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Director’s Note

Welcome to the twenty second issue of Economic Issues, a series published by the
South Augtrdian Centre for Economic Studies as part of its Corporate Membership
Program. The scope of Economic Issues is intended to be broad, limited only to
topical, applied economic issues of relevance to South Audrdia and Audrdia. Within
the scope, the intention is to focus on key issues — public policy issues, economic trends,
economic events — and present an authoritative, expert analyss which contributes to
both public understanding and public debate. Papers will be published on a continuing
basis, as topics present themselves and as resources allow.

The author of this paper is Assoc Professor Owen Covick of the Flinders Business
School, Hinders University and adso Research Associate of the South Australian Centre
for Economic Studies.

An earlier verson of this paper was presented to the 12" Mdbourne Money and
Finance Conference: Wedth Management: Trends and Issues, Mebourne, 24-26 May
2007 with the title “Self Managed Allocated Pensons. Public Policy Issues’. And an
abbreviated verson of that paper was published under that same title in the December
2007 issue of JASSA the journd of The Finsia Journal of Applied Finance, pp. 30-
33.

We acknowledge the financid support of our Corporate members and the Department
of Trade and Economic Development. It enables the preparation of this Economic
I ssues series.

Michael O’ Neil

Executive Director

SA Centrefor Economic Studies
April 2008
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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-than-one-member decumulation phase SMSF
alows such an SMSF to “drift on”, past the point at which it would have been in the
best interests of the vehicle’'s members to wind it up and ether rollover into an APRA-
regulated vehicle, or take the remaining funds outs de the superannuation system?

The paper argues that this should be viewed: (a) asa public policy issue and not Ssmply
as a problem for the individuad SMSF members directly concerned; and (b) as a public
policy issue that should be tackled now, rether than smply wait for the numbers of
personsdirectly affected by the problem to swell to significant proportions.

The paper concludes by making three suggestions for ways of addressing this problem.
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Introduction

Saf Managed Superannuation Funds (SMSFs) have experienced a dramatic
growth in popularity in Audrdia over recent years. In 1995 there were
around 97,000 SMSFs. In 1999 there were 187,000. By December 2007
there were over 368,000 SMSFs, with atotal of over 700,000 members.!

The mgority of these Sdf Managed Superannuation Funds are in ther
accumulation phase, meaning they have not commenced the process of being
drawn-down to support the income needs of members who have retired from
the workforce (or who are taking advantage of “trangtion to retirement”
arangements). But dready there are a subgtantid number of SMSFs in the
decumulation phase, in which their invesment income is subject to a zero rate
of tax. And the number of SMSFs in the decumulation phase can be
expected to grow as the current members of SMSFs grow older, unless
dgnificat numbers of those persons make the choice to shift out of sdf-
managing their superannuation monies.

Whilgt public policy debate on superannuation in Audrdia has been more
focussed on accumulation phase arrangements than decumulation phase
arrangements, the two must be recognised as representing parts of the one
overdl framework. This paper argues that in respect of the decumulation
phase of SMSFs there are some perplexing public policy issues which, if left
unchecked, will grow in magnitude as successive cohorts of SMSF members
pass retirement age, and move successvely deeper into the decumulation
dage re. thar superannuation savings. The paper argues that it would be
useful to commence worrying about gppropriate regulatory arrangements for
managing these processes sooner rather than later.

Frgly however, it is important to spell-out how the operations of an SMSF in
its decumulation phase are typicaly sructured. For the great bulk of
decumulation phase SMSFs this takes the form of what most Audtrdians
have become accustomed to call an allocated pension. The Commonwedth
Government Smplified Superannuation package that took effect in mid
2007 contained features that have sgnificantly increased the attractiveness of
allocated pensions for many middie-income Audtrdians over the age of 60.
This has interacted with the growing popularity for the sdf-management of
superannuation funds across sgnificant segments of the Audtrdian community
to pave the way for an expandon in what might be termed self-managed
allocated pension fundsin Audrdia

What isan Allocated Pension?

In everyday language, the word “penson” in the context of a discusson of
retirement income arrangements usualy connotes a regular income stream that
continues & some dable and predictable level until the pendoner dies (or
chooses to “commute’, if the contract so permits).

Page 2
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Allocated pensions do not have these characteristics. One way of
understanding what alocated pensions are, and how it is that the word
“pendon’ gppears in thar title is to commence by noting the rdationship
between a traditiond whole-of-life life-insurance policy and a traditiond life-
annuity. Essentidly the one is the mirror image of the other. In the traditiond
whole-of-life life-insurance policy the insured contracts to make a series of
regular payments of a pre-determined Sze, to the insurer, commencing from
the date of entering the contract and ending at the point of the insured's death.
In return, the insurer contracts to make a single lump-sum payment of a pre-
determined size to the insured at the point of the insured's death. In the
treditiond life-annuity the insured contracts to make a single lump-sum
payment of a pre-determined size to the insurer & the date of entering the
contract. And in return, the insurer contracts to nake a series of regular
payments of a pre-determined Sze to the insured, commencing from the date
of entering the contract and ending at the point of the insured’ s deeth.

Looking at these two products, the traditional whole-of-life insurance policy
and the traditiond life-annuity, it can be seen that in both cases the product
that the “insurer” enterprise is providing is a bundling-together of two services.
afunds management service and atrue insurance service. In both cases, in ex
post terms, the insured who lives exactly the actuaridly predicted life-span
might be thought of as essentidly receiving the funds management service only.
In the whole-of-life policy case there is management of a regular and equd

ingaments accumulation, which plus a promised earnings rate and minus set
charges for adminigration etc., is returned to the client a “maturity”. Inthelife
annuity case, it is management of aregular and equd ingaments decumulation
with otherwise equivaent fegtures in terms of the client receiving a return to
them of their own funds plus promised earnings rate minus set charges for
adminigration etc.

Now imagine a client who wants an accumulation funds-management service
for a period of some years but who does not want this bundled with a life-
cover insurance sarvice, and who moreover wants a flow-through to
themsdlves of the earnings-rate on their funds under management (insteed of a
promised rate) together with flexibility regarding the dze of the periodic
ingdment payments they make into the accumulation. For a funds
management enterprise to make available a product that caters to these tastes
is amply evidence of the market mechanism a work. But for the resulting
product to be described as an “insurance policy” would seem  involve a
highly “imaginative’ sretching the usage of those words. Be thet as it may, for
many years now Audrdia life insurance enterprises have been marketing as
“life insurance policies’ contractud arrangements which involve zero life cover,
ful flow-through exposure to the earnings on the funds-under-management,
and the flexibility to make any number of “sngle premium” payments of varying
Szes and a times of the dient's choodng. And accumulation wedth
management vehicles of this type (together with their direct equivaents offered
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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
decumulaion-phase scheme members were subject to standard persona
income-tax treatment in their hands, except for the tax-free un-deducted
purchase price eement. Thus, prior to the 1988-89 round of superannuation
reforms, the Audrdian sysem for the taxation of superannuation was
essentidly one focussed on taxation a the recept-of-end-benefits stage.
Exemption from tax at the contribution stage and exemption from tax during
the earnings stage was succeeded by a taxing-point at the pay-out stage, either
via the superannuation lump-sum scae (introduced in 1983, but subject to a
grandfathering of the preceding more lenient tax-trestment of lump sums) or
via the “norma persond sca€’ for pendon/annuity receipts. This was the
‘norm’ except where contributions-monies had dready passed through an
income-taxing  point  which had not been reversed (or
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“deducted”). For these dollars there was tax-exemption when they reached
the pay-out stage.

The decison announced in the 1988 Budget to bring-forward fifteen
percentage points of superannuation taxation to the contribution and fund-
earnings stages of the superannuation cycle meant that it was viewed as no
longer reasonable for the didinction between investment earnings on fund-
holdings re accumulation-phase members and investment earnings on fund-
holdings re decumulationphase members to be smply ignored. The upshot
was that the fifteen per cent fund-earnings tax was redtricted in its operation to
earnings on fund-holdings attributable to commitments to accumulation phase
members.  Earnings on fund-holdings standing behind commitments to
complying pensions and complying annuities that were actudly being paid were
to continue to be tax-free.

For the first few years of the post-1988 Audtrdian superannuation system the
daus “complying” as used in the lagt sentence was redricted to
pensong/annuities that embodied the traditiona |ongevity insurance fegture that
in norma usage is associated with the word “pengon” (i.e, the payment

stream would continue to flow until the “pensoner” died - evenif thiswasat a
date subgtantidly later than the life-tables had forecast). This, together with

the fifteen percentage points income tax rebate on income from complying

Superannuation pensongannuities, and the two-tier RBL system, would seem
to suggest that policy-makers were seeking to encourage citizens to take their
Superannuation end- benefits in ways which congtrained the early disspation of

accumulated principal and locked-in prudently-managed longevity-insurance
cover. Looking a superamnuaion arangements from a public-policy
perspective, these two factors of condraining premature dissipation of tax-

advantaged accumulation of principd, and rewarding the locking-in of
longevity-insurance cover can be viewed as representing appropriate quid pro
guo to be borne by the direct beneficiaries of the superannuation system’ s tax-

preferences, with a view to reducing the probabilities of those same persons
needing further Sgnificant transfusions of resources from the remainder of the
community’ s taxpayer base during their retirement years.

A third factor of public-policy sgnificance should adso be noted &t this point.
This relates to the consequences for the remander of the community’s
taxpayer base if the direct beneficiaries of the superannuation system'’s tax-
preferences seek, instead of consuming the benefits of these tax preferences
directly themsdves, to pass them on to their heirs. Perhgpsthisisonly truly a
public policy issue where the process is accompanied by dSgnificant cost
shifting of the retired person’s living codts ec., to the community taxpayer
base? Otherwise, why would one want to press a person to consume
themselves what their own sense of dtruism tells them is best transferred to be
consumed by another? This “third issue’ of public policy will be revisted
below.

The SA Centrefor Economic Studies Page 5
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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
svicess  (¢)  Public policy should encourage each individud to
savelaccumulate during the first part of the cycle in order to cover ther
persona outgoings during the second part of the cycle. (d) Such types of
arrangements as have been condoned/encouraged by public policy for the
accumulation phase should be regarded as equaly merit-worthy of equivaent
treatment for the decumulation phase. (€) Therefore, if policy-makers have
been satisfied to accept an extremely laissez faire approach re the
accumulation phase, why should they not be satisfied to accept an equivaent
laissez faire approach for the decumulation phase? (f) Hence give
decumulation-phase arrangements that are more “flexible’ than traditiond life
annuities’ pensons the same trestment as traditiond life annuities/pensons as
long as these arrangements bear the same type of relationship to traditiond life
annuitiespendons a the accumulation phase arangements we
condone/encourage bear to traditional whole-of-life life insurance policies

The second approach can be represented in “sequence of logic” terms much
more smply. It would read: (a) you (i.e., public policy makers) want retirees
to take thair superannuation benefits in the form of income-streams rather than
in lump-sums. (b) thisis not hgppening -  despite the introduction of lump sum
taxation in 1983, the 15 per cent rebate, the two tier RBL scde etc. () why
not therefore give some defined sort of “flexible’” income stream products the
same taxation trestment currently reserved for complying annuities/pensons?
Thisis bound to entice at least some retirees away from the lump sum option
towards the “income stream” approach.

At the time that John Dawkins was Commonwedth Treasurer, the Austrdian
Government was pressed with both these strands of argument. The 1992-93
reforms to Audrdids superannuation sysem contaned Sgnificant
modifications to the policy-framework re flexible income-stream products for
the drawing-down of super fund monies. The Dawkins package can be
viewed as providing an authorised “corridor” for superannuation decumulation
contract arrangements. Where a decumulation contract provided for a pattern
of draw-downs that were dways to be benegth the “celling” time-path
prescribed, but dways to be above the “floor” time-path prescribed, the
taxation trestment gpplied to the earnings on the investment funds supporting

Page 6
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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
a contract would not qudify as a complying annuity/penson for RBL
pUrposes.

The metaphor of an authorised “corridor” makes this sysem sound far smpler
than it was. For year one of such a contract, there would exist a well defined
permissible drawdown range. This range can be thought of as being centred
around the payment which a prudent fixed-term annuity provider would pay to
adient handing over a given lump sum of funds for a fixed term annuity with a
term coinciding with the dient’s life-expectancy. But at the end of year one,
the location of the corridor would be redefined o thet at that point its centre
would reflect the payment which a prudent fixed-term annuity provider would
pay to a new client handing over the now-exiding funds standing againg the
client's name (affected by the year one earnings rate and the year one
drawdown quantum) for a fixed term annuity with a term coinciding with the
life expectancy of a client who was one year older. Note here that where a
person ages by a year (and thus “survives’ through a year) their life
expectancy diminishes by less than one year. Thus the picture of a well-
defined corridor stretching out through the future life-time of the person Sgning
up for this type of contract was an illuson. The bounds of the corridor would
only be well defined one year forward and would shift year-by-year. This
sysem proved popular among large numbers of Audrdian retirees but
“amplicity” is unlikey to have been its most powerful sdlling point - unlessthe
take-up has been concentrated among persons who have not inquired further
when presented with the graphics showing a well-defined corridor stretching
out through to thelr “twilight years’.

During the most recent three years or o, the alocated pensions market has
been given a further boost semming from the Howard government’ s adoption
of a more lenient and flexible approach to the digtinction between the
accumulation phase of an individud’'s participation in the superannuation
sysem and the decumulation phase of that individud’s participation. Older
Audrdian workers may now be quite open about having some of thelr
Superannuation savings in a decumulation vehicle, with the earnings on those
monies tax-free in the hands of the fund, whilst a the same time accessing
taxation preferences associated with having further flows of superannuation
contributions going into accumulation vehicles (where, however, the fund-
earnings are subject to tax at the 15 per cent rate). Previoudy, to achieve this
Stuation it was necessary to have a some stage “retired from employment”,
and then subsequently (after some appropriate period) declared a change of
mind.

The SA Centrefor Economic Studies Page 7
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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
dtakes in the super system to opt for longevity-insurance- providing- products
as diginct from pay-out arrangements without longevity insurance.  Thirdly
there is he removd of the “authorised corridor” requirements on dlocated
penson arangements and its replacement with a “no celing’” and “much
samplified floor” approach. Each of these three will now be examined in turn.

Since 1 July 2007, the 15 percentage points of superannuation taxation which
were “brought forward” in the 1988 Keating package have remained in place,
but those dements of superannuation taxation which the 1988 package left at
the receipt-of-end-benefits sage are abolished where the recipient fund
member is 60 years of age or above. This can be expected to serve as an
incentive for those a or above 60 to shift their superannuation savings from
being subject to accumulation phase tax treatment to become subject to
decumulation phase treatment. Under the latter there is zero tax on fund

investment earnings in the hands of the fund, and zero tax of the payout monies
in the hands of the recipient. If the person’s preferences are againg disspating
the payout monies, these can be paid back into an accumulation-phase
superannuation-fund holding. If theindividua’s persond income tax postion is
such that their margind tax rate is above 15 per cent, it may be in ther

interests to channd this repayment so as to be a deductible contribution.

Otherwise it can be a non-deductible contribution, and free from the 15 per
cent contribution-stage tax upon its (re)entry into the syssem. While any such
re-contributed monies remain as accumul ation-phase superannuation funds, the
investment-earnings on them will be subject to 15 per cent tax. But a some
gppropriate point down the track that 15 per cent can be diminated by the
triggering of a new dlocated pension.

Much of the media commentary on the Simplified Superannuation package
was focussed on the new rules for limiting how much of ther money each
Audrdian can contribute into the overal superannuation sysem. No doubt
many observers will have seen a certain irony in it becoming a public policy
concern to hold the gates closed to stem the tide coming in, rather than trying
to hold back the tide pressing to get out. But there gppears to have been far
less popular atention paid to the distinction between the two types of money
that dt indde the wdls of the superannuation sysem: accumulation-phase
money and decumulation-phase money. Once you've passed your 60"
birthday, a dollar of the latter islikdy to be more vauable to you than a dollar
of the former. And to convert from one to the other you basicdly just need to

Page 8
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trigger an dlocated penson. Even among those between 55 and 60, the
converson of funds from accumulation to decumulation phase may be to an
individud’s advantage, depending on the aithmetic of any avalable re-
contribution drategies under that individud’ s circumstances.

Under the Reasonable Berefit Limits (RBLS) system that was abolished under
the Simplified Superannuation package, holders of more subgtantia baances
of funds within the superannuation system faced tax advantages in taking a
leest hdf of thar end-bendfits in the form of income-streams that “complied”
with a defined sat of requirements. Those requirements were designed
essentidly to minimise the risk faced by the income-stream recipient thet thelr
income-stream would “dry-up” in vaue & some point prior to their deeth,
either because of greater-than-anticipated longevity or through lesser-than
anticipated investment returns on the funds monies supporting the payment
streams.

At least some of those Australians who under the RBL system opted to take
haf of ther end- benefits in complying pendons/annuities of this type may have
chosen thus on the grounds of the RBL tax pendties associated with choosing
otherwise. It would gppear that many Austrdians would prefer to shoulder
the risks associated with the more “flexible’ dlocated penson products than
pay the actuarially fair price that is associated with a prudently-managed
commercid pension provider accepting to take over those risks. Alternatively
it might be that they see it as preferable that any “benefits’ from shorter-than
anticipated longevity and/or better-than-expected investment returns should go
to their hers while any costs from longer than anticipated longevity and/or
lower than expected investment returns should be borne by the remainder of
the community through the tax-and-transfers system.

The remova of the “authorised corridor” requirement for alocated pensions,
as wdl as grealy amplifying the functioning of these vehides, effectivey
removes most of the lagt vediges of amilaity between them and any
arangement that could reasonably be regaded as warranting the
nomenclature of “pengon” or “annuity”. The imination of any “caling” on the
amount per period that can be paid out (together with the tax free satus of the
pay-out in the hands of the dlocated pension holder) removes any congraint
on rapid run-down/early dissipation of the funds.

The continuation of lower limit requirements for each year’ stotd payouts from
an dlocated pension alows the vehicles to be described as belonging to the
decumulation class of superannuation vehicles, but for the younger of the fund
members the floor pay-out rates required are set very low and could be
affectively backwardised via a suitable re-contribution strategy. The bottom-
line is that the “dlocated pension” has become yet more flexible as a vehicle
for obtaining tax-advantaged income tax treatment on a portion of one's
wedth-holdings. And that at the same time as the dmension of those tax

The SA Centrefor Economic Studies Page 9



Economic | ssues

advantages has been subgantidly enhanced for dl but those with very low
persond taxable income. Only for the over 75s is the “requirement” to
decumulate year-by-year asset holdings in the tax advantaged superannuation
environment more than amere formdlity.

Self-M anaged Allocated Pensions and Public Policy

It has been argued above that the 2006-07 package of superannuation
reforms (together with certain pre-existing factors with which those reforms
have interacted) will encourage a greater quantum of Audraian household
sector wedth to be held within the naion’'s superannuation system, will
encourage a grester proportion of the nation’ s superannuation system assets to
be hdd in vehides enjoying decumul ation-phase superannuation tax-treatment,
and will encourage a shift within the range of avallable decumulation-phase
vehicles, in favour of those which have become known by the title “dlocated
pensons’. Nothing has been said so far to argue that policy-changes in the
2006-07 package mean that sdf-management has been rendered more
atractive rddive to holding on€'s superannuation monies through APRA-
regulated superannuation funds. And it is not the intention of this paper to
seek to mount such an argument. Rather, it is proposed that the three sets of
processes summarised above, together with salf-management of super merdy
maintaining its present degree of reative popularity among the Audrdian
community, will lead to a subgtantid growth in the number of sdf-managed
dlocated pensons in Audrdia and in the volume of sdf-managed dlocated
pension paperwork requiring to be managed by the fund trustees, and in the
volume of paperwork requiring to be lodged with the relevant regulator, the
ATO. The Smplified Superannuation package increases the regulatory levy
on SMSF's from $45 to $150 per year, and imposes a requirement that a
“trustee Declaration” be Sgned and lodged with the ATO by dl new trustees
gppointed after 30 June 2007. While those measures might serve to provide
some dement of discouragement to sdf-management, the package
smultaneoudy promises to streamline reporting requirements from three forms
to one for post-July 2008 reporting.

Mogt of the media discusson of the pros and cons of sdf-managing ether
some or dl of one's superannuation n Audtraia seems to take place with a
focus on the accumulation-phase context. And that discusson appears to
boil-down to two strands.  one focuses on the explicit pecuniary codts, cost-
savings and benefits associated with the salf-management mode as compared
with leaving things a arm’s length with one or more APRA-regulated fund; the
second focuses on the nonrpecuniary or “psychic’ benefits and costs of
bearing responsbility for various decison-making, record-keeping and
compliance tasks indde the family-unit, as compared with having these
pleasures and displeasures borne by “strangers’ @nd subject to principal-
agent issues). Two messages gppear to come across from this discussion.
Firdly, there is some minimum effective scde for an SMISF.  Although thereis
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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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The removd of the “ceiling” redtriction re drawdowns under alocated pension
arrangements may serve as an encouragement to the establishment of sdlf-
managed dlocated pensions by persons in their 50s and 60s who promise
themsdlves that they will recongder the longer-term future of their vehicle when
that longer-term future is no longer so far away. Without the calling restriction,
the process of implementing an exit from such a vehide, a atime when it is
judged appropriate to do so, is rendered more smple. So why worry about
that right now?

But there is a potential problem. What if the ageing process, or the death of
the “prime-mover” member of a more-than-one-member sdf-managed
dlocated penson alows that self-managed dlocated pension to drift past the
point a which it would have been in the best interests of the vehicles members
to wind it up and ether rollover into an APRA regulated ehicle, or take the
remaining funds outside the superannuation sysem? What might appear at first
sght to be a problem smply of the members of such a vehide might eesly
become a growing headache for the regulator of such vehicles, and for public
policy. If the regulator darts to receive increasing numbers of annua returns
from sdf-managed dlocated pensons that ae cealy wel bdow any
reasonable threshold for a viable scale and/or finds that increasing numbers of
sdf-managed dlocated pendons of andl sze are fdling further and further
behind with their paperwork, what is the regulator expected to do? In the
latter case doing nothing might have some dtractions as compared with the
dternative of employing increasing volumes of regulatory resources to impose
increased anxiety burdens on ederly persons who may dready be in farly
vulnerable states.

The argument of this paper is that it would be wise from a public policy
perspective to do something now about the framework for handling this
potentia problem, rather than wait for the numbers of persons affected by the
problem to swell to Sgnificant proportions.

Here are some suggestions for ways of addressing the problem:

(1) Define a minimum sze of fund holdings for a “viable’ sdf-maneged
alocated penson (subject to gppropriate annua indexation). Do not
permit a vehicle to be established if it is not above that figure. Require
either rollover into an approved APRA-regulated vehicle or remova of
the funds from the superannuation system within a specified period of a
vehicle' s decumulating below that figure.

(2) Where atrustee of an SMSF is older that some defined age (say 757),
require that a Sgned Trustee declaration form be lodged annualy and
require that it be supported by a signed statement from a medica
practitioner certifying that it is compatible with the person’s hedth status
that they continue to shoulder the duties'respongibilities of trusteeship.
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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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End Notes

! Figures quoted in Senator Sherry’s Media Release No. 013, dated 12 March 2008.
2 Figures quoted in: Senator Sherry’s address to the SMSF Professionals Association of
Australia (SPAA) Conference, 12 March 2008.
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