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B O O K  P R O M O T I O N

BUSINESS LAW & TAX REVIEW

FOR income-tax purposes, a
lump-sum death benefit from
a pension fund is deemed to

accrue to the member of the fund
immediately prior to her death.
Therefore, regardless of who is
ultimately entitled to the benefit, the
lump sum is taxed in Jane’s hands
and not in the hands of the
beneficiar ies.

Part of the lump sum is tax-free
and the exact amount of this exemp-
tion will depend on various factors,
such as the type of fund, years of
membership and Jane’s annual
salary. If the National University
Pension Fund is a state fund, and if
Jane joined the fund before March 1
1998 and her membership contin-
ued uninterrupted thereafter until
her death, the portion of the lump-
sum benefit relating to her member-
ship before March 1 is exempt from
tax. The remaining portion of the
lump sum is subject to a further
exemption, which is calculated
according to two formulas and will
generally be equal to R120 000 if all
of Jane’s contributions to the pen-
sion fund were allowed as tax deduc-
tions in previous years and she was
never previously entitled to any
other lump-sum benefits.

Although the rules for calculating
the tax-free portion of a lump-sum
benefit from a pension fund will
change from October 1 this year, the
old rules apply in this case.

The balance, being the taxable
portion of the lump sum, will be
included in Jane’s taxable income
and taxed at her average tax rate and
not at her marginal tax rate. In other
words, the lump sum will be taxed at
the average tax rate that applies to
Ja n e ’s other taxable income (before
taking into account the taxable

Ladies’ man creates
a tax conundrum

JOE is a charming and well-
known professor of physics at
the National University in SA.
Joe was popular with both his

students and colleagues, particularly
with his female colleagues.

In 1970, Joe married one of his
colleagues, Dana, a professor at the
same university. In 1985, Joe and
Dana were blessed with a son, Joe
Ju n i o r.

Although their marriage re-
mained intact throughout the years,
Dana was always concerned that Joe
was too friendly with his female col-
leagues. In fact, on many occasions
she found him in awkward situa-
tions with other female professors in
his faculty, particularly with Jane, in
the faculty tea room where they all
met from time to time after l e c t u re s.

Dana complained to Joe, al-
though she knew he was a ladies’
man and unlikely to change.

In 2000, unhappy with the devel-
opments in their relationship, Dana
asked Joe to move out of their mar-
ital home and, in her words “go stay
with her”. Appreciating the tension
in their home, Joe decided to leave
and joined Jane at her rented uni-
versity flat. Relations between Joe
and Jane went so well that they de-
cided to move out of the flat and buy
a home together in the nor ther n
suburbs of Johannesburg.

In 2004, Joe and Jane jointly ap-
plied for a home loan, which was
granted. Since they earned an equal
amount of income, they decided to
share the financial responsibilities
equally. This was Jane’s idea — she
was knowledgeable and cautious
about financial management.

Joe also welcomed the idea
because it would enable him to

MTENDEWEKA OWEN MHANGO

maintain his financial support for
Junior, who was attending a univer-
sity abroad. Under this arrangement,
Joe supported Junior financially. In
fact, there were times that Joe would
request Jane to send money to Junior
from her own source and he would
pay Jane back whenever c o n ve n i e n t .

For a period of at least 16 months,
beginning in October 2005, Jane had
paid Junior through this arrange-
ment, although Joe never paid her
back as in the past. Jane had never
asked Joe to pay her back. This
worked well for Junior because Jane
would often give him more pocket
money than Joe sent.

It became a general view to Junior
that Jane was the one paying him for
his upkeep because the money was
always paid directly from Jane’s
bank account. During holidays
Junior chose to stay with Joe and
Jane rather than his mother Dana.
Jane allowed Junior to use her c a r.

Since they were living together,
Joe and Jane decided to nominate
each other on their insurance poli-
cies and pension funds in late 2005.
However, Joe nominated Junior to
get 50% of his benefits in both his

insurance policies and pension
funds. In the same year, Joe began to
visit Dana regularly and admitted to
Jane that they had been intimate
again. This upset Jane, who decided
to be intimate with Joe no longer, but
agreed to continue to share other re-
sponsibilities and obligations with
him. Jane removed Joe’s name as
nominee of her pension benefits.

In May 2007, Jane was invited to
speak at the National Physics
Pre s e n t e r s ’ Conference in Baghdad,
Iraq. She agreed to speak on condi-
tion that the conference organisers
a r ra n g e d her return trip immediate-
ly after the conference. The organ-
isers agreed to her terms.

After her presentation she was
being driven to the airport when the
car ignited a roadside bomb and ex-
ploded. All three delegates in the
vehicle were killed.

Following Ja n e ’s death, a death
benefit became payable by the
National University Pension Fund,
to be distributed in terms of the
provisions of section 37C of the
Pension Fund Act.

The board of management of the
fund identified Joe and Junior as her
d e p e n d a n t s.

They approach you as a pension
lawyer with two questions:
1. They want to know whether Joe
qualifies as a dependant under sec-
tion 1(b)(i) being a factual depen-
dant of Jane or section 1(b)(ii) being
a spouse of Jane;
2. They also want clarification on
whether Junior could properly be
classified as a dependant of Jane.
3. Consider the tax implications on
the payments of any death benefits
under these circumstances.

n Mtendeweka Owen Mhango is a
senior lecturer at Wits Law School.

THIS publication is aimed at
those South African tax practi-
tioners, financial advisors, legal

advisers and investors who are in-
volved in financial planning and
structuring and who, on a daily basis,
provide tax and financial advice to
clients, colleagues and associates.

It is an extremely helpful manual
on how to play the tax game within
the borders of SA and beyond.

Among the issues covered are:
n Tax mitigation — onshore tax
strategies, strategic planning, tax eva-
sion and tax avoidance schemes (if
that’s possible); GAAR and transfer
pr icing;
n International tax planning — h ow
to and how not to — the connecting
factor and tax incentives in foreign
tax acts;
n Tax treaty structuring — the cat-
alyst of international tax planning,

Wits Law School’s
cases, which are
fictional,
present
common
business
commercial
dilemmas
and offer concrete
solutions from a panel of
legal and tax experts

CASE Response

CASE Study
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Their union not recognised as a marriage
TIM RUTHERFORD

CONSIDERING the situation:
1. The trustees must refer to
their rules to make certain

that they do not contain any extend-
ed provisions on the definition of
dependant that they would need to
comply with.

Jane and Joe lived together for
about two years and shared expens-
es equally, including their joint
property. After their s e p a ra t i o n
about 15 months before the date of
death they agreed to continue shar-
ing some expenses and could there-
fore be considered to be factually
dependent on each other, as sug-

gested in the Pension Fund Act un-
der the definition of 1(b)(i) for an ex-
tended period (nearly four years).

In terms of their union being
recognised as a marriage, they had
co-habited for almost two years but
had been separated for 15 months
prior to death and therefore it is un-
likely that the provisions of this sec-
tion could apply.

The trustees must be consistent
with previous determinations on the
period required for factual depen-
dency to be created.
2. Junior is not the legitimate child of
the member, nor an adopted child of
the member in terms of item
1(b)(iii), and therefore does not meet

the definition of a dependant. This
leaves the trustees to consider
whether there is a factual dependen-
cy as per item 1(b)(i). The financial
assistance provided by Jane to Joe
was for a period of less than two
years and she could have claimed
the loan back had she chosen.

The fact that Joe was not aware of
the arrangement, or the fact that she
was more generous than Joe, should
not create factual dependency on
Jane, and therefore Joe Junior should
not be considered a dependant of
Ja n e ’s. The trustees would also need
to be consistent with previous deter-
minations on the period required for
factual dependency to be created.

3. The benefit would be taxed before
payment to beneficiaries in terms of
the second schedule paragraph 3 of
the Income Tax Act, and the net ben-
efit is available for distribution. The
payments received by beneficiaries
are therefore not taxable in their
h a n d s.
q The views expressed above are
those of the respondent and should
not in any way be used by another
person for this or any similar event,
as the circumstances of each event
should be considered in the dispo-
sition of benefits under section 37C.

n Tim Rutherford is a director in the
audit division at Ernst & Young.

Making the case for what should
constitute factual dependency
JONATHAN MORT, VANESSA BELL
and ZULPHA KARRIEM-TOLL

CASE Response

CASE Response Retirement fund
initiatives will
encourage saving
AN EMPLOYER is entitled

to a tax deduction of any
amount contributed dur-

ing the year of assessment for
the benefit of employees to any
pension fund, provident fund or
benefit fund.

The South African Revenue
Service (SARS) Commissioner
may under certain circum-
stances disallow contributions
made by the employer to the ex-
tent that the fund contributions
exceed 10% of “a p p rove d
re m u n e ra t i o n ”.

In terms of section 11 (l) (ii) of
the Income Tax Act, the com-
missioner may only disallow
that portion of the employer
contribution that exceeds 10%
of “approved remuneration“ if
he is satisfied that the aggregate
contribution and the total remu-
neration is excessive or unjusti-
fiable in relation to the value of
the services rendered by the
e m p l oye e.

From the wording of the pro -
vision it becomes evident that
the commissioner may only dis-
allow that portion of the contri-
bution that is excessive. In de-
termining what is excessive he
must consider the value of the
e m p l oye e ’s services.

In practice, the commission-
er’s approach to section (11) (l)
is to disallow the value of an em-
p l oye r ’s contribution exceeding
20% of the employees’ remuner -
ation without having regard to
the subjective determination of
the value of the services.

The effect of this is most
prevalent in the lower-income
groups, where retirement fund
and medical aid contributions
often exceed 20% of the employ-
ee’s cash component or remu-
neration. It is also at this level of
employment that it must be
questioned whether it can be
said that such employee’s remu-
neration is excessive in relation
to the value of his services.

It is arguable that a contin-
ued narrow application of
section 11(l) may be in conflict
with the government’s recent
initiatives to encourage savings,

especially for retirement, as
many employers would have to
restructure packages to bring
benefit-fund contributions in
line with practice limitation.

Some of the initiatives men-
tioned above and recently intro-
duced by the government to
facilitate the retirement fund
industry reform, and encourage
saving in general among So u t h
Africans, include:
n Abolition of tax on retirement
funds that will result in greater
returns for fund members;
n Increase in the tax-free
threshold of retirement fund
lump sum withdrawals to
R300 000. Although the aim of
regulation in this area is to
encourage individuals to take
their retirement benefits as an
annuity, the government does
recognise that upon retirement
there are circumstances where
part of the retirement benefit is
needed as a lump sum, such as
to pay off a mortgage;
n Withholding taxes on lump-
sum benefits to persons whose
taxable income is below the
threshold will be abolished;
n The taxable portion of the
lump sum benefit will be subject
to tax at the following preferen-
tial rates :

IN TERMS of section 37C of the Pen-
sion Funds Act , when allocating a
benefit payable as a result of the

death of a member, the board of a re-
tirement fund has to consider the needs
of that member’s dependants.

If there are no dependants then the
death benefit is payable to the person
nominated by the deceased; and if
there is no such nomination then the
benefit is payable to the estate of the
deceased.

The definition of “dependant” in the
act distinguishes between those to
whom the member was under a legal
obligation to maintain, and those to
whom the member was not. Those
whom the deceased member is not un-
der a legal obligation to maintain are
categorised either as a factual depen-
dant or a spouse or a child. A factual
dependant is anyone who was at the
time of death dependant on the
m e m b e r.

This excellent case study highlights
when a person to whom the deceased
member was not under a legal obli-
gation to maintain, is a factual
dependant.

In determining factual dependants,
the facts applicable to each must be
considered in the light of cases and le-
gal thinking.

We begin with Joe. He is not a spouse
in terms of the definition of “depen -
dant”. Nor was he entitled to mainte-
nance from Jane’s estate under the
Maintenance of Surviving Spouses Act,
as interpreted by the Constitutional
Court in Robertson & Another v Volks
NO & Others (2004) 4 BPLR 5599 (CC).

Was Joe factually dependant on
Jane? The facts indicate that they
shared equally their financial respon-
sibilities. The Pension Fund Adjudica-
tor has held in Van der Merwve v Cen-
tral Retirement Annuity Fund that this is
insufficient to establish factual depen-
dency which “requires, at the very least,
a dominant or servient relationship in
which one party is the substantive
p rov i d e r ”. As an extension the adjudi-
cator determined that “mutual depen-
dency does not suffice for the purposes
of ‘factual dependency’”.

With respect, the adjudicator’s rea-
soning should be questioned, particu-
larly the relevance of whether the pay-
ments by a deceased member estab-
lished a dominant or servient relation-
ship. Perhaps the more correct test is
whether a deceased member’s pay-
ments, irrespective of any reciprocity,
enabled the recipient to live at a stan-
dard of living which he or she would not
otherwise have been able to enjoy.

In such a situation the deceased
would have been aware of that stan-
dard of living and must, in the absence
of anything to the contrary, be taken to
have been agreed to it.

Whether or not the dependency
may have been mutual is then not rel-
evant. All that matters is whether the
deceased member’s payments enabled
the recipient to live at a higher standard
of living. If they were, then factual de-
pendency is established to that extent.

Of course, the benefit from the de-
ceased member need not be in cash: if
it has a determinable financial value,
such as the occupation rent free of a
residence, then that is enough to estab-
lish factual dependency.

If the adjudicator’s “dominant or
ser vient” test were correct, payments
by the deceased member to supple-
ment income would preclude factual
dependency. On the grounds proposed,
factual dependency would exist.

In the latter instance was Joe factu-
ally dependant on Jane? The shared fi -
nancial responsibilities enabled Joe to
fund Junior’s overseas university costs.
The inference is that Junior and not Joe
benefited from this arrangement.

For the past 16 months Jane as-
sumed Joe’s financial commitment to
Junior. Is the fact that Jane did not re-
quire repayment relevant? No. Until
Jane expressly waived her right to re-
quire repayment, or her right to claim
repayment had prescribed, in law it was
still owing by Joe to her. Jane’s executor
is entitled to claim that repayment.

It follows that Joe was not a depen-
dant because his standard of living was
not enhanced by the arrangement he
enjoyed with Jane.

Turning to Junior, he was the true
beneficiary of Joe’s arrangement with
Jane, and with Jane’s knowledge and
consent. In fact, she paid him more
than Joe would have (more pocket
money that is), and he must be under-
stood to be her factual dependant.

If no other dependants of Jane are
ascertained then, because there is at
least one dependant, none of the death
benefit is payable to Jane’s estate.

As there was no current beneficiary
nomination it follows that the entire
death benefit should be payable to Ju-
nior. Junior must, as he has a driving
licence, be 18; and he is now a major in
terms of the recent change in the age of
majority brought about by the Chil-
d re n ’s Act.

The full death benefit may be paid to
Junior. If Junior was, however, still a mi-
nor then, as Joe has not demonstrated
any financial imprudence, there is no
reason why the death benefit should
not be paid to Joe, as Junior’s parent
and guardian, rather than to a trust for
the benefit of Junior.

n Jonathan Mort, Vanessa Bell and
Zulpha Karriem-Toll are members of the
Edward Nathan Sonnenbergs
Retirement Fund Specialised Services
depar tment.
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