.

The tax-free rall-up:

In chapter 8 of its Third Interim Report the Commisson drew dtention to

the use of retirement funds as tax shelters and emphesised the crucid part
played by the tax-free datus of thelr invetment roll-up. It was the sheer
gze of the funds adminisered by the indudtry and the fact that they could

be used on a massve scde to shdter non-retirement income that caused
the Commisson to recommend remedid action. It is therefore important
to ga some idea of the dze of the vaious pats of the bendfit fund
industry. What information is avalable will be andysed in the rdevant
section. Unfortunately it is not complete.

The triple combingtion of tax-deductible contributions, a tax-free
invesment roll-up and benefits that are often treated as capitd receipts,



or taxed as income a concessonary rates provides ample scope for
avoidance and requires careful monitoring. To that we must now turn.
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Friendy societies are essentidly mutud organisations, in the sense that
the members ae the owners. They were once known as mutud ad
scidies. No employer - employee rdationship is reguired. They have a
long higory in South Africa, legidaion regulaing them having been
enacted as early as 1882 in the Cgpe and 1897 in Natd. The present Act
dates from 1956 and ther supevison is now in the hands of the
Financid Services Board.

In theory the range of sarvices that may be provided to its members and
their dependants by a friendly society is very wide - 0 wide, in fact, that
mog stokvels would have to regiser were it not for an exemption granted
societies with annud incomes below R100 000. The range includes relief
during minority, old age widowhood and dckness the granting of
annuities and endowments, payments on the birth of a child or death of a
family member; funerd expenses, insurance of implements used in a
member's trade financid assdance on redgnaion or dismisd,;
unemployment rdief and "the provison of sums of money for the
advancement of the education or training of members or of the children
of members”

In practice, however, severe limitaions ae placed on wha friendly
societies may actudly do. Despite being dlowed to offer relief in old age
they may not provide retirement benefits Despite being dlowed to pay
annuities, no annuity may exceed R144 pa without fdling foul of the
Insurance Act. No death, disability, endowment or other benefit (which
the Regidrar of the Insurance condders to be an insurance benefit) may
be offered if the amount (including bonuses) exceeds R5 000. A society
is precluded from regularisng the matter by registering as an insurer, as
only companies may regider as inurers - and friendly societies are not
companies.

The predictable result of these limitations is that the friendly society
movement, while old and dable has not flourished. The totd assts of
the 109 societies submitting returns to the Regidrar in 1994 did not
exceed R200 million. This is less than one tenth of one percent of the
volume of asss in the retirement fund indudry. (See Third Interim
Report, para 8.1.2). There are no grounds for believing that it does or
can, provide a sgnificant tax shelter. There are therefore no grounds for
uggeding a tax on the invetment roll-ups of friendly societies The
Commisson accordingly recommends that the exiding exemption reman
in place.
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The totd contribution flow to the friendly societies that rendered returns
in 1994 was some R34 million, of which R26 million came from
membas and R8 million from employers It agopears, from informa
enquiries, that a substantid number of the employers were tax-exempt
inditutions. The implication is tha only a gmdl portion of the
contribution  flow, probably beween 10 and 15 pecet, enjoyed
contribution  deductibility, and that the bdance was from dfte-tax
income.

It is possble to drav ether of two very different conclusons from the
above figures on contribution flow. The one is tha sday saorifice
schemes have not yet penetrated the friendly society environment, that
the loss to the fisc from dlowing contribution deductibility to employers
is andl and tha no red purpose would be served by introdudng limits
on the extet of that deductibility. The other possble concluson is thet
sday sacrifice has not come on to the scene precisgly because mogt
members of friendly socielies earn incomes that are not subject to high
rates of tax - so there is no incentive to negotiate sdary sacrifice and no
rde for employer contribution deductibility to play in encouraging
membership.

The Commisson has hedtated between these two condusons but come
to the firm view tha the second is correct and that the gppropriate course
of action is to recommend, as it now does the removd of employer
contribution  deductibility, thereby resoring symmetry between employee
and employer in the friendy socdey environment and removing any
posshility tha sday sacrifice will become a dgnificant factor in future.
A reasonable period of notice, say one or two years, should be given of
the proposed change to dlow wage negotigtions to teke it fully into
account. The fiscd implications would, under present circumstances,
aopear to be vary andl and nether paty to the negatiations should have
difficulty in making the necessary adjusments.

In daification of the aove remak it should be noted that, if the
Commisson's ealier recommenddtion (in paa 27) is accepted,
employer contributions to friendly societies in excess of the approved
limit - in this case, zero - will be taxed as fringe benefits and subjected to
STE. Obvioudy, if an employee is paying tax at a very low rate, or is out
of the STE sysem dtogether, the effect on take-home pay will be smdl
or non-existent.

A factor that has not yet emerged in the published reports of the
Registrar of Friendly Societies has reinforced the Commisson in its view
that, in this context, removad of employer contribution deductibility is the
aopropriate  recommendation. That factor is the gppearance of friendly
cidies offering educationd policies of the sort mentioned a the end of
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para 3.3 and recruiting members drawvn from income brackets where
margind tax rates are high and sday sacrifice schemes attractive. The
combinaion of sday saoifice employer contribution deductibility, tax-
free roll-up and posshbly tax-free educationd policy paymens creates too
powerful a tax planning environment to be left wholly intact. Remova of
contribution  deductibility (and, with it, much of the atractiveness of
sday sacrifice) will go some way towards restoring a baance, but may
not be enough.

The "caps' on insurance products offered by friendly societies were
described in para 3.3. They have succeeded, perhaps too wdl, in limiting
growth. It may be thought that, if deemed necessary, Smilar "cgps' could
be placed on educationd products The meter may not be so smple
Rivd insurance products, offered by regisered insurers, have dways
been avalable. There is no red riva to the sort of educaiond product a
friendly society is capable of offering. The incentive to circumvent any
"cgps’ imposed would be grong. Multiple membership (i.e. both parents
acquiring membership of a number of socidties) would defeat the "caps'
entirdy and be vey difficult to contro. A solution must be sought
elsawhere,

The Commisson recommends that the growth of educationa products
offered by friendly societies be closdy monitored and that gppropriae
action be teken if it is found that they are being marketed to income
groups not treditiondly associaed with the friendly sociely movement.
Such ation could embrace an amendment to the Friendly Societies Act
requiring the establishment of separate societies for educationd  products,
and an amendment to the Income Tax Act making the investment roll-up
taxable in the hands of such societies.
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Background:

The Regidra of Medicd Schemes in conjunction with a Coundl
gopointed by the Miniger of Hedth, adminiders the Medicd Schemes
Act of 1967. Cetan depatments of date (defence, police, prisons) are
not subject to its provisons, and certain indudrid schemes are registered
in terms of the Labour Reations Act. The latter are required to supply the
Regigrar with ddidicd information on a regula bass, 0 his Rewrts
contain figures rdating to about 85% of the indudtry.

The figures in the 1995 Report relate to 1994. In that year there were
over 9x million beneficaries (i.e. members plus dependants) in some 200
schemes. The annua contribution flow was nearly R14 billion. Totd
asdts anounted to some R55 hbillion, ne asets to R2 hbillion. The
schemes are clearly run on a pay-as-you-go basis.

Two broad compaisons need to be made to put these figures in
pergpective. The firg is with friendly socidies. The medicd schemes
indudry is dearly much the bigger - with an asset base 25 times and an
annud contribution rate 400 times, larger.

The second comparison is with the retirement funds indudry. (Figures for
the later are given in chapter 8 of the Commisson's Third Interim
Report). The annud contribution flow to medicad schemes is more then
haf that to retirement funds but their asst base is less than one-fiftieth.
That is another indication of the extent to which they rey on pay-as-you

go finandng.
The investment roll-up:

The compadivey smndl volume of assets in the medicd schemes
indugtry leads to the same condudon that was reached in the context of
friendly socieies There is no dgnificant danger of the industry being
used to shdter other income, and no ggnificant scope for tax arbitrage.
The exiding exemption from tax on the investment roll-up should reman
in place. The Commisson recommends accordingly, but places on record
that the matter should be kept under continuous review if medicad
schemes in due course become vehicles for prefunding pod-retirement
medical expenses Such a deveopment would necessarily involve the
accumulation of subdantid volumes of assets and change the Studion
fundamentally.
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Contribution deductibility - members.

As mentioned in paa 1.8, the rule tha member contributions to benefit
funds have to be made out of after-tax income is breached in respect of
contributions to registered medica schemes. Taxpayers over 65 years of
age may deduct in full. Taxpayers who are younger may deduct to the
extent that their contributions form part of medicd expenses that are (in a
defined sense) exceptiondly high, and for that resson themsdves qudify
for deduction.

The reason why medicd expenses may themsdves qudify for deduction
when they ae high is often misunderstood. It is not Smply to provide a
tax incentive to encourage people to pay their own medicd cods and Say
out of date hospitals. It is to make the tax sysem work. The successful
taxation of income depends essentidly on ability to pay. High medicad
cods impact directly on that ability. No income tax sysem tha ignores
ther impact can hope to remain viable. This is espedidly true of a sysem
with arate structure that is progressve.

Ful dlowance for high medicd expenses is redly only feesble on
assessment. For sound adminigtrative reasons (set out in para 85 of the
Commisson's Frg Interim Report) most payers of income tax are not on
register, do not render returns and do not receive assessments. They are
subject to the SITE sysem, which applies to employees earning less then
R60 000 p.a in "gandard employment”. In most cases SITE is a find tax,
but anyone subject to it may render a return and dam a refund if
exceptiondly high medicd  expenses have been incurred. The gmooth
working of the sysem depends in a very important sense on thee cases
being limited to an asolute minimum. That is the red judification for
encouraging medicd scheme membership by granting a meesure  of
contribution  deductibility. It is a mild fiscd incetive but a vey
necessary one.

It is possble tha extendons to the SITE sysem, such as the one
proposed in the 1997 Budget, may in due course require an upwad
revision of the percentage of income which, when expended for medicd
purposes, is regarded as being high enough to trigger deductibility. This
will be the case if the number of STE payers asking for assessment
increases ubdtantialy. The Commisson recommends that the matter be
monitored on an on-going basis.

Deductibility limits - employers
Many of the early medicd ad funds were employer driven. Many of

today's regigdered schemes confine themsdves to the employess of a
gngle employer. Employer contributions have dways condituted an
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important pat of the totd contribution flow to such schemes As
membership often incdudes employess in high tax brackes sday
sacrifice arangements have become commonplace and very dtractive to
both paties They have dso become very unfar to sdf-employed
persons, who are obvioudy unable to participate in them.

It has been suggested that employer contributions should be limited to a
percentage of payrall. This is not a satisfactory proposa. Firdly, not dl
members of a workforce are normaly scheme members - some are
dmog cetan to be "dependants' of members who bdong to other
schemes. Secondly, earnings (except where rdlated to age) are a poor
indication of risk. Age itsdf, and the number of dependants, are the two
most ggnificant factors These are bet determined on an  individud
basis.

The Commisson recommends that an employer be entitted to dam a
contribution deduction in respect of its employees to a regisered medica
sheme on a "rand for rand’ bass Tha is to say, for evay R1
contributed by employees, the employer be entitled to contribute ancther
R1 and dam it as a deduction from taxable income,

It is to be emphassd tha limiting employer contribution deductibility in
the way recommended will not diminae the atractions of sday
sacrifice. It will, however, reduce them - on most methods of cdculation
by about 50%. It may in due course be dedrable to tighten the limit and
reduce the atraction further; but it must not be overlooked tha some
fiscd encouragement to medica ad is part of the price we pay for getting
aSITE system that works.

Hf-employed persons

To achieve equity beween odf-employed pasons and those in
employment, and on the assumption thet its previous recommendation
regarding the "rand for rand" bass for determining employer limits is
acceptable, the Commisson recommends that a sdf-employed person be
entitted to deduct 50% of his or her contributions to a regisered medica
scheme. This would not, of course, preclude deduction of the bdance if
the tota of contributions and other medicd expenses were aufficiently
high to trigger the concesson noted in para. 1.8.

Medica savings accounts.

Cetan medicd schemes in an effort to encourage members to manage
their medicd costs with prudence and frugdity, offer medicd savings
accounts. These accumulate (in the member's name) if dams ae low,
and may be accessed to meet mgor medica expenses or when scheme
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limts would otherwise be exceeded. In some schemes they may be
retained until the member retires and then used to defray his or her podt-

retirement contributions.

The interest earned on these accounts is not exempt income. It accrues to
the member in whose name the account is hdd and is subject to tax in his
or her hands. That much is dear, but there are adminidrative difficulties.
The amounts may be smdl; the member may not be on regider; his or her
totd interest income may be bedow the R2,000 threshold & which such
income becomes taxable. Hence, the matter cdlsfor adifferent solution.

Bearing in mind that the account may have been built up, a leest in part,
with tax-deductible contributions negotiated by sday sacrifice, it seems
aopropricte that any solution proposed should be adle to cope with the
problem of "cash withdrawas'. This term is used in a wide sense to refer
to any payment (other than a transfer to another registered medica
scheme) that is not for bona fide medicd expenses of members and their
dependants.  The Commisson therefore recommends that a find
withholding tax be impossd on interet cedited to, and "cash
withdrawads' from, medicd savings accounts. It is not for the
Commisson to recommend the rate, but it should not be too far below the
corporate rate if tax arbitrage is to be discouraged.

Low-dam bonuses:

Bonuses to reward members for no or low cdams are offered by certan
schemes, usudly (but not exdusvey) on withdravd. They ae in many
respects dmilar to medicd savings accounts and should be subject to the
sane withholding tax regmeThe Commisson  recommends
accordingly.

Certain technicd problems:

The Commission has become aware of certain problems rdaing to
the wording of

i. paragraph (b) of the definition of "benefit fund' in section 1; and
il. section18(1) (a)

of the Income Tax Act, No 58 of 1962. In both ingances reference is
made to "any medicd scheme regidered under the provisons of the
Medicd Schemes Act....", thereby excluding both dauory schemes and
those regigered in terms of other legidation. It is recommended tha the
wording be amended to conform more closdly to current practice.
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Paragraph (c) of the definition of "benefit fund® in section 1 of the
Income Tax Act describes what has come to be cdled a "para () fund' as
follows

"any fund (other than a pension fund, provident fund or retirement
annuity fund) which, in respect of the year of assessment in question, the
Commissioner is satisfied is a permanent fund bona fide established for
the purpose of providing sickness, accident or unemployment benefits for
its members, or mainly for such purpose and also for the purpose of
providing benefits for the dependants or nominees of deceased
members.”

This, as fa as the Commission is aware, is the only reference to a paa
(©) fund in any legidation anywhere.

While nomindly edablished by the teems of a Trust Deed (which will
determine its objects, provide for the rights and obligaions of its
members and appoint its fird trusees) a para (€) bendfit fund is
essentially a creature of the Income Tax Act. Access to the favourable tax
regime under which benefit funds operate depends on  the
Commissoner's discretion, not on regidration in teems of some other Act
or regulation by some other authority. There is no other Act, or other

upervisory authority.

Information on para (c) funds as a group is therefore difficult to obtain. It
is known that they number over 20 000. It is not known how large ther
contribution flow is, or wha volume of assts they control. It is known
that some operae very cose to the line intended to demarcate the area
reserved for regigered insurers, and others very cdose to the one
indicating the area reserved for medicad schemes. It is not known how
many have srayed into those areas and are in fact operating illegdly.

An insrer contracts to pay a fixed sum of money (possbly as an
annuity) on the occurrence of a dated event such as dckness, the
diagnoss of a dread disease, accident or hospitdisation. Once it has
discharged its obligaion it has no interet in the insured's medica
expensss as such. Providing indemnity againg actud medica expenses
(though not necessxily without limit) is the presarve of the medica
scheme. The insurer must regiser under the Insurance Act, the medicd
scheme (unless exempt) under the Medcd Schemes Act. Ther aress of
operaion are well defined, but very dose It is not immediady cear that
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there is room for 20 000 para (C) funds to operate between them without
trespassng.

Among the benefits that may be offered by a paa (¢) fund are those
rlaing to unemployment. A friendly society is dso enttitled to operate in
that fidd. There would appear to be no compdling reason why the one
entity should be prefered to the other. Possbly the friendy society
scores an advantage in S0 far as it is subject to the discipline of the
Friendy Societies Act and to supervison by the Financid Services
Board, whereas the para (c) fund isalaw unto itsdlf.

The Commisson has consulted widdy and conduded that it should
recommend thet, &fter a reasonable period of notice, the definition of
"bendfit fund® in the Income Tax Act should be amended by the

eimingtion of paragraph ().

Para (c) funds will have a number of courses of action open to them if the
above recommendation is accepted. Some may choose to continue
operding as before, but without the specid tax privileges others will
prefer to wind themselves up. A few that have been designed as vehicles
to pre-fund pod-retirement medicad expenses may find it preferable to
regiger as pendon funds Those wishing to continue to enjoy the bendfit
fund tax regime will have to regiger as medicd schemes or friendly
societies. The bdance will no doubt seek regidration as ether short or
long-term insurers.

The "ressonable period of noticg' referred to in the recommendation in
paa 5.6 should be long enough to endble the funds to take gppropriae
action in a consdered manner and to dlow the authorities time to cope
with the spate of regidraions that may ensue. During the interim period
no new paa (¢) funds should be gpproved. In principle no temporary
changes to the tax regime, as it affects exiding para (¢) funds, should be
contemplated. It may neverthdess be necessary to "freeze' contributions
a exiging levds during the phasngout, especidly if section 11(1) is
repeded before the process is concluded.

The migration of para () funds to environments where legidetion is in
place and supevison mandaory will not be complete The funds
choosng to continue a before but without the tax advantages they
previoudy enjoyed will no doubt be those etablished for sound business
reesons unrdlated to tax. Whether or not they should in due course be
required to report to a supervisory body such as the Financid Services
Board is amatter that can be decided at a later dete.

Dischility benefits
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5.12

From submissons recaved it is dear tha many para (c) benefit funds
exig to house disability income insurance schemes (often referred to as
PHI, or pemanent hedth insurance). There are severd reasons for this,
not dl of them tax-rdaed, and it may wel be tha mos will continue as
before when ther tax advantages are withdrawn. It has, however, been
suggested thet their naturd home is in the retirement fund environment.

The maiter is not entirdy smple. A didinction has to be drawvn between
permanent and temporary disgbility. The former implies retirement from
work and can be appropriaidly accommodated in the retirement fund
environment, as indeed it often is at present. The later implies no more
than an interruption of norma work. It may occur many years before
actud retirement. Because of the way the terms are defined in the Income
Tax Act, the Commissoner is not entitted to gpprove the rules of penson
a provident funds that offer benefits of an incomereplacement type
prior to deeth or retirement.

Thereis no reason why the definitionsin the Act should not be amended to permit
retirement funds to offer temporary disgbility income insurance if the industry
finds thet an adminigratively convenient way of doing business. It could,

however, have adverse tax consequences for the insured. Premiums paid on
income-replacement policies are tax deductible if paid (either directly, or through
abroker) to aninsurer. If channeed through aretirement fund they may result in
the fund's deductibility limits being exceeded. It does not seem appropriate to
recommend an increase in the limits to accommodate atype of insurance for
which ataxneutra regime is currently in existence.
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6.2
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6.5

The difference between medicd insurance and the indemnity cover

offered by regigered medicd schemes has been explaned in the last
section. It will not be repested.

Medicd insurance has an independent exigence outdde the benefit fund
environment but neverthdess co-exigs within it largely through para (€)
funds, in order to take advantage of a favourable tax regime. It brings
with it severd dedrable qudities (such as the scientific evadudion of risk
and the ability to encourage the senshle sdf-management of medicd
codts) that have prompted suggestions that it be made a more welcome
guest. These suggedtions are likdy to acquire a new urgency if para (¢)
benefit funds are to be phased ouit.

In 1994 the Mdame Commisson reported on The Manner of Providing
for Medical Expenses. It emphassed (p.94) the advantages of using the
concepts of savings and insurance to manage the hedth care needs of
employees, rather than the method of crosssubsdisaion currently
offered by medicd schemes It recommended (p.45) that "if and to the
extent that subsection 11 (I) of the Income Tax Act is retained as it is
then its scope should be extended to embrace the insurance industry”.
Although the reped of section 11(I) has been recommended in para 2.9
of the present Report, the above views expressed by the Meamet
Commission remain extremely relevant.

In effect the Mdamet Commisson concluded that the insurance industry
offered products that competed with those offered by medicd schemes
that in certain respects they were superior products, but that insurers were
a a fiscd disadvantage in competing and that contribution deductibility
should be extended to them on the same basis asto medicd schemes.

The Commisson has given careful condderaion to the mater and is
impressed by the argument. It neverthdess cannot support the Mdamet
Commisson's recommendation that employer contribution  deductibility
be extended in the way suggested. The reason is tha, in s0 far as the
proceeds of insurance policies are lump sum payments, they are normaly
trested as capitd receipts If a payment coincides with a mgor medica
expense, and is used to meat tha expense a deduction is normdly
triggered. It would gppear to be unnecessxy to give an up-front
contribution deduction as wdl. It should be mentioned that in 0 far as
the proceeds of insurance polices are not lump sum, but in the form of
income-replacement, premiums paid ae in any case deductible under the
current rules.



6.6

Certain insurance products offering lump sum bendfits to employess may
be purchesed by employers in tems of contrects of employment. The
premiums pad will then nomdly qudify for deducion as beng
"expenses in production of income” It is not dear that the definitions of
"remuneration” in the Fourth Schedule (which deds with the PAYE and
STE sydems) and of "taxable benefit" in the Seventh (which deds with
fringe bendfits) are sufficently widdy drawn to cgpture the payment of
such premiums. It is recommended that the Act be appropriaely
amended.
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Seved submissons to the Commisson dressed the need for financidly
sound, tax-efficient vehicles that could be used by employers employees
and the sdf-employed to pre-fund pod-retirement medica expenses, or a
leest the cogt of retaining pod-retirement medica scheme membership. A
full discusson is beyond the Commissons tems of reference, but
svad points need to be made Comment will be redricted to the
position of employees and the saif-employed.

In chepter 8 of its Third Interim Report the Commission proposed a new
tax regime for retirement funds. It is the Commisson's view that the
regime proposed can essly be adapted to render retirement funds
atractive pre-funding vehicles and that they are, by their very naure, the
aopropriate  vehicles for prefunding dl the expensss of retirement,
induding medicd stheme membership. Fnancid regulation, actuarid
upervison, prudentid  investment requirements, ressonable  portability,
edablished procedures for providing survivor benefits and  protection
agang insolvency aredl in place.

The regime proposed induded new deductibility limits a tax on the
taxable dement in the investment rdl-up, taxation of the capitd vadue of
the benefit emeging on retirement and the posshility of tax-free
pensons in old age. The formula proposed for cdculating the tax on the
cgpitd value of the bendfit gave the retiree quite a strong incentive to
choose a penson raher than a lump sum in sdecting the form in which
he or she was to receive the benefit. It is a Smple matter to adapt the
formula to give an additiond incentive to the retiree to set asde a part of
the benfit to purchase a second annuity dedicated to covering the cod, in
whole or in part, of retaining medica scheme membership.

Any incentive has a cod. In this case the cost of the proposed additiona
incentive is likdy to be smdl. That is because most people retire a (or
near) the age a which medica expenses actudly incurred become fully
deductible. Allowing the deduction up-front, when the capitd vaue of
the benefit is taxed, represents no more than an acceleration of a series of
deductions that would in any case have been dlowed in full as medicd
scheme contributions were paid.

More specificdly, the formula origindly suggested in the Third Interim
Report reduces the taxable amount of the bendfit, on a diding scde, by
the capitd vaue of any annuity purchased. It is now suggested that a
further reduction be granted in respect of the cepitd vaue of an
additiond annuity dedicated to meeting (in whole or in pat) medicd



76

7.7
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scheme contributions. 1t is further suggested that this additiond annuity's
cgpita vaue should not be permitted to exceed R120 000.

The formula proposed in the Third Interim Report requires independent
adjugment to take account of the changes to tax rates and brackets that

have occurred dnce its publication. Detalled work has been done to
ensure that the new proposds are compatible with the adjusted formula
The Commisson is able to report thet they are.

The new deductibility limits for retirement funds proposed in the Third
Interim Report were 7.5% (of approved remuneraion) for employees and
15% for employers. The full 22.5% was to be dlowed the sdf-employed.
It has been suggested that these limits are too low to permit the funding
of both an adequate pendon and a redidic dlowance for pogt-retirement
medicd expenses

This is not a matter on which it is wise to be dogmétic. Actuarid advice
has been received that indicates that on mog redidic lifetime earnings
profiles saving 225% of income will indeed fund a penson adequate in
rddion to prereirement income and leave a surplus for continuing
medicd scheme membeship. Obvioudy this pre-supposes tha the
svings dat ealy and continue throughout a full working life. No one
can hope to accumulate sufficient funds on which to retire if saving is
postponed to the last few years of employment.

There is, however, another matter on which dogmatism is appropriate.
While the date reies on persond income taxaion for some 40% of its
revenue, dlowing a deferrd of tax on more than 225% of income is
bound to result in the levying of tax on the badance a raes that ae
uncomfortably high - both on average and a the margin. On thee
grounds done an increese in the deductibility limits cannot be
upported.
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To a cetan extent the Commisson has dde-stepped the difficult task of
reforming the benefit fund tax regime by recommending, in effect, that
the mgority of funds - the socdled para (c) ones - be forced to migrae
to other environments where wel edablished, but different, regimes
dready exid. But that is not the whole sory, as the following paragraphs
will show.

Friendy societies lose the privilege of recdving tax deductible
contributions  from employers, but retan ther tax-exempt dSatus. That
means tha a sodey's investment roll-up remains untaxed and that it can
continue to have access to the untaxed policyholder funds of long-term
insurers.

SHay saoifice schemes ae made less attractive to members of
regigered medicd schemes by  limiting employer  contribution
deductibility on a "rand for rand" bess. The df-employed ae tregted
more equitably by being dlowed a 50% deduction.

Within regigered medicd schemes, a find withholding tax is proposd
on interes credited to, and cash withdrawds from, medicd savings
accounts. No and low dam bonuses, if pad in cash, are subjected to the
same withholding tax. The scheme itsdlf retains its tax-free status.

Certan amendments are proposed to the Fourth and Seventh Schedules
of the Income Tax Act that will encourage compliance with deductibility
limits by both taxpaying and nontaxpaying entities. Another proposed
amendment widens the definition of regidered medicd scheme. The
reped of section 11(1) isrecommended.

Atterion is explictly drawvn to the importance of setting deductibility
limits for medicd expenses (which include contributions to regisered
medica schemes) that enable the SITE system to function smoathly.

Warnings are sounded that continuous monitoring of the volume of assets
held by friendly societies as a group, and by medica schemes as a group,
is advissble Assats will accumulate rapidly if pre-funding for children's
education is done on any scde through the societies or if pre-funding for
pod-retirement expenses is done by the medicd schemes. In both cases
aopropriate  taxation of the invetment roll-up could be required to
counter arbitrage and the use of the funds to shdter other income. It is
emphasised, however, that this Situation has not yet been reached.

A more dealed summay of the Commisson's formd recommendaions
IS reserved for the next section.
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91 This stion ligs the Commisson's formad recommendaions grouping
them under various headings The numbers in parentheses refer to the
paagraphs in - which they were origindly mede. Thee should be
conaulted for qudifications that are not repeated in what follows.

9.2 Friendly societies
It is recommended that:-

the investment roll-up remain untaxed (3.4).

ater a reasonable period of notice, employer contributions no longer be
tax deductible (3.7).

the growth of educationd products be dosdy monitored and tha
gppropriate action

be taken if it isfound thet they are being marketed to income groups not
traditionally associated with the friendly society movement (3.11).

93 Registered medica schemes:
It is recommended that:-

the investment roll-up remain untaxed (4.5).

the ability of an employar to dam a deduction in regpect of
contributions be limited on a "rand for rand" bads which means that
for evary R1 contributed by employees the employer be entitted to
contribute another R1 and dam it as a deduction from taxable
income (4.12).

sdf-employed persons be entitled to deduct 50% of their contributions (4.13).

94 Medicd savings accounts, no and low dlaim bonuses:
It is recommended thet:-

a find withholding tax be imposad on interest credited to, and "cash
withdrawas' from savings accounts offered by medicd schemes,
"cash withdrawds' being defined to indude any payment (other then
a transfer to another registered medicd scheme) thet is not for bona
fide medica expenses of members and their dependants (4.17).

bonuses paid to reward members of medicad schemes for no or low
dams be subjected to the same tax regime as "cash withdrawas'
from medicd savings accounts (4.18).



95

96

97

9.8

Para (c) benefit funds:

It is recommended that:-

aiter a reasonable period of notice, the definition of "benefit fund' in
the Income Tax Act be amended by the dimination of paragraph (c).

Amendments to Fourth and Seventh Schedules of the Income Tax Act:

It is recommended that:-

the Fourth and Seventh Schedules be amended to ensure that
employer contributions to benefit and/or retirement funds in excess of
the limits provided dsewhere in the Act be dlocaed to individud
employess on a bads saidfactory to the Commissoner and taxed in
their hands through the PAYE and SITE systems (2.7).

the ddfinitions of "remuneraion” in the Fourth Schedule and "taxable
benefit' in the Seventh be amended to ensure tha insurance
premiums pad by employers on polices offering lump sum benefits
to employees are fully captured (6.6).

Other amendments:

It is recommended that:-

section 11 (1) be repeated in its entirety (2.9).

the wording of paragrgph (b) of the definition of "benefit fund” in
section 1 and of section 18 (1) (8) be amended 0 as not to excude
dautory schemes or those registered in terms of legidation other then
the Medicd Schemes Act (4.19).

Monitoring of STE system:

It is recommended that:-

the STE sysem be monitored on an on-going beds to detect any
tendency tha indicates a subgtantid increese in the number of
goplications for assessment on the grounds of medicd expenses high
enough to trigger deductibility; and that if this occurs section 18 of
the Act be gppropriately amended (4.9).
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