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Executive summary

The Federal Treasury has clarified elements of its
superannuation simplification proposals in a 28 page
announcement released recently. This announcement addresses
some ambiguities in the original superannuation proposals
outlined in the Federal Budget and provides further details
regarding the implementation of the Budget changes.

The alert is for general information purposes and is confined to
taxation issues which is only one of the matters that need to
consider when making a decision about investments. Where
appropriate, consideration should be given to taking advice
from a licensed adviser, before making a decision about
investments. We are not required to hold an Australian
Financial Services License to provide with this general
information.

Background

In May 2006, proposals to substantially simplify Australia’s

system of taxing retirement savings were announced in the

Federal Government’s Budget. Key proposals were:

= changes to the taxation of superannuation benefits
meaning that most payments from complying schemes to
individuals aged at least 60 will now be tax-free;

= the removal of restrictions on when and how an individual
must start to draw their pension;

= the removal of the age-based deduction limits for
employers so that employer contributions to
superannuation schemes are 100% deductible;

= the introduction of contribution caps which will drive the
tax treatment of the contributions in the hands of the
superannuation fund; and

= the removal of the reasonable benefit limit (RBL) regime.

Recently the Government’s response to extensive public

consultation on the proposals was released.

Importantly, the Government has confirmed its intention to
remove the age-based deduction limits for all employers. As a
result, employers will no longer have to apply any deduction
limits to their superannuation contributions and will be able to

claim any superannuation contributions made on behalf of
employees in full for Corporation Tax purposes. Instead, the
tax treatment applying to contributions in the hands of the
superannuation fund will be altered. Full details of the
proposed superannuation changes are in the Ernst & Young
Australia’s Super Insights — May 2006 and September 2006.
To view these Super Insights, visit www.ey.com/au

Contributions to Superannuation Funds

As indicated in the original Budget release, as the RBL have
been withdrawn, superannuation benefit payments to
individuals age 60 or over will be tax-free. However the
Government will limit the tax relief on contributions to
superannuation schemes from 1 July 2007 with some
restrictions applicable from 9 May 2006.

A limit on contributions made from post-tax income (or
‘undeducted’ contributions) of AUD 150,000 per year was
originally to be effective from 9 May 2006. In June 2006 the
Government further clarified this cap by indicating that
individuals could average this cap over three years in order to
contribute a larger one-off amount from post-tax sources.
Therefore, an undeducted contribution of up to AUD 450,000
could be made in one year with no further undeducted
contributions for the subsequent two years.

Following the consultation process, the Government has
amended its position to allow up to AUD 1 million of
undeducted contributions to be made during the transition
period from 10 May 2006 to 30 June 2007. From 1 July 2007
the undeducted contribution cap of AUD 150,000 per annum
or AUD 450,000 for three years on a “bring forward” basis
will apply. Contributions by individuals aged 65 or over will
be limited to AUD 150,000 per annum only.

A further limit of AUD 50.000 will apply to pre-tax (or
‘deductible’) contributions, and these contributions within this
limit will be subject to a maximum 15% contributions tax rate.
For individuals aged 50 or above between 1 July 2007 and 30
June 2012, this limit will be AUD 100,000. Any contributions
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above these limits will be taxable to the individual at the top
marginal rate plus Medicare, giving a tax rate of 46.5%. The
individual will be able to release funds from the superannuation
fund to meet this liability, and earnings on the excess
contributions would be taxed in the fund at its tax rate (being
15%). At this stage, there has been no indication of the tax
treatment of the monies released from the fund to pay the
individual excess contributions tax.

The deductible contribution caps will be indexed annually, in
AUD 5,000 increments. The undeducted contribution cap of
AUD 150,000 is to remain 3 times the deductible contribution
cap. It should also be noted that any deductible contributions
which are in excess of the deductible contribution cap will also
be counted towards the undeducted contribution cap.

Taxation of rollovers from overseas pension schemes

The Budget announcements were silent on whether amounts
rolled over from an overseas pension plan would count towards
the undeducted contribution cap. In the past there has been no
limit on such amounts.

Currently, an individual can elect to treat the taxable
component of an overseas pension rollover (normally equal to
the growth of the fund since the individual’s arrival in
Australia) as a taxable contribution for superannuation purposes
and therefore subject to 15% contributions tax as long as the
individual transfers their interest in the overseas pension plan to
an Australian complying superannuation fund. These rules will
continue under the new proposals. The Government has
clarified that the taxable component will not be counted for
purposes of the deductible contribution cap. If this election is
not made the individual will be personally taxable on this
portion of the transfer at their marginal rate (of up to 46.5%)

The recent announcements have also clarified that where this
election is made the remaining non-taxable component of the
overseas transfer into an Australian superannuation fund
(normally the capital value of the fund when the individual
arrived in Australia) will be subject to the undeducted
contributions caps as detailed above, with effect from 9 May
2006 onwards. For large transfers, this will make it extremely
difficult to avoid paying tax at 46.5% on at least some part of
amounts transferred from overseas pension funds.

Given the proposed tax changes, individuals will need to
consider whether to be taxed personally on the contributions or
to be taxed within the superannuation fund. For example:

1. taxed personally on the taxable component at marginal tax
rates (up to 46.5% including the Medicare levy) and nil tax
on the balance; or

2. taxed in a superannuation fund at a maximum rate of up to
15% on the taxable component with the excess of the non-
taxable component over AUD 150,000 (or AUD 450,000
subject to the averaging rules) being taxed at 46.5%.

The foreign aspects of transferring funds to Australia will also
need to be considered to ensure the global perspective is taken
into account prior to making a judgement on such transfers
(especially in connection with the UK and the new pension
provisions recently introduced).

This is an important change, especially for individuals who are
seeking to transfer or have recently transferred funds from their
UK pension plans. Due to new changes to the UK pension
system in certain circumstances penalty taxes of up to 55% are
levied on benefits transferred to superannuation funds if that
fund releases the benefit (all or part) to the individual or a non
approved fund within a period of 5 UK tax years from the
individual leaving the UK. Therefore, issues could arise for
such individuals if they elect for the superannuation fund to
release transferred overseas monies to cover the Australian
taxes arising. Individuals may choose to consider whether they
should bring forward their transfers due to the increase in the
undeducted contribution cap of AUD 1,000,000.

Departing Australian superannuation payments (DASP)
People who enter Australia on an “eligible temporary resident
visa” and who later permanently depart Australia can withdraw
any superannuation benefits they have accumulated prior to
reaching their preservation age and retiring. However, this
early withdrawal will be subject to withholding tax at either
0% for the ‘exempt component’ or 30% for the taxable
component. The ‘exempt component’ is that portion of the
accumulated benefits that generally relates to undeducted
contributions

Whilst virtually the entire superannuation and termination
payment system has been overhauled by the proposed changes,
which remove payments from superannuation for individuals
aged 60 and over from all taxation, DASP’s who have not
reached their preservation age and retired will essentially be
treated no differently under the new regime and will continue
to be subject to taxation. This, together with the requirement to
make compulsory contributions, will continue to adversely
affect the cost of transferring employees to Australia.

Consequently, people who are departing permanently from
Australia need to consider what they should be doing with their
Australian benefits, particularly where they have not reached
their preservation age or retired. The means of withdrawal has
the potential to result in the benefit payment being subject to
harsher tax treatment than would otherwise be required as,
generally, superannuation payments made to individuals age
60 and over will be tax free. Consideration will also need to be
given to the taxation of the payments in the new country of
residence and the effect of any relevant double tax treaty.

Next steps

This Human Capital Alert highlights some of the key items
from the Treasury’s announcement to clarify its
superannuation simplification proposals. Further clarification
is required on elements of these proposals in the ongoing
consultation process before the Bill can be put before
Parliament. If passed, the legislation governing the new
superannuation system will be effective from 1 July 2007, with
some elements retrospectively effective from 9 May 2006.
However, in order to take advantage of some of the transitional
allowances and exemptions outlined, individuals should begin
to act on certain elements of these proposals immediately.
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