Manager

Contributions and Accumulations Unit
Personal and Retirement Income Division
The Treasury

Langton Crescent

PARKES ACT 2600

Re: Reforming the superannuation excess non-concessional contributions tax

Dear Sir/Madam,

Thank you for the opportunity to make a submission in regards to the exposure draft Tax
and Superannuation Laws Amendment (2014 Measures No. 7) Bill 2014. This submission
will address three concerns relating to the exposure draft:

1. Use of the General Interest Charge for calculating associated earnings

2. Potential for tax advantages to be gained under the new rules

3. SMSFs and the time allowed to respond to a release authority

1.0 Use of the General Interest Charge for calculating associated earnings

The General Interest Charge (GIC) is not an appropriate rate to calculate associated
earnings for superannuation funds.

While | encourage the use of a published rate to simplify the calculation of associated
earnings, the GIC rate is often significantly higher than the investment returns of
superannuation funds. According to APRAs most recently published statistics the average
rate of return for APRA-regulated super funds in the period 2004-2013 was 6.36%". This
compares to an average rate of 12.18% for the GIC, over the same period?.

Fig. 1: Comparison of GIC and super fund returns
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1 http://www.apra.gov.au/Super/Publications/Pages/annual-superannuation-publication.aspx
2 https://www.ato.gov.au/rates/general-interest-charge-(gic)-rates/


https://www.ato.gov.au/rates/general-interest-charge-(gic)-rates
http://www.apra.gov.au/Super/Publications/Pages/annual-superannuation-publication.aspx

Taxing the associated earnings at marginal rates is meant to remove a tax advantage, not
to punish what is likely an unintentional error. As such, calculating the associated earnings
using the GIC rate, when it has consistently been higher than actual super funds returns, is
unduly burdensome. | would therefore recommend using a lower rate of interest in the
calculation of associated earnings.

Though there is the option for the Minister to set the associated earnings rate, this does
not justify using a high rate, such as the GIC, as the default.

Comparing the General Interest Charge, the Shortfall Interest Charge and the Division 7A
benchmark interest rate, on average the Division 7A rate is closest to the average super
fund return.

Table 1: Comparison of average charges and average super fund rates of return

Charge / Rate of return Average*
APRA-regulated super funds 6.36 %
Division 7A interest 7.40 %
Shortfall Interest Charge (SIC) 7.61 %
General Interest Charge (GIC) 12.18 %

*Period July 2003 to June 2013, where available.
2.0 Potential for tax advantages to be gained under the new rules

The exposure draft, if legislated, creates an opportunity for some to obtain a tax advantage
by making excess non-concessional contributions, with the aim of adjusting the tax
components of their superannuation interests.

This is created by the ability to choose from which superannuation interest to make the
withdrawal, including a superannuation interest which didn't receive excess contributions.
Though the rules require the withdrawal to come from the tax-free component first, as this
is on a per-interest basis there remains an ability to alter the tax components.

The proposed rules could be used to adjust the taxable components between two, or
more, different funds. This includes where a member would not otherwise be able to
access their superannuation benefits. The effect of which would be to reduce the taxable
component of the superannuation interests, without paying a proportional amount of tax.



Though unlikely to be widespread, consider the example of a member who is 45 years of
age and has two superannuation interests in two superannuation funds:

Table 2 & 3: Example superannuation interests — pre-excess contributions

Fund ABC
Component Balance
Taxable $0
Tax-Free $100,000
Fund XYZ
Component Balance
Taxable $100,000
Tax-Free $0

The member makes a number of contributions to Fund ABC, totalling $ 640,000 during the
financial year. These are treated as non-concessional contributions, resulting in $ 100,000
of excess non-concessional contributions, after accounting for the three-year bring-forward
rule.

The member later elects to withdraw the $100,000 from Fund XYZ, under the new rules.
The superannuation interests would now be:

Table 4 & 5: Example superannuation interests — post-excess contributions

Fund ABC
Component Balance
Taxable $0
Tax-Free $ 740,000
Fund XYZ
Component Balance
Taxable $0
Tax-Free $0

The member has maximised their non-concessional contributions to superannuation and
at the same time changed the tax components of their existing superannuation balance.
An amount of tax would be paid on the associated earnings, however tax would also have
been paid on income earned by this amount if it had not been contributed to super.



Though the Commissioner may issue a release authority to a super fund not included in
the election, this appears to be for situations where a taxpayer has neglected to included a
super fund. It is unclear on what basis the Commissioner will determine which fund is to
receive the release authority. It does appear that people will have wide discretion to
choose from which fund to withdraw the excess contribution and associated earnings.

Use of this strategy would only be open to those with significant amounts of money to
contribute to superannuation. Though similarities may be drawn with re-contribution
strategies, these either decrease the low-rate cap or use the tax concession for
superannuation withdrawn after age 60, which is open to all who meet the conditions.

However, this is not an argument for super funds, or the ATO, to be required to take
account of tax components across different superannuation interests.

3.0 SMSFs and the time allowed to respond to a release authority

| am also concerned that SMSFs may not be in a position to adequately respond to the
release authority within the 7 days allowed.

Before an SMSF can pay the amount set out in the release authority the trustees of the
fund need to know the value of the member balance. However many SMSFs only prepare
accounts on an annual basis, and so would not have accurate calculations available of the
current member balance. 7 days from the date of issue of the release authority leaves
SMSF trustees little time to contact their SMSF professional or administrator and arrange
for a calculation of the member balances.

Though SMSF trustees may use the time from the issue of the determination to prepare for
the release authority, this figure would need to be adjusted for recent transactions and
market values. A longer time period would therefore be appropriate.

Yours sincerely

Luke Smith BBus(Acc) CPA

About the Author: Luke Smith

| am a CPA and Tax Agent with experience in public practice as an SMSF accountant.
| have an interest in SMSFs, superannuation and retirement policy, and also write for the
website SolePurposeTest.
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