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Self Managed Superannuation Funds:
Some Public Policy I ssues Regarding T heir
“Decumulation” Phase

Overview

This paper argues that the 2006/07 package of superannuation reforms, together with

certain pre-exigting factors with which those reforms have interacted, will:

- encourage a greater quantum of Austrdian household sector wedlth to be held
within the nation' s superannuation system,
encourage a greater proportion of the nation’ s superannuation system assets to be
held in vehides enjoying decumulation phase superannuation tax-trestment; and
encourage a shift within the range of avallable decumulation phase vehides, in
favour of those which have become known by the title “dlocated pensions’.

Combined with the current degree of popularity for the self-management of super these
factors will lead to a subgantid growth in the overdl quantum of monies in
decumulation phase SMSFs in Audtrdia, and in the volume of paperwork required to
be managed by the trustees of those funds.

The paper then raises the question: What if the ageing process, or the death of the
“prime move” member of a more-thanrm t o
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by entities other than life offices) have traditionally enjoyed access to the
income tax preferences accorded to “superannuation” in Audtralia, provided
they comply with the various other requirements that have been in place (and
subject to evolution) over the years, including preservation, “no gearing”, the
employment status of the client etc.

An “dlocated penson” can be defined in the broad sense as the name that has
come into use in Audrdia since the early 1990s to describe decumulation
wed th-management vehicles which gtand in the same rdationship to the
traditiona life annuity as the “flexible’ accumulation wedth-management
vehicles discussed in the previous paragraph stand to the traditional whole-of-
life life insurance policy. In other words, if you take a traditiond life-annuity
and (a) grip out of it any “life’ insurance (or longevity insurance); (b) provide
full flon~through exposure to the earnings rae on the funds-under-
management; and (c) provide for flexibility in the Sze of drawdown payments
meade to the client during the decumulation period, what you are left with is an
“dlocated pengon” in the broad sense of that term’susein Audtrdia. For the
narrower sense, it is necessary that the product in question qudifies for the
income tax preferences accorded to superannuation pensions/superannuation
annuitiesin Audrdia

Taxation in the Decumulation Phase

Until the 1988-89 round of superannuation reforms in Audtrdia, there was no
particular need to digtinguish for taxation purposes whether the monies held in

a paticular superannuation scheme were standing behind that scheme's
responsbilities towards members who had darted to receve penson
drawdown payments, as distinct from monies standing behind the scheme's
responghbilities towards members ill in the accumulation phase (whether in

the status of contributory members or of non-contributory members who had

not yet commenced drawdown). Either way, the investment earnings on those

monies were income tax-free in the hands of the fund, provided the scheme

met the various requirements for the tax preferences accorded to
superannuation. And the annuity or penson payments received by
decumulation-phase scheme members were subject to stAf®rd personal  Status
income-tax treatment in their hands, except for the tax-free u Tj2325 Ory or pT]
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Focussing back onto allocated pensions and their essentid properties as
outlined above, it would now seem reasonable to raise the question: If thet is
what an “Allocated Pengon” is, why was the taxation satus of wedth
management vehicles embodying those key propertties so substantiadly
enhanced during the John Dawkins round of superannuation taxation reforms
of 1992-1993? There are probably two main ways in which that question
might be gpproached. The first would be to argue as follows. (a) A set of
Superannuation arrangements is a means of dedling with a human-life-cyde-
phenomenon. (b) This means there is typicdly a period in which income is
eaned by the individud from the supply of labour services, followed by a
period in which theindividua no longer earns income from the supply of [abour
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the contract would be the same as that applying where a longevity-insurance
providing pensgon was being provided. But without longevity-insurance, such
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“ Smplified Superannuation” and Allocated Pensions

Under the superannuation reform package announced by Treasurer Cogtello in
May 2006, three maters in particular would seem highly likely to further
enhance the popularity of allocated pensions as aclass of wealth-management
vehicle for Audrdians. Firdly, there is the change in the tax-treatment of
Superannuation end-benefit payments received by decumulation phase fund
members over the age of 60. Secondly there is the ending of the RBL system,
and with it the rdative attractions that syssem provided to those with large
stakes in the super system to opt for longevity-insurance-
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trigger an dloc
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a divergence of views as to what the dollar figure of thisis, and it varies with
the productivity (and opportunity costs) of the fund members(s)’ own labour
that is applied to the sdf-management tasks, it is unanimoudy accepted that
below ome figure for the vaue of assats in the fund, sdf-management is a

recipe for burning up resources. ASIC, through its FIDO website, suggests an
assets-level of $200,000 for an SMSF to be “competitive” in cost terms with a
low cost professionaly-managed fund. It should be noted that according to
ATO data, approximately 30 per cent of SMSFs have less than $200,000 in
assets. An ATO survey indicated that for SM SFs with assets less than $50,000,

operating expenses averaged 10.51 per cent of total assets.?> Secondly, thereis
a need for a least one of the four or less members of the SMSF to have
aufficient enthusasm and disciplined sdf-application to ensure that the
trusteeship duties are fulfilled on aregular bass and gppropriately documented
asthus.

When it comes to making a decison to set up an accumulation-phase SMSF,
the person(s) respongble for taking that decison will usualy be able to take
comfort from two things, when mulling over the two “messages’ described
above. An accumulation-phase SMSF, by definition, should rise in the vdue
of its asset-holdings over time (even if not monotonicadly). Hence if scde-
vigbility is “borderling’ a the outset, but not subgtantidly worse than
borderline, this might be expected to be sdf-correcting over time. Secondly,
with an accumulaion phase SMSF, the ‘prime-mover’ sdf-manager islikdy
to be a person “in the prime of life’ who might be able to fed confident thet if
their skills and aptitudes for the trusteeship tasks required are “borderline”,
these might be expected to improve after afew years of “learning by doing”.

These two sources of comfort might be available to personsin their 50s or 60s
contemplaing egtablishing sdlf-managed dlocated pensons, provided they
resrict their thinking to a rdaively short future time-horizon. Objectivey, it
might seem reasonable to expect such persons to gppreciate that: (a) a
decumulation-phase superannuation fund will at some stage sart to shrink in
sze and will a some stage (if its members do not diefirst) fal below whatever
the gppropriate benchmark then is for scale-viability; and (b) the processes of
ageing and mortaity among the fund-members might at some stage render the
trusteeship tasks onerous for the surviving fund-member(s), but this might
occur in amanner that makesiit difficult for the saf-manager to accept that this
is the case until the trusteeship duties have aready been neglected for a period.
Whilg objectively it might seem reasonable to expect that some heed be given
to these two condderations, realistically it might be more appropriate to
envissge that process more often than not concluding with the individud
promisng themsdf (and their soouse?) that these consderations will be
properly re-visted “in the fullness of time’ when they are no longer matters at
such agreat distance from the more tangible here and now.
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Require that the trust deed of each sdf-managed dlocated penson
contain clauses providing for an orderly winding-up of the vehicle, under
the supervison of a defined outsde party, under some specified
“triggering circumgtances’. The idea is essentidly that just as esch
APRA-regulated superannuation fund is required to designate an ERF
to take-over management of the funds of a member where those funds
are S0 meagre a to be in danger of turning to dust, an equivalent
mechanism should be mandatory for SMSFs so smdl as to be in the
process of turning to dust. Once such amechanism wasin placeto ded
with that contingency, it could be given additiond triggers such as when
the trustee has been unable to obtain a medica practitioner’s certificate
of the type described in (2), and/or when a vehicle's annual returns
obligations have falen some defined period in areas and after specified
reminder processes and time-extensions etc., have been exhausted.
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