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Summary

Introduction

1. Superannuation is a long-term vehicle for building retirement savings,
and is a key element of the Government’s policies to address the financial
independence of Australia’s ageing population.

2. Superannuation is the largest financial asset of Australian households.!
The level of superannuation savings has grown by 76 per cent over the last
5 years to $913.9 billion as at 30 June 2006.2 This significant increase in savings
has been underpinned by concessional tax treatment, including a tax rate of
15 per cent on the income of complying superannuation funds.?

3. For taxation purposes, superannuation funds are defined in the
Superannuation Industry (Supervision) Act 1993 (SISA) to include schemes which
are for the payment of superannuation benefits upon retirement or death.

4. Superannuation funds are broadly categorised into those:
(a) regulated by the Australian Prudential Regulation Authority (APRA):

- retail or public offer funds: offering products to the public
generally;

- corporate or employer-sponsored funds: for the benefit of
employees of the sponsoring entity;

- industry funds: for employees under a common industrial
award or working in the industry;

- public sector funds: for the benefit of government employees;
and

- small APRA funds: funds with fewer than five members which
are regulated by APRA.

The average balance of superannuation funds was $63 000 per household across all households in
2003-04. Nearly 75 per cent of households have some superannuation assets. See Australian Bureau of
Statistics, April 2006, Household Wealth And Wealth Distribution, Australia, 2003-04, p. 3.

Australian Prudential Regulation Authority, Statistics — Quarterly Superannuation Performance, June
2006, p. 5.

A complying superannuation fund is defined under section 42 of the Superannuation Industry
(Supervision) Act 1993. Complying superannuation funds are taxed under the Income Tax Assessment
Act 1936 Part IX.
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(b) regulated by the Australian Taxation Office (Tax Office):
- self managed superannuation funds (SMSFs).

5. As at 30 June 2006, the Tax Office was responsible for the supervision of
some 320000 SMSFs (approximately 98 per cent of all complying
superannuation funds)*, comprising 616 000 members® (approximately 2 per
cent of all superannuation member accounts®). Approximately one quarter (or
$209.9 billion)” of all superannuation savings was invested through SMSFs. In
addition, an estimated $3.95 billion in tax concessions were made available to
SMSFs in the 2005-06 financial year.®

6. SMSFs, or do-it-yourself funds, by statutory definition are
superannuation funds:

e with fewer than five members (all of whom are trustees®);

¢ where no trustee of the fund receives remuneration from the fund or any
persons for duties or services performed by the trustee in relation to the
fund; and

e where no member is an employee of another member (unless that
member is a relative).

Objective and scope

7. This is the first of two audit reports concerning the Tax Office’s
administration of SMSFs pursuant to the provisions of the Superannuation
Industry (Supervision) Act 1993.

8. This audit report examines the efficiency and effectiveness of the Tax
Office’s approach to regulating and registering self managed superannuation
funds. Specifically the ANAO examined the:

. environment in which SMSFs operate, including the Tax Office’s
regulatory roles and responsibilities;

J Tax Office’s governance of its SMSF regulatory role; and

Australian Prudential Regulation Authority, op. cit. p. 7

Commissioner of Taxation, Annual Report 2005-06, p. 180

As at 30 June 2006 there were some 28.9 million superannuation member accounts in Australia.
Australian Prudential Regulation Authority, loc. cit. p. 7. This figure is discussed further in Chapter 3.
Tax Office data from its Revenue Analysis Branch.

Unless, for example, the member is subject to a legal disability (subsection 17A(3) of the SISA).
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. systems, processes and controls the Tax Office uses to register SMSFs,
and enforce the lodgement of fund income tax and regulatory returns.

9. The second audit report, scheduled for tabling in the first quarter of
2007-08, will examine the efficiency and effectiveness of the Tax Office’s
approach to managing self managed superannuation fund compliance risks.
Specifically the ANAO will examine the processes the Tax Office uses to:

. identify the risks relevant to SMSFs not complying with their
obligations under the SISA, including members accessing their
superannuation early;

° mitigate SMSF compliance risks; and

o wind-up funds.

Overall conclusion

10. The decision to transfer the regulation of SMSFs from APRA presented
the Tax Office with a number of challenges. In 1999-2000 the Tax Office
inherited responsibility for an unfamiliar regulatory role covering a sector of
the superannuation industry that was at the time suspected of having high
levels of non-compliance. The SMSF sector consisted of approximately 187 000
funds, which were growing at a rate of 470 funds each week, but which had
not received close supervision by their previous regulators.

11. In addition, the Tax Office was given the responsibility for
administering SMSFs when it was implementing A New Tax System, and was
asked to absorb a large proportion of the costs applicable to regulating SMSFs.

12. Overall, the ANAO concluded the Tax Office’s initial approach to
regulating and registering SMSFs could have been more efficient and effective.
In particular, the Tax Office could have taken steps to clarify its role and
responsibilities earlier, managed its funding, costs and revenue (levy)
collections more effectively, and, improved the collection and assessment of
registration data, and fund income tax and regulatory return data, prior to
issuing SMSFs with complying fund status. In this context, it is important that
members and potential members understand the limited extent of the Tax
Office’s prudential supervision of SMSFs.

13. The ANAO recognises that, since 2003-04, the Tax Office has initiated
significant steps to resolve deficiencies with the administrative and costing
systems that support its regulation and registration of SMSFs. The Tax Office
intends to make further changes to its SMSF management practices in
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implementing the Simplification Superannuation reforms. Further, the Tax Office
is in the process of developing a new publication which will assist to clarify its
role and responsibilities for the public.

14. The introduction of the Simplification Superannuation reforms may
further increase the attractiveness of SMSFs as a retirement savings vehicle,
resulting in a continuing need for the Tax Office to focus its attention on SMSF
intelligence gathering and data deficiencies if it is to effectively carry out its
responsibilities under the SISA.

Key findings

Background and context (Chapter 1)

15. There are two principal legislative instruments that define the
obligations of superannuation fund trustees. These are the: SISA and
Superannuation Industry (Supervision) Regulations 1994 (SIS Regulations).!°

16. Three Australian Government agencies are responsible for
administering the SISA and the SIS Regulations: the APRA, the Australian
Securities and Investment Commission (ASIC) and the Tax Office. To provide
assurance the superannuation industry is properly regulated it is important
that there is effective coordination between the three regulators.

17. The role of the Tax Office in regulating SMSFs is determined by both
general requirements applicable to all superannuation funds and specific SMSF
requirements as set out in the SISA and the SIS Regulations.!!

Growth in self managed superannuation funds.

18. Since 1999-2000, the number and value of SMSFs has increased
considerably. From 2000-01 to 2005-06, the number of SMSFs increased by
some 109 000 (a 52 per cent increase). Over the same period, the value of SMSF
assets was estimated to have increased by approximately $132 billion (a
169 per cent increase).

SMSFs must also comply with general trust law, as well as legislation such as State and Territory
Trustee Acts, the Corporations Act 2001, the Income Tax Assessment Acts, the Surcharge Acts, the
Superannuation Guarantee Acts and the Family Law Act 1975.

Section 6 of the SISA specifies which provisions of the SISA are relevant to each regulator. There are a
number of provisions of the SISA that are common to some or all of the regulators.
ANAO Audit Report No.52 2006-07
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Recent developments in the administration of self managed superannuation
funds

19. The Government has recently initiated significant changes that will
assist the Tax Office to administer SMSFs and to simplify applicable
administrative functions for SMSF trustees. On 15 March 2007, the Tax Laws
Amendment (Simplified Superannuation) Act and related legislation received
Royal Assent. Changes introduced by the amending legislation include:

J streamlined reporting requirements;

° the introduction of a trustee declaration form to ensure that new
trustees, or directors of corporate trustees, understand their duties as
trustee of a SMSF;

. new administrative penalties for late returns and false statements; and

° increases in the superannuation supervisory levy from $45 to $150 to

recover the Tax Office’s regulatory costs.

20. These changes will generally apply from 1 July 2007. The Tax Office
advised that some of the recommendations in this report will be satisfied by
changes it is proposing to make as part of implementation of the Simplification
Superannuation legislation.

The Tax Office’s self managed superannuation fund role and
responsibilities (Chapter 2)

21. To provide the Parliament and the public with assurance the Tax Office
is fulfilling its role as the SMSF regulator, it is important the role of the Tax
Office is defined clearly and conveyed publicly, and that the Tax Office reports
the actions it undertakes to discharge its role.

22, When the Tax Office was given responsibility for regulating SMSFs in
1999-2000, the Government specified that the Tax Office was to ensure that
SMSFs complied with the non-prudential requirements of the superannuation
law. Following changes made to the SISA in 2004, the Tax Office sought legal
advice to clarify whether its regulatory role encompassed any prudential
supervisory responsibilities. This advice indicated that the SISA does not make
it clear whether or not the Commissioner of Taxation has a prudential
supervisory function. The Tax Office was advised that legislative amendment
to the SISA and or SIS Regulations would assist in clarifying the Government’s
policy intent regarding the Tax Office’s interpretation of its prudential
supervisory responsibilities.
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23. Subsequently, the Tax Office approached the Treasury in 2004-05 and
in 2005-06 to clarify whether it had a prudential role under the SISA.
Following consultation with the Treasury, the Tax Office determined that
although there are a number of provisions of the SISA that have a ‘prudential
flavour’, its role does not extend to reviewing or commenting on specific
investment strategies prepared by SMSF trustees, or whether SMSFs are
financially sound.

24, The Tax Office’s position and hence operating approach to investment
strategies, is influenced by the large number of funds it regulates and as such
differs to APRA’s approach. APRA considers it has a responsibility for
ensuring trustees’ have properly formulated their investment strategies as set
out in trustee documentation and that this can be demonstrated through
practical implementation. Where an investment strategy or the investments
appear to be significantly inappropriate, APRA advised it would work with
trustees to ensure an appropriate strategy was formulated, and, where
required, would consider legislative options under the SISA to ensure the
situation was remedied, including disqualification of the trustees.

25. The Tax Office’s approach is, however, consistent with past Tax Office
practice and the Government’s original policy intent. This intent specified that
whilst SMSFs are a key vehicle in the accumulation of retirement savings, they
do not require onerous prudential supervision as members should be able to
protect their own interests.

26. The process the Tax Office undertook to clarify its role and
responsibilities was useful in providing additional clarity regarding its
regulation of SMSFs. Notwithstanding this, in order to provide legislative
clarity of the Tax Office’s role and thus support the current interpretation of its
prudential supervisory responsibilities, the ANAO considers the Tax Office
should consult with the Treasury in due course to assess the benefits of further
refining the SISA.

27. As noted, this sector of the superannuation industry accounts for
approximately one quarter of all superannuation savings. Notwithstanding the
potential impact of Simplification Superannuation amendments, it is important
that members and potential members of SMSFs understand the limited extent
of the Tax Office’s prudential supervision of these funds.

28. The Tax Office advised that it is in the process of developing a new
publication which will assist to clarify its role and responsibilities for the
public. The ANAO considers that over time the Tax Office should also enhance
ANAO Audit Report No.52 2006-07
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its wide range of existing SMSF documentation to be consistent with the new
publication.

29. The coordination between the Tax Office and the Treasury regarding
the timely identification and resolution of issues relating to the interpretation
and application of legislative requirements is an important element of the
effective regulation of SMSFs by the Australian Government. Examples such as
the extent of the Tax Office’s prudential responsibilities and the treatment of
instalment warrant products as legitimate SMSF investments have been
identified by the Tax Office as requiring clarification by the Government.

30. The ANAO acknowledges the steps taken by the Tax Office, as part of
its review of SMSFs in late 2005, to resolve such issues. However, the ANAO
considers, especially in regard to the treatment of instalment warrants, the Tax
Office could have established its position on this issue sooner, which may have
led to a more timely resolution, and minimised the potential for public
uncertainty.

31. As the Tax Office’s SMSF intelligence capability develops, it should
have a continuing focus on risks posed by emerging investment products,
especially those targeted at SMSFs. Clearly defined processes and procedures
should be in place to enable the Tax Office to identify and advise the Treasury,
and the Government generally on a timely basis, of key risks to the effective
operation of relevant superannuation legislation. Where required, the Tax
Office should develop and promulgate relevant educational material relating
to products utilised by SMSFs.

Other aspects of the Tax Office governance of the self managed
superannuation fund regulatory function (Chapter 3)

32. An important aspect of managing the effective allocation of the Tax
Office’s finite SMSF regulatory resources is to identify which administrative
functions are required and, given all SMSFs pay a supervisory levy which is
intended to recover the Tax Office’s costs, to cost these functions appropriately.
The Tax Office did not have adequate systems in place between 1999-2000 and
2002-03 to record budgets or actual expenditure for SMSF regulation. It has
significantly changed the methodology it uses to determine its expenditure
and develop its budgets from 2003-04 to 2005-06.

2 An instalment warrant is a derivative based product where investors are able to purchase assets in two

payments: one payment upfront, generally representing 50 percent of the purchase price and one
payment during the end of a defined period which includes interest and fee costs.
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33. A key aspect of funding the regulation of the superannuation industry
is that the costs of regulation should be borne by those who benefit from it.'> In
the case of SMSFs, the costs should be borne by the funds’ trustees. Through
the Superannuation (Self Managed Superannuation Fund) Supervisory Levy
Imposition Act 1991, a $45 levy (per fund per annum) was introduced, to cover
the Tax Office’s regulatory costs.

34. However, since the levy was introduced in 1999-2000, there are a
number of indicators that the levy has not been operating on a cost recovery
basis. Specifically, the expenditure on SMSF regulatory activities has never
been commensurate with levy revenue; the levy is not tied to the Tax Office’s
funding base; the Tax Office has not complied with reporting requirements set
out in the Australian Government Cost Recovery Guidelines for cost recovered
revenues; the absence of an effective cost allocation system has inhibited the
Tax Office’s capacity to accurately determine its regulatory costs; and, the levy
rate ($45) has not been adjusted despite changes in the cost of regulation.

35. On 5 September 2006, the Government announced the levy rate will be
increased to $150 per fund per annum to cover the increased costs of SMSF
regulation. The explanatory memorandum to the Simplification Superannuation
legislation confirms the revised levy is to recover costs. The ANAO considers
that, for the Tax Office to fulfil its obligations, it should undertake steps to;
determine if the levy will operate on a partial or full cost recovery basis and
develop arrangements with the Treasury to regularly review the levy rate;
develop and implement procedures to collect un-remitted levy payments from
SMSF trustees; and report publicly on the cost of SMSF regulation and the
revenue collected through the levy.

36. The ANAO examined the Tax Office’s interaction with other
superannuation regulators. On the whole, the Tax Office’s relationship with
the other regulators appears to be working well. The ANAO noted the
Memorandum of Understanding between the Tax Office and APRA had lapsed
in 2003 and was only updated in May 2007.

37. Since the introduction of SMSFs, the Tax Office has worked to foster a
constructive relationship with the superannuation industry and other

3 For discussion about the funding of regulatory services see S.Wallis, March 1997, Financial System

Inquiry Final Report, p.532.
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stakeholders. Based on the interviews with SMSF stakeholders!, the ANAO
considers that, overall, the Tax Office’s relationship with these stakeholders is
sound.

38. Important elements of robust governance are effective corporate and
business planning, risk management and reporting processes which provide
assurance that all corporate objectives and planning documentation are
aligned and mutually supportive.

39. The Tax Office’s business planning, risk management and reporting
processes generally are sound. However, the ANAO considers that the Tax
Office needs to improve the quality of the SMSF data collected from its systems
to ensure business decision making processes are robust. The Tax Office
advised it is in the process of improving the quality of the data, and the
intelligence it derives from that data.

40. There are large numbers of SMSF trustees that do not lodge their fund
income tax and regulatory returns on time, or at all.’® For this reason, the Tax
Office derives an estimate of SMSF assets using return forms that have been
lodged. The ANAO considers the reliability of the Tax Office methodology for
estimating SMSF assets could be improved by incorporating ‘inactive funds’
information currently recorded on other Tax Office systems and by comparing
original estimates with actual lodgement data when this becomes available.

41. The Tax Office advised it is introducing a lodgement program in
2007-08 which aims to improve the lodgement time of fund income tax and
regulatory returns from 70 to 94 per cent within 6 months of the due date. If
effective, this initiative should also improve the quality of SMSF statistical
information released publicly.

Registering self managed superannuation funds and issuing
notices of compliance (Chapter 4)

42. For a fund to be a complying fund the SISA states that two distinct
events must occur. First, a fund must elect to be a regulated fund'® within

The ANAO spoke to the following organisations during the audit: Institute of Chartered Accountants
Australia (ICAA), CPA Australia Ltd; National Tax and Accountants’ Association Ltd. (NTAA); Association
of Superannuation Funds of Australia Ltd. (ASFA); Investment and Financial Services Association
(IFSA); Australian Association of Independent Retirees (AIR); Self Managed Super Fund Professionals
Association (SPAA).

In the 2004-05 year, approximately 30 per cent of SMSFs did not lodge their income tax and regulatory
return on time. Approximately eight per cent of SMSFs have never lodged a return.

1 Paragraph 42(1AA) of the SISA.
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60 days after establishment through lodgement of an approved registration
form with the Tax Office. Second, the Tax Office must issue a notice of
compliance'’, to notify fund trustees their fund is a complying superannuation
fund.’® Without these two events occurring, a fund is not entitled to tax
concessions'® and any superannuation contributions made to the fund by an
employer may be subject to additional charges.

43. The ANAQ's analysis of SMSF data indicates that a small but consistent
proportion of SMSFs registered by the Tax Office do not appear to have met
some basic SISA requirements such as the number of members allowed in a
SMSF, that there are assets (of at least $1) set aside for the benefit of members
and that the SMSF reasonably complies with the SISA requirement to lodge a
registration form within 60 days of establishment.

44. Since January 2004, the Tax Office has been analysing information
contained on superannuation fund registration forms to determine whether
new funds comply with their registration requirements. At the time of the
audit, the Tax Office compiled and analysed this information on an
industry-wide level, but did not use it to assess whether individual funds are
complying with the SISA requirements in making a decision on whether to
‘register” the fund.

45. The current Tax Office approach to issuing notices of compliance,
coupled with indicative high-levels of non-compliance by SMSF trustees, does
not provide adequate assurance that SMSFs are fully complying with the SISA
requirements when issued with notices of compliance by the Tax Office.

46. The ANAO recognises the Tax Office must use a risk-based approach to
identify potentially non-complying funds, as it is not efficient or effective to
examine all new fund returns to determine whether they should receive
notices of compliance. However, to enhance its SMSF compliance assessment
process, the Tax Office could better utilise intelligence obtained at the point of
registration to assess individual SMSF compliance with their SISA
responsibilities prior to issuing the notice of compliance up to 18 months after
initial registration.

47. Similarly, under the SISA it is illegal for a disqualified person to
knowingly act as a trustee of a SMSF (or any other fund). To date, the Tax

' Sections 40 and 41 of the SISA.
'®  This occurs after the registered SMSF has lodged its first fund income tax and regulatory return.
¥ Tax concessions are received under subsection 26(1) of the Income Tax Rates Act 1986.
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Office, ASIC and APRA do not have a central register of all disqualified
persons. Such a register would, ideally, complement recent changes to the
SMSF registration form and minimise the likelihood that disqualified persons
can act as SMSF trustees.

48. The Register of Complying Superannuation Funds (RoCS) is a publicly
available list of complying funds. RoCS is an important control mechanism to
provide increased levels of assurance that transfers of superannuation assets
and contributions are only made to complying superannuation funds.

49, The Tax Office advised, during the audit, that it had commenced work
to implement a number of changes to improve the operation of RoCS
including: allowing the public real-time access to RoCS information; increasing
the amount of information contained on RoCS including the type of fund
registered and whether funds have received a notice of compliance; and
improving the RoCS search engine capability.

Recommendations

50. The ANAO made six recommendations aimed at improving the Tax
Office’s approach to regulating and registering SMSFs. The Tax Office agreed
to all of the six recommendations made.

Summary of Tax Office’s response

51. The Tax Office welcomes this review and considers the report is
supportive of the Tax Office’s overall direction in enhancing its administration
of SMSFs.

52. It is pleased that the ANAO report concluded that the Tax Office has
initiated significant improvements to the administrative and costing systems
that support its regulation and registration of SMSFs; as well as noting the
further changes to SMSF management practices in implementing the simpler
super reforms.

53. The Tax Office agrees with the six recommendations contained in the
report. Itis already making progress to address some of the recommendations
but notes that some will take time to complete given the need to implement
and bed down the simpler super measure and the redevelopment of the Tax
Office’s business system.

54. The Tax Office’s full response is at Appendix 1.
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Recommendations

Recommendation  To provide assurance that risks to the operation of self

No.1

managed superannuation fund (SMSF) policy and

Para 2.67 legislation are identified in a timely way, the ANAO
recommends that the Tax Office:

monitors information and intelligence collected
in relation to investment products targeted at
SMSFs; and

clearly defines the review processes and
procedures which will ensure it is able to
establish its position on a timely basis, and if
necessary, to advise the Department of the
Treasury of risks to the effective operation of
relevant superannuation legislation.

ATO response: Agreed
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Recommendations

Recommendation  To improve its accountability for the regulatory services

No.2

it provides to self managed superannuation funds

Para 3.26 (SMSFs), and to comply with the Australian
Government’s Cost Recovery Guidelines, the ANAO
recommends that the Tax Office:

in consultation with the Department of the
Treasury, clarify the extent to which the
Superannuation (Self Managed Superannuation
Fund) Supervisory Levy recovers the costs of
regulating SMSFs;

periodically reviews the levy rate to accurately
reflect Tax Office regulatory costs covered by the
levy in accordance with the Australian
Government Cost Recovery Guidelines;

examines the costs and benefits of developing
information systems which distinguish levy
revenue from other tax revenue;

develops and implements procedures to identify
and collect levy payments that are not remitted;
and

publicly report on the amount of annual levy
revenue collected and the Tax Office’s cost of
administering SMSFs, in accordance with the
disclosure requirements under the Government’s
Cost Recovery Policy.

ATO response: Agreed
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Recommendation  To improve the quality of Tax Office planning, risk

No.3

management and reporting relating to self managed

Para 3.54 superannuation funds (SMSFs), the ANAO recommends
the Tax Office improves the underlying data by:

reviewing SMSF data to determine its accuracy
and completeness; and

examining the costs and benefits of developing
systems, processes and controls to detect and
rectify anomalous data at the time it is entered
into Tax Office systems.

ATO response: Agreed

Recommendation  To provide more accurate self managed superannuation

No.4

funds (SMSFs) asset information to Government and the

Para 3.62 public, the ANAO recommends that the Tax Office:

incorporate information on “inactive” SMSFs in its
SMSF asset estimation model;

re- evaluate the number of active SMSFs after the
2007-08 Lodgement Program; and

regularly reconcile SMSF asset estimates with
actual lodgement data to improve the accuracy of
its estimating methodology.

ATO response: Agreed
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Recommendation
No.5

Para 4.40

Recommendation
No.6

Para 4.51

Recommendations

To provide increased assurance that the Tax Office
identifies SMSFs that do not comply with their
Superannuation  Industry  (Supervision) — Act 1993
requirements, and prevents those funds from receiving
complying status, the ANAO recommends that the Tax
Office:

. utilises the intelligence obtained from the SMSF
registration process to more accurately assess
SMSF compliance prior to issuing notices of
compliance; and

J develop and implement a  risk-based
methodology to assess SMSF compliance with
their obligations prior to issuing notices of
compliance.

ATO response: Agreed

The ANAO recommends that the Tax Office consult with
the Australian Prudential Regulation Authority, and the
Australian Security and Investments Commission to
assess the benefits in developing a central register of
persons who have been disqualified to act as
superannuation fund trustees.

ATO response: Agreed
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1. Introduction

This Chapter provides the background to the audit, presents contextual information
relevant to the Tax Office’s administration of self managed superannuation funds, and
outlines the audit’s objective and methodology.

Background

Superannuation

1.1 Superannuation is a long-term vehicle for building retirement savings,
and is a key element of the Government’s policies to address the financial
independence of Australia’s ageing population. The objective of Australia’s
superannuation system is:

...to assist and encourage people to achieve a higher standard of living in their
retirement than would be possible from the age pension alone, to ensure

Australians have security and dignity in their retirement.?

1.2 Superannuation is the largest financial asset of Australian households.?!
The level of superannuation savings has grown by 76 per cent over the last
5 years to $913.9 billion as at 30 June 2006.2> This significant increase in savings
has been underpinned by concessional tax treatment, including a tax rate of
15 per cent on the income of complying superannuation funds.? The projected
tax concessions applicable to superannuation were $15.9 billion in 2005-06,
representing the Australian Government’'s largest reported single tax
expenditure in that year.?

1.3 For taxation purposes, superannuation funds are defined in the
Superannuation Industry (Supervision) Act 1993 (SISA) to include schemes which
are for the payment of superannuation benefits upon retirement or death.

1.4 Superannuation funds are broadly categorised into those:

2 Explanatory Memorandum to the Tax Laws Amendment (Simplified Superannuation) Bill 2006, p.186.

#' The average balance of superannuation funds was $63 000 per household across all households in

2003-04. Nearly 75 per cent of households have some superannuation assets. See Australian Bureau of
Statistics, April 2006, Household Wealth And Wealth Distribution, Australia, 2003-04, p. 3.

2 Australian Prudential Regulation Authority, Statistics — Quarterly Superannuation Performance, June

2006. p. 5.

z A complying superannuation fund is defined under section 42 of the Superannuation Industry

(Supervision) Act 1993. Complying superannuation funds are taxed under the Income Tax Assessment
Act 1936 Part IX.

2 Department of the Treasury, 2005, Tax Expenditures Statement 2005, p. 8.
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(a) regulated by the Australian Prudential Regulation Authority (APRA):

- retail or public offer funds: offering products to the public
generally;

- corporate or employer-sponsored funds: for the benefit of
employees of the sponsoring entity;

- industry funds: for employees under a common industrial
award or working in the industry;

- public sector funds: for the benefit of government employees;
and

- small APRA funds: funds with fewer than five members which
are regulated by APRA.

(b) regulated by the Tax Office:

- self managed superannuation funds (SMSFs).

SMSFs

1.5 The regulation of SMSFs is a large and complex area of superannuation
administration. As at 30 June 2006, the Tax Office was responsible for the
supervision of some 320 000 SMSFs (98 per cent of all complying
superannuation funds), comprising 616 000 members? (approximately 2 per
cent of all superannuation member accounts?). Approximately one quarter (or
$209.9 billion) of all superannuation savings was invested through SMSFs. In
addition, an estimated $3.95 billion in tax concessions were made available to
SMSFs in the 2005-06 financial year.

1.6 Further information on the changes in the number and values of SMSFs
is shown in Figure 1.2.

1.7 To establish a SMSF, fund trustees must comply with a wide range of
provisions specified in superannuation legislation.?” In simple terms SMSFs, or
do-it-yourself funds, are generally superannuation funds:

o with fewer than five members (all of whom are trustees?);

% Commissioner of Taxation, Annual Report 2005-06, p. 180.

% As at 30 June 2006 there were some 28.9 million superannuation member accounts in Australia.

Z A more detailed description of the relevant provisions of the superannuation legislation is provided at

Appendix 1.

% Unless, for example, the member is subject to a legal disability (subsection 17A(3) of the SISA).
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° where no trustee of the fund receives remuneration from the fund or
any persons for duties or services performed by the trustee in relation
to the fund; and

. where no member is an employee of another member (unless that
member is a relative).

1.8 Although there is a large body of legislation that is relevant to SMSFs,
there are two principal legislative instruments that define the obligations of
SMSF trustees, and the regulatory role of the Tax Office. These are:

° the SISA; and

. Superannuation ~ Industry (Supervision) Regulations 1994
(SIS Regulations).

1.9 Aspects of the Tax Office’s regulatory responsibilities as defined by this
legislation are discussed in Chapter 2.

1.10 SMSFs must also comply with general trust law, as well as legislation
such as State and Territory Trustee Acts, the Corporations Act 2001, the Income
Tax Assessment Acts, the Surcharge Acts, the Superannuation Guarantee Acts
and the Family Law Act 1975. Although the ANAO was cognizant of SMSF
responsibilities under these Acts, they were not examined in detail as part of
this audit.

The SMSF regulatory framework

1.11  SMSFs were introduced on 8 October 1999%, following a Government
inquiry into the Australian financial services industry (the Wallis Inquiry).
Although elements of the Wallis Inquiry’s findings were not accepted in full by
Government, the inquiry’s findings provide useful insight into the current
superannuation regulatory framework, and the role and function of the Tax
Office within that framework.3

% Australian Government, Budget Paper No.2 1998-1999, at 1-107: Attachment D. The budget measure

was implemented pursuant to the Superannuation Amendment Act (No.3) 1999, Attachment E.

oA summary of the Wallis Inquiry’s findings is included in Appendix 2.
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112 A key outcome of the Wallis Inquiry was that a new category of small
funds, SMSFs, be established and their regulation be transferred from APRA to
the Tax Office.3! The inquiry provided a number of reasons why the Tax Office
was the most appropriate agency to manage SMSFs. These were that it:

. already had responsibility for ensuring taxation rules were met;

. had the resources and powers appropriate for this kind of regulation;
and

] would have a less onerous regulatory role than other comparable

regulators (for example APRA), as it should not have a “prudential’
regulatory role.*

1.13  The Tax Office’s responsibility for SMSFs was part of broader and more
significant regulatory change for the superannuation industry. Specifically, the
Government established a tripartite framework to regulate distinct aspects of
the superannuation industry, comprising APRA, the Australian Securities and
Investment Commission (ASIC) and the Tax Office. This framework is shown
in Figure 1.1.

* The recommendations of the Wallis Inquiry were used as a basis for drafting the Superannuation

Legislation Amendment Act (No.3) 1999. This Act introduced SMSFs and specified the Tax Office as
regulator.

% 5. Wallis, March 1997, Financial System Inquiry Final Report, pp. 333-334.
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Figure 1.1

Tripartite superannuation regulatory framework

Tax Office

Regulates only
SMSFs in
accordance with the
relevant provisions
of the SISA and SIS
Regualtions

Department of the
Aust. Treasury Aust.
Prudential Responsible for Securities

Regulation advising Government and
Authority on retirement income Investment
policy and taxation Commission

Regulates all other
superannuation

funds excluding SMSFs and

exempt public sector schemes

policy Financial services
consumer protector and
market integrity regulator

Ensures trustees are aware of their Promotes the confident and informed
obligations to members and that trustees participation of consumers in the financial
manage fund assets prudently system

Source: ANAO representation of regulators’ roles and responsibilities.

1.14 An important factor to provide assurance the superannuation industry
(including SMSFs) is regulated well is the effective coordination between the
three regulators. Effective coordination between the regulators is important, as:

. the three regulators are responsible for administering the same
legislation (the SISA and SIS Regulations). It is therefore important the
regulators work closely to ensure that this legislation is interpreted and
applied consistently (where applicable®); and

% Section 6 of the SISA specifies which provisions of the SISA are relevant to each regulator. There are a

number of provisions of the SISA that are common to some or all of the regulators.
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J superannuation legislation is regularly reviewed and amended and
often impacts on the attractiveness of certain superannuation fund
arrangements. Examples of this include the introduction of
Superannuation Choice; APRA licensing regime and more recently the
Simplification Superannuation laws.

1.15 The ANAO conducted interviews with APRA and ASIC as part of the
audit to examine the collaborative arrangements between these agencies and
the Tax Office. These arrangements are discussed in Chapter 3.

Context

The implications of using a SMSF as a retirement savings vehicle

1.16  There are a number of reasons why it is attractive for prospective fund
members to use SMSFs over other categories of superannuation investment as
a retirement savings vehicle. These include:

J Members are largely able to control their fund’s investments. Members can
potentially achieve higher returns on their fund assets than
professional fund managers. SMSFs also allow members to have
greater control over estate planning as they are more easily able to
influence the content of a fund’s trust deed;

o Fund fees. There is a perception that SMSFs do not generally attract the
fees charged by professionally managed superannuation funds. Some
members perceive that they are able to minimise the costs associated
with managing a SMSF. That said, there can be significant fees incurred
by SMSFs as discussed in paragraph 1.17; and

o Exemptions to invest in certain types of assets unavailable to other funds.’*
For example, business real property and leases between the fund and a
related party (involving business real property). There are also other
exemptions for SMSFs to invest in companies and unit trusts that meet
specific conditions prescribed by the SIS Regulations.

1.17 However, there are also a number of factors that fund members should
consider carefully before they select a SMSF as their retirement savings vehicle.
These include:

*  The ANAO notes that these exemptions also apply to APRA regulated funds with less than five

members.

ANAO Audit Report No.52 2006-07
The Australian Taxation Office's Approach to Regulating and Registering Self Managed Superannuation Funds

34



1.18

Introduction

Trustee investment experience. Trustees of a SMSF generally require time
and experience to make sound investment decisions to minimise the
risk of poor returns;

SMSF members do not have access to the Superannuation Complaints
Tribunal (SCT). The SCT is an independent tribunal set up to provide a
conciliatory forum for members of other superannuation funds;

SMSF members are not eligible for compensation for losses arising from
fraudulent conduct or theft (as specified under Part 23 of the SISA);

Significant penalties may apply if a fund is found to be non-complying. If the
Tax Office finds that a SMSF has not been complying with its
obligations under the SISA, the Commissioner of Taxation has the
discretion to tax at 45 per cent, the fund’s total assets and any income in
the year the fund is found to be non- complying;3

Members/trustees may be jointly liable for actions of other members/trustees;
and

SMSFs are generally only cost effective for fund members with sufficient
resources invested in the fund.® To be an effective retirement savings
vehicle, a SMSF should have sufficient resources to save for retirement.
This includes having enough resources to cover the administrative
costs of the fund, and minimise the risk of poor returns through the
effective diversification of fund assets. Tax Office data indicates the
annual cost of running a SMSF can range between $1 500 and $12 000.

The Tax Office, other regulators, and key superannuation

stakeholders® have provided education information to fund members on the

advantages and disadvantages of using SMSFs as a retirement savings vehicle.

Current SMSF environment

1.19

To obtain an understanding of the current SMSF environment, the

ANAQO assessed the data relating to SMSFs contained on Tax Office systems.
Although some of the data quality was poor, overall the data was reliable

35

36

37

Section 288A Income Tax Assessment Act 1936.
The amount of fund assets required for a fund to be viable is discussed further in Chapter 2.

These industry stakeholders are discussed in paragraph 1.33.
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enough to undertake trend analysis. Figure 1.2 highlights some of the
challenges faced by the Tax Office regarding its administration of SMSFs.38

1.20 As shown in Figure 1.2, there are a number of interesting trends in
relation to SMSF numbers and the amount invested in SMSFs. In particular:

e the number of SMSFs increased by some 109 000 between 2000-01 and
2005-06 (a 52 per cent increase);

e the total amount invested in SMSF assets increased by 169 per cent
between 2000-01 and 2005-06 (or $132 billion);

e there are approximately 87 500 SMSFs (or 35 per cent of all lodging SMSFs)
that have less than $200 000 of fund assets. ASIC consider that, as a guide,
the minimum investment for a SMSF to be cost effective is $200 000; and

e the average amount invested has increased by 77 per cent (from $370 000 to
$656 000).

*®  The ANAO examined Tax Office data as at 16 August 2006. The amounts included in Figure 1.2 will not

reconcile with information included in external publications such as APRA statistics, which derive SMSF
asset balances using an estimation methodology. This methodology is examined further from paragraph
3.56.
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The current administration of SMSFs

1.21  To provide a level of assurance that SMSFs comply with the SISA and
SIS Regulations, both the Tax Office and SMSF trustees must complete a range
of administrative activities and functions. A broad overview of these activities
and functions is shown in Figure 1.3.
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Figure 1.3

Tax Office and fund trustees obligations for SMSFs

Source:

1.22

Fund obligations Tax Office obligations

@® Execute trust deed Receive and process
registration form

@® Appoint trustees of SMSF
. Allocate SMSF an ABN/
@® Complete an investment
. 5 TFN

strategy that complies with

SISA requirements Issue letter to SMSF
@® Complete registration confirming registration
e List SMSF on Register

@ Set-up fund bank account of Complying Superannuation
Funds (RoCS)

Fund obligations Tax Office obligations

® Make changes to membership Receive and process relevant

= new members SMSF returns

- cxits income tax/regulatory
return

@® Accept contributions member contribution

= ¢ligible contributions statements
= rollovers & transfers Collect SMSF levy and late
lodgement penalty

@® Manage investments

> (Rl (St SHEtEE)y Collect and process auditor

= comply with investment contravention reports
restrictions

« separation of assets

Undertake compliance activity
education
@® Administer obligations audits / reviews

arm’s length transactions

= |odge relevant returns
= pay levy Undertake enforcement
= keep relevant records activity
« arrange annual audit disqualify trustees
® Pay benefits (where relevant) enforcable undertakings

make fund non-complying

Fund obligations Tax Office obligations

@ Notify regulator of Process notification to wind-up

intention to wind-up Assess whether SMSF has
@ Ensure all taxation and met all of its taxation and
other reporting obligations other reporting obligations
have been met Undertake compliance action
where nesessary
Remove SMSF from RoCS

ANAO representation of Tax Office information.

As discussed in paragraph 1.12, the Tax Office leveraged off its

existing resources to fulfil its role as the regulator of SMSFs. Whilst there are a
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number of areas within the Tax Office that contribute to the administration of
SMSFs, the Tax Office’s Superannuation Line is the main area responsible for
administering SMSFs. The Superannuation Line has a wide range of
superannuation administrative functions, from the Superannuation Guarantee
through to managing the introduction of the Government’s Simplified
Superannuation policy. Figure 1.4 is an abridged Superannuation Line
structure showing the areas examined during the audit.

Figure 1.4

Abridged Superannuation Line structure

Superannuation Line

éompliance Office of the
Chief Tax
Counsel

Client and Client

g contact
Services capability

Compli | L Government Liaison T gl
Y Super Simplification o e e e Management p

Funds Segment

Str'ategy

Key
Areas examined during Areas not examined
the audit

Source: ANAO interpretation of Tax Office information

1.23  The management of SMSFs is spread across a number of areas within
the Superannuation Line, which employed approximately 959 staff in 2005-06.
Some 292 Full Time Equivalent (FTE) staff worked in areas relevant to SMSFs
in 2005-06.

1.24  Other Tax Office Business Lines are also responsible for activities
linked to SMSF administration. For example, the Tax Office’s Operations Line
is responsible for the processing of fund income tax and regulatory returns. To
coordinate the various areas of the Tax Office responsible for aspects of
superannuation administration, the Superannuation Line established a
Superannuation Product Committee to oversee the management of all
superannuation products (including SMSFs). Membership comprises all Tax
Office Business Lines that deal with superannuation issues.
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1.25  While the ANAO briefly examined the functions undertaken by other
Lines in the Tax Office, the audit focused predominantly on areas within the
Superannuation Line as shown in Figure 1.4.

Recent developments in the administration of SMSFs

1.26  As part of a series of ongoing reforms to simplify and streamline the
Superannuation system, the Government has recently initiated significant
changes that will assist the Tax Office to administer SMSFs and to simplify
applicable administrative functions for SMSF trustees. On the 15 March 2007,
the Tax Laws Amendment (Simplified Superannuation) Act 2007 and related
legislation received Royal Assent. Changes introduced by the amending
legislation include:

. streamlined reporting requirements;

° the introduction of a trustee declaration form to ensure that new
trustees, or directors of corporate trustees, understand their duties as
trustee of a SMSF;

. new administrative penalties for late returns and false statements; and

J increases in the superannuation supervisory levy from $45 to $150 to

recover the Tax Office’s regulatory costs.

1.27  These changes will generally apply from 1 July 2007. The Tax Office
advised that some of the recommendations in this Report will be satisfied by
changes it is proposing to make as part of implementation of the Simplification
Superannuation legislation.

Audit objective and methodology

Audit objective

1.28 This is the first of two audit reports concerning the Tax Office’s
administration of SMSFs pursuant to the provisions of the Superannuation
Industry (Supervision) Act 1993.

1.29  This audit report examines the efficiency and effectiveness of the Tax
Office’s approach to regulating and registering SMSFs. Specifically the ANAO
examined the:

. environment in which SMSFs operate, including the Tax Office’s
regulatory roles and responsibilities;
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J Tax Office’s governance of its SMSF regulatory role; and

J systems, processes and controls the Tax Office uses to register SMSFs,
and enforce the lodgement of fund income tax and regulatory returns.

1.30  The second audit report, scheduled for tabling in the first quarter of
2007-08, will examine the efficiency and effectiveness of the Tax Office’s
approach to managing SMSF compliance risks. Specifically, the ANAO will
examine the process the Tax Office uses to:

o identify the risks relevant to SMSFs not complying with their
obligations under the SISA, including members accessing their
superannuation early;

o mitigate SMSF compliance risks; and
o wind-up funds.

1.31  Figure 1.5 shows the structure of the audit, including the areas covered
in each report.
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Figure 1.5

Structure of the audit and areas covered in each report

Chapter 1: Background and context Audit Report No. 2: Background and context

o Overview of the Tax Office and superannuation
o Description of SMSFs and regulatory framework
« Advantages and disadvantages of SMSFs

o Audit approach
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*® The Report No.2 structure is indicative and dependant on the finalisation of the audit.
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Audit methodology

1.32  The majority of the audit fieldwork for this audit was conducted from
June 2006 to September 2006. In addition to the review of relevant
superannuation documentation, the ANAO wundertook qualitative and
quantitative analysis of the data contained on a range of Tax Office
superannuation systems that are used to administer SMSFs. Interviews with
key Tax Office staff from the Superannuation and Operations Lines were also
conducted.

1.33  Interviews were held with stakeholders from the superannuation
industry®, representatives from the accounting professional bodies*, and
relevant Australian Government organisations* on aspects of the Tax Office’s
administration of SMSFs. Stakeholder views are discussed in Chapter 3.

1.34  We also undertook a review of the processes and controls applicable to
the management of SMSFs. This involved a review of relevant systems
documentation, change control and systems testing procedures.

1.35 The audit was conducted in accordance with auditing standards at a
cost to the ANAO of approximately $346 000.

Other relevant ANAO reports

1.36  This audit is the third in a series of audit reports into the Tax Office’s
administration of relevant aspects of the Australian superannuation system.
The other audits are:

° Audit Report No.17, 2005-06, Administration of the Superannuation Lost
Members Register; and
° Audit Report No0.39, 2004-05, The Australian Taxation Office’s

Administration of the Superannuation Contributions Surcharge.

1.37 The ANAO has also examined APRA’s regulation of superannuation
funds as part of Audit Report No.6, 2003-04, APRA’s Prudential Supervision of
Superannuation Entities.

0 National Tax and Accountants’ Association Ltd. (NTAA); Association of Superannuation Funds of

Australia Ltd. (ASFA); Investment and Financial Services Association (IFSA); Australian Association of
Independent Retirees (AIR); Self Managed Super Fund Professionals Association (SPAA).

“1 Institute of Chartered Accountants Australia (ICAA) and CPA Australia Ltd.

2 APRA, ASIC and the Treasury.
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2. Tax Office Self Managed
Superannuation Fund Role and
Responsibilities

This Chapter and Chapter 3 examine aspects of the Tax Office’s SMISF governance
framework. In this Chapter the ANAO focuses on the Tax Office’s role and
responsibilities under the Superannuation Industry (Supervision) Act 1993. The
ANAQO also examines whether the Tax Office identifies and reports on key policy and
legislative risks applicable to the effective requlation of SMSFs.

Introduction

21 The administration of SMSFs presents a significant challenge for the
Tax Office. In addition to the Tax Office taking over the regulation of SMSFs in
1999 (which was a new, unfamiliar, role for the Tax Office at that time), it also
became responsible for regulating large and growing numbers of SMSFs,
which are governed by complex superannuation legislation which can be
subject to differing interpretation.*

2.2 Within this challenging environment, the Tax Office has continually
sought additional resources to assist with its administration of SMSFs.# It is
also reliant on the cooperation of other regulators (APRA and ASIC) and key
industry stakeholders. It is therefore important the Tax Office has an effective
governance framework to provide assurance that its finite resources are
utilised efficiently, decisions made by the Tax Office’s senior management are
well informed, and it coordinates effectively with other superannuation
regulators and industry stakeholders.

Governance framework

2.3 Effective public sector governance comprises a number of generally
accepted principles which include: accountability, transparency, integrity,
stewardship, efficiency, and leadership.** Effective governance also takes
account of achieving results while remaining cognizant of risk. This makes risk

® See paragraphs 2.11 to 2.22 regarding the Tax Office’s responsibilities for areas relating to prudential

regulation.

* See paragraphs 3.5 to 3.8 regarding the Tax Office’s financial management framework for SMSFs.

% ANAO Better Practice Guide, Public Sector Governance and the Individual Office — Guidance.
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

management a key component of sound public sector governance and
practice.4

2.4 This Chapter and Chapter 3 take into consideration these principles.
This Chapter focuses specifically on the following areas of the Tax Office’s
administration:

J challenges faced by the Tax Office when it was given responsibility for
SMSFs;

° the Tax Office’s roles and responsibilities under the SISA as the
regulator of SMSFs; and

° the Tax Office’s identification and reporting of risks that impact SMSF

policy and legislation.

Challenges faced by the Tax Office when it was given
responsibility for SMSFs

2.5 Listed below are some of the difficulties the Tax Office inherited when
it became responsible for SMSFs.#” In summary, the Tax Office:

J assumed a new and unfamiliar regulatory role. The Tax Office
considered that its SMSF regulatory role was markedly different to
other areas of its tax administration, and the other superannuation
responsibilities it had at that time;

. became responsible for a sector of the superannuation industry that
was at the time suspected of high levels of non-compliance with their
obligations under the SISA%;

. was to regulate superannuation funds that had not received close
supervision by their previous regulators (the Insurance and
Superannuation Commission (ISC) and APRA); and

J was to oversee a sector of the superannuation industry that numbered
approximately 187 000 funds in 1998-99 and was growing at around

“ Discussion about the application of these principles to the Tax Office’s Superannuation Line are

discussed in Audit Report No.39, 2004-05, The Australian Taxation Office’s Administration of the
Superannuation Contributions Surcharge.

“ Appendix 3 provides an overview of the events that led to the transfer of 187 000 fund records from

APRA to the Tax Office.

8 n 1997, the Insurance and Superannuation Commission (ISC) undertook a survey of 1 000 excluded

funds to determine their compliance with the SISA. This survey found compliance issues with
approximately 20 per cent of those funds surveyed (see Appendix 3).
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470 funds each week. At the time, this was the fastest growing sector of
the superannuation industry with an annual asset growth rate of
approximately 23 per cent.

2.6 There were a number of other factors which impacted on and
challenged the Tax Office’s ability to administer superannuation in 1999-2000.
These are discussed in detail in Audit Report No.39, 2004-05, The Australian
Taxation Office’s Administration of the Superannuation Contributions Surcharge (the
Surcharge report), and include funding for:

] administration of superannuation. Between 1990-91 and 1996-97, the Tax
Office was made responsible for a number of superannuation
functions.* The Tax Office was asked to internally absorb a large
proportion of the costs associated with managing these functions; and

J implementation of A New Tax System (ANTS). In 1999 and 2000, Tax
Office resources were focused primarily on managing the introduction
of ANTS. The Tax Office advised that during the introduction of tax
reform, it did not focus on rigorous compliance action (for example
comprehensive tax audits) for tax practitioners. Rather, its compliance
activity focussed largely on education. The Tax Office extended this
compliance approach to its regulation of SMSFs.

2.7  Despite the factors noted above, the Tax Office’s established procedures
and processes to manage the timely transfer of small funds from APRA and
liaised with industry through the Self Managed Funds Industry Liaison Group.
The Tax Office effectively managed this transition to SMSF regulator, under
difficult circumstances, and in a timely way.

The Tax Office’s role and responsibilities under the SISA
as the regulator of SMSFs

2.8 The role of the Tax Office has its basis in the SISA and the SIS
Regulations. It is important the role of the Tax Office is defined clearly and
conveyed publicly to provide the Parliament and the public with assurance
that the Tax Office is successfully fulfilling its role as the SMSF regulator. It is
also important the Tax Office reports the actions it has undertaken to discharge
its role.

" These were the Superannuation Guarantee, Superannuation Holding Accounts Reserve, Reasonable

Benefits Limits, and the Lost Members Register.
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

2.9 The SISA and the SIS Regulations are complex, with a number of SISA
provisions and SIS Regulations common to either two or all of the
superannuation fund regulators. For this reason it is important all three
superannuation fund regulators understand each others role, and where there
are SISA provisions or SIS Regulations common to more than one regulator,
these provisions and regulations are interpreted and applied consistently to all
superannuation fund vehicles.

210 If the Tax Office’s role in relation to SMSFs is clearly defined it will
assist the Tax Office to fulfil and report on its obligations as a regulator of the
SISA, and clarify its accountabilities for its administration of SMSFs by the
Parliament and the public. A clearly defined Tax Office role under SISA will
also assist SMSF trustees and other relevant stakeholders to understand their
obligations, and whether they are likely to demonstrate compliance with the
SISA.

What does the Tax Office’s regulatory role encompass?

211  During the Wallis Inquiry*® there was debate over the type of regulatory
role the Tax Office should have if it was to regulate small funds. In particular
there was discussion over whether the Tax Office should have a ‘prudential
regulatory role’. When the Tax Office was given responsibility for the
regulation of SMSFs in 1999-2000, the Government accepted in principle the
recommendations of the Wallis Inquiry.' The final report advised the Tax
Office was not intended to have a prudential regulatory role. Specifically, the
inquiry stated:

...as self managed funds, they should not be subject to prudential regulation.

To apply prudential regulation in such circumstances is impracticable.

Moreover, it should be made clear that such schemes are conducted entirely at

the risk of the beneficiaries — in relation to financial safety, there should be no
regulatory assurance attaching to such schemes.>

212 The Government’s policy regarding the Tax Office’s regulatory
responsibilities was clarified with the introduction of the Superannuation
Legislation Amendment Bill (No.3) 1999. In his second reading speech for this
Bill, the then Minister for Financial Services and Regulation stated that:

®  See Appendix 3 for a brief overview of the Wallis Inquiry and its findings.

" Senator the Hon. Rod Kemp, 15 April 2007, The Launch of the Australian Taxpayer’s Association

Manual entitled ‘Do it Yourself Superannuation’, Windsor Hotel Melbourne.

2 5.Wallis, March 1997, Financial System Inquiry Final Report, p. 334.
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The ATO will have responsibility for ensuring that self managed
superannuation funds comply with the non-prudential requirements of the
superannuation law and APRA will continue its more extensive role as the
prudential regulator of all other funds. %

213 However, the explanatory memorandum to that Amendment Bill,
rather than confirming the Tax Office does not have any prudential
responsibility within its regulatory role, specified that:

As members of self managed superannuation funds will be able to protect
their own interests these funds will be subject to a less onerous prudential
regime under the SIS Act [emphasis added].

214  The clarity around the Tax Office’s role was complicated further by the
introduction of the Superannuation Safety Amendment Act 2004, following
which the Tax Office sought legal advice on its roles and responsibilities, and
also wrote to the Treasury to clarify its role.

215 This advice stated that it was unlikely the Commissioner of Taxation
could be held liable for losses incurred by fund members as a result of SMSFs
being in an unsatisfactory financial position. However, it also stated the SISA
does not make clear that, as a matter of Australian Government policy, the
Commissioner of Taxation does not have a prudential supervision function. It
suggested that the Australian Government may, therefore, wish to review the
terms of the SISA and seek appropriate amendments to make clear that the
Commissioner has a regulatory rather than prudential function.

216  As part of a review of its compliance capability in June 2005, the Tax
Office took this advice into consideration. This internal review found that:

The scope of the Tax Office’s role in regulating SMSFs was not well
understood (especially in regard to the potential [prudential] role of the Tax
Office).

217  The Tax Office sought to mitigate this risk by sending a minute to the
Treasury to clarify its responsibilities. The Tax Office also recommended to the
Treasury that the law (SISA) would need to be clarified at an appropriate time.
The Treasury responded in September 2005 and stated that:

% Australia, House of Representatives 2000-01, Superannuation Legislation Amednment Bill (No.3) 1999

House of Representatives Second Reading Speech by the Hon. Joe Hockey, Minister for Financial
Services and Regulation, 31 March 1999, p. 4040.

% The Tax Office sought legal clarification on the changes made by Superannuation Safety Amendment

Act 2004 to the SISA. In particular the changes made to section 130 of the SISA, prompted the Tax
Office to examine its prudential responsibilities. This specific issue is discussed further in paragraphs
2.23t02.43.
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

The Commissioner [of Taxation] is responsible for ensuring that SMSFs
comply with all the provisions applying to SMSFs under the SIS Act and
associated regulations, as referred to in section 6 [of the SISA]. The Tax Office
is responsible for ensuring compliance with these provisions even though
some provisions could be considered to have a prudential element, for
example, provisions restricting disqualified persons from being trustees.5

218 The Tax Office undertook a review in November 2005 of its
administration of SMSFs (the 2005 SMSF review), and identified several areas
that required either improvement or clarification. One of the areas identified
by the Tax Office as requiring further clarification was its prudential
responsibilities.

219  The Tax Office identified a potential gap between its intended role (as
defined in the Wallis Inquiry) and the SISA.

Prudential supervision in respect of SMSF investments would require the
Commissioner [of Taxation] to monitor whether appropriate risk management
processes are in place and are reviewed regularly by trustees. It would also be
necessary to determine whether particular investments constitute a high level
of risk to the fund.

...These prudential responses would require significant changes to our
regulatory approach and require further resources as well as additional
skilling for existing Tax Office staff.5

2.20 Further to these comments, the Tax Office noted that if it has such
prudential responsibilities, it would not have the same legislative protection as
APRA has under its Australian Prudential Regulation Authority Act 1998. That is,
APRA is protected from liability in respect of anything done, or omitted to be
done, in the exercise of powers, functions or duties under a law of the
Commonwealth.

221 In its 2005 SMSEF review, the Tax Office also notes that the SISA
provides the Tax Office, in its regulatory role, with the same prudential powers
as APRA. The Tax Office concluded that:

Without clarification of the intended extent of the Commissioner’s prudential
responsibilities, we will continue to operate without the full confidence that
our approaches are consistent with the Government’s expectations.

% Letter from The Treasury, 14 September 2005, Regulation of Self Managed Superannuation Funds, to

the Tax Office.
% Tax Office, November 2005, Self Managed Superannuaton Funds — Review of Self Managed

Superannuation Funds, p. 23.
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The SIS Act provides the Tax Office with the same powers as APRA, however
if the Commissioner is to perform a regulatory role which accords with the
expectations of the Wallis report, this would need to be reflected in the
relevant legislative provisions.*

2.22 The ANAO notes that legislative changes to clarify the intended extent
of the Commissioner’s prudential responsibilities have not been scheduled as
part of Simplification Superannuation changes. However the Tax Office has
sought to clarify its prudential roles and responsibilities since its 2005 SMSF
review (and during this audit).

The Tax Office’s interpretation of its role and the extent of its
prudential responsibilities

2.23  Although the view of the Wallis Inquiry was that the Tax Office should
not have a prudential role regarding the regulation of SMSFs, the Tax Office
has acknowledged that it is responsible for certain provisions under the SISA
that have a “prudential flavour’. These include:

J the disqualification of trustees from SMSFs where they are not ‘fit and
proper persons’;

J accepting undertakings from trustees regarding the rectification of
SISA contraventions;

° freezing fund assets to minimise the risk of the loss of fund member’s
retirement assets; and

J enforcing the restrictions on in-house assets (see paragraph 5 of
Appendix 2).

224 The Tax Office considers, however, that its prudential role does not
extend to determining whether the investment strategy and specific
investment decisions made by SMSF trustees are in accordance with the SISA,
nor does it see its role as extending to an oversight of the financial position of
SMSFs. Since 2004 the Tax Office has sought to obtain assurance from the
Treasury that certain provisions of the SISA are consistent with this
understanding of its prudential supervisory responsibilities. In particular
whether the Tax Office had a:

. responsibility to examine if SMSFs have an investment strategy in place
and the potential risks associated with those investment strategies; and

*  Tax Office, November 2005, Self Managed Superannuation Funds — Review of Self Managed

Superannuation Funds, p. 24.
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

. broad prudential role to review whether SMSFs are in a financially
satisfactory position. The fund’s auditor has an obligation to advise the
Tax Office if a fund is not in a financially satisfactory position via the
lodgement of an Auditor Contravention Report (ACR).

SMSF investment strategies

2.25 Investment strategies are a requirement for all superannuation funds
(see paragraph 6 of Appendix 2) and are represented in the SIS Regulations as
operating standards (SIS Regulation 4.09). These operating standards state that
trustees must formulate and give effect to an investment strategy, and that this
strategy must have regard to the whole of the circumstances of the fund
including the:

. risk involved with investing in particular assets;

° diversification of the fund’s investments;

° liquidity of the fund’s investments; and

o ability of the fund to discharge current and future liabilities.

226 A contravention of an operating standard is an offence that is
punishable by a fine upon conviction as set out in SISA Part 3.

2.27  Following passage of the Superannuation Safety Amendment Act 2004, the
Tax Office re-examined its responsibilities, and identified that it may have a
prudential role in examining one of the key elements of SIS Regulation 4.09. In
particular, whether SMSFs have paid adequate regard to the risk involved in
investing in particular assets.

2.28 The Tax Office sought clarification from the Treasury on this matter in
2005. The Tax Office advised the Treasury that if it did have a prudential role
to assess whether particular investments constituted high levels of risk to
SMSFs, it would represent a significant change to the Tax Office’s regulatory
approach at that time, and would require additional resources to manage this
regulatory function.

229 During the course of the audit (February 2007), and following
consultation with the Treasury, the Tax Office advised the ANAO that:

The Tax Office’s view of the application of regulation 4.09 is that it requires
trustees to formulate and implement an investment strategy that has regard to

% SIS Regulation 4.09.
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a number of factors, including risk, exposure, diversification and liquidity. The
regulation does not require the investment of the fund to be diversified, or to
be liquid, or to be free from risk. It simply requires that the trustee has regard
to these issues in formulating an investment strategy.

In practice, the Tax Office would see the failure to formulate and/or implement
an investment strategy as a breach of this operating standard. The action we
might take in the face of such a contravention would depend on the overall
circumstances of the fund.

If an investment strategy was formulated, but there was evidence that the
trustee had not had regard to the relevant considerations set out in regulation
4.09 the Tax Office would not view that as a contravention of the regulation.
However we may informally suggest that the trustee review this for their own
benefit.

230 The ANAO notes the Tax Office’s interpretation is influenced by the
large number of funds it regulates and hence differs to APRA’s view of its
responsibilities defined within the same legislation. APRA expects
consideration of risk, exposure, diversification and liquidity to be set out in
trustee documentation and demonstrated through the documentation and
practical implementation of the investment strategy. Where an investment
strategy or investments appear significantly inappropriate having regard to the
circumstances of a fund, APRA advised it would work with trustees to ensure
an appropriate strategy was formulated without loss to the members.

2.31 APRA also advised that where it considered the trustees could not be
relied on to remedy the situation, it would consider legislative options under
the SISA including disqualification of the trustees.

2.32 The Tax Office’s interpretation is, however, consistent with past Tax
Office compliance approaches which are based on the initial policy intent of
the Government following the Wallis inquiry. In applying this interpretation
the Tax Office does not take a proactive approach in seeking resolution of
apparently inappropriate investment strategies having regard to the
circumstances of the fund. An example of how the Tax Office has applied this
approach is shown in the Case Study below.
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

Case Study

Background

In early 2006 the Tax Office commenced an audit into whether SMSF X'’s trustees illegally
loaned money to a member of the fund (a contravention of section 65 of SISA). The audit also
examined potential contraventions of the SISA relating to:

- lending money to a member of the fund without a written loan agreement and without
charging interest on the loan (section 109 of the SISA); and

- the sole purpose test by providing unsecured loans to a member of the
fund without a written loan agreement and with no requirement to pay interest on the
outstanding amounts (section 62 of the SISA).

Facts
SMSF X’s asset balance at its highest level in 2002-03 was $7 350.
$6 500 was loaned to a member of SMSF X over a two year period.

$3 050 was invested in ‘investment advice’ relating to a well known investment publication over a
two year period.

Result
Consistent with its past and present interpretation of its role under Regulation 4.09, the Tax

Office did not comment, or take any action on, whether SMSF X’s trustees had regard to risk,
diversification, liquidity, and liabilities when formulating the fund X’s investment strategy.

After the Tax Office’s investigation, the SMSF member receiving the loan repaid the loan with
interest to SMSF X. Although there were several breaches of the SISA, the Tax Office did not
seek to achieve a remedial solution having regard to the circumstances of the fund.

The ANAO notes that, ASIC considers, generally, for a fund to be cost-effective, a minimum of
$200 000 of fund assets is required (see Chapter 1).*® The highest asset balance at any time for
SMSF X totalled $7 350. Also, the Tax Office noted that the average running cost of a compliant
SMSF was from around $1 500 to $12 000 per annum.

If the funds circumstances remained constant it would be difficult for SMSF X to achieve a
sufficient level of diversification amongst its asset/s to minimise risk to the fund.

The only regulatory penalty available to the Tax Office in this case was to revoke the complying
status of SMSF X under subsection 40(1) of the SISA. The Tax Office exercised its discretion
under subsection 42A(5) of the SISA to allow the fund to maintain its complying status, as the
Tax Office considered that this penalty was too harsh.

Source: Tax Office case files

2.33 The ANAO considers that actions undertaken by the Tax Office to
clarify its responsibilities with the Treasury (and the Government) regarding
the examination and assessment of SMSF investment strategies were useful. As
noted in paragraph 2.15, legislative amendment to the SISA and or SIS
Regulations would further assist the clarification of the Government’s policy
intent regarding the Tax Office’s interpretation of SIS Regulation 4.09. The

% |n 2005-06 approximately 35 per cent of the total current number of SMSFs (or approximately 87 500

funds) had asset balances below $200 000.
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ANAO considers the coordination between the Tax Office and the Treasury
regarding the timely identification and resolution of difficult policy matters
(such as SIS Regulation 4.09) is an important element of the effective regulation
of SMSFs by the Australian Government.®

2.34  In addition to improving Tax Officers” understanding of their roles and
responsibilities, the clarification of SIS Regulation 4.09 should also improve the
public’s understanding of their responsibilities under the SISA, and the Tax
Office’s expectations as regulator. The ANAO considers the Tax Office should,
as a matter of good public sector management, communicate clearly its
interpretation of its roles under SIS Regulation 4.09 to the public, and the
compliance actions it will apply when dealing with SMSFs.

235 The Tax Office advised that it intends to issue a publication to
consolidate and clarify its roles and responsibilities to the public. The ANAO
considers that this publication could be used to state its position regarding SIS
Regulation 4.09.

Auditor contravention reports (ACRs)

2.36  Each year, all superannuation funds (including SMSFs) must undergo a
financial and compliance audit by an approved auditor.®! These audits are an
essential aspect of the overall approach to providing assurance that trustees of
the funds are complying with their SISA obligations.

2.37 Where an approved auditor discovers that SMSF trustees have
breached their obligations under the SISA®?, the auditor must advise the Tax
Office of the breach wusing an Auditor Contravention Report (ACR).
Importantly paragraph 130(1)(a) of the SISA (which was introduced as part of
the Superannuation and Safety Amendment Act 2004) prescribes that an approved
auditor must advise the Tax Office in writing when the approved auditor:

...forms the opinion that the financial position of the entity may be, or may be
about to become, unsatisfactory.

®  The coordination between the Tax Office and the Treasury regarding the timely identification of

legislative or policy issues regarding SMSFs is discussed from paragraph 2.49.

" An approved auditor may be: (a) the Auditor-General of the Australian Government, a state or territory

or (b) a registered auditor under the Corporations Law or be associated in a specified manner with a
professional accounting organisation (as prescribed in Sch 1AAA) (section 131 of the SISA, or SIS
Regulation 1.04).

2 Under paragraph 129(3)(b) of the SISA, an auditor is required to provide a written report to the Tax

Office where the auditor considers that it may affect the interest of the members or beneficiaries of the
SMSF.
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2.38 Following the introduction of the Superannuation and Safety Amendment
Act 2004, the Tax Office sought legal advice regarding whether it had a
broader, prudential role in ensuring that SMSFs are in a financially satisfactory
position. This advice indicated that the terms of the SISA suggest, on their face,
that the Commissioner does have a broader role in ensuring that SMSFs are in
a financially satisfactory position. This advice noted, however, that a court
would be unlikely to find the Commissioner either has a statutory duty, or a
common law duty of care, to exercise his powers under SISA and/or the SIS
Regulations to prevent a member of a SMSF suffering financial loss by
ensuring that the SMSF is in a financially satisfactory position.

2.39 Following discussions with the Treasury, the Tax Office clarified its
position in February 2007. The Tax Office considers the SISA does not provide
the Commissioner with powers to undertake any action in respect of the
unsatisfactory financial position of a SMSF, unless this indicated that a
contravention of a provision of the SISA had occurred, or was an indication
that the trustee was not fit and proper. This may be the case in some
circumstances.

240 The Tax Office’s view is that while it is not obliged to take action
directly in respect of these notifications, they form part of the overall picture in
respect of a SMSF that can be incorporated into its compliance risk
identification and profiling tools.

241  Similar to its approach to resolving interpretive issues with investment
strategies, the Tax Office sought to clarify its responsibilities regarding the
examination of ACRs with the Treasury, and also sought legal advice. While
the Tax Office’s interpretation of its prudential supervisory responsibilities
acknowledges some provisions of the SISA have a ‘prudential flavour’
(paragraph 2.23), it does not extend to reviewing or commenting on the
investment strategy and specific investment decisions made by SMSF trustees,
or whether SMSFs are financially sound.

2.42  These ‘exclusions’ are consistent with past Tax Office practice and the
Government'’s original policy intent, which specified that SMSFs do not require
onerous prudential supervision as members should be able to protect their
own interests. Notwithstanding, to support the Tax Office’s current
interpretation of its prudential supervisory responsibilities, and to provide
legislative clarity on the Tax Office’s role, the ANAO considers the Tax Office
should consult with the Treasury in due course to assess the benefits of further
refining the SISA.
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243 It is important that members and potential members of SMSFs
understand the limited extent of the Tax Office’s prudential supervision of
these funds. The ANAO also considers that to provide additional certainty to
SMSF trustees, their intermediaries, and to other SMSF industry stakeholders,
the Tax Office should clearly articulate its prudential supervisory
responsibilities under the SISA.

The Tax Office’s communication of its role and responsibilities

244 The ANAO considers that clarifying and communicating the Tax
Office’s roles and responsibilities publicly will assist SMSF trustees and
relevant stakeholders to comply with their obligations under the SISA.

245 The Tax Office has advised the ANAO that it considers it has clearly
communicated to the public its role and responsibilities under the SISA via
marketing and education products and industry speeches. The Tax Office
advised further that endorsement of the Tax Office’s understanding of its roles
and responsibilities, in the regulatory context of ensuring compliance with
SISA provisions, has been sought from the Treasury with a view to
consolidating key messages on this issue in a publication to be released in
2007.

246  The Tax Office has provided the ANAO with a statement of its roles
and responsibilities which notes that:

...the Commissioner [of Taxation] ensures that SMSFs comply with the SISA
and regulations. In practice, this means the Commissioner ensures SMSFs
comply with the legislation in their establishment and operation by
undertaking activities including;:

o ensuring SMSFs’ primary purpose is to generate a retirement benefit
for its members (that is, no remuneration for trustees or illegal early
access to benefits);

J checking that SMSFs are managed in line with the rules and
regulations in the relevant legislation;

o ensuring that SMSF trustees have prepared and implemented an
investment strategy; and

o reviewing the work of approved auditors to ensure that audits are
carried out with the appropriate integrity; and any contraventions are
reported to the Tax Office.

2.47  Although this role statement provides a broad outline of the Tax
Office’s role and responsibilities, it could be refined further to incorporate an
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Tax Office Self Managed Superannuation Fund Role and Responsibilities

explanation of the Tax Office’s regulatory responsibilities under
SIS Regulation 4.09 and SISA section 130.

248 The publication the Tax Office intends to release (paragraph 2.35)
should provide further clarification on its role and the extent of its prudential
supervisory responsibilities. The ANAO considers that over time the Tax
Office should also enhance its wide range of existing SMSF documentation to
be consistent with the new publication.

The Tax Office’s identification and reporting of risks that
impact SMSF policy and legislation

2.49  The Tax Office has demonstrated that where there has been uncertainty
about its role and responsibilities under SISA, it has sought to clarify these
issues with Government through the Treasury. The timely identification and
reporting of these risks to the Government, so action can be taken if necessary,
is an important aspect of the effective regulation of SMSFs, particularly as the
SMSF market is quite large and is evolving rapidly (see Chapter 1).

250 The ANAO acknowledges the work undertaken as part of the 2005
SMSF review (paragraph 2.18) and notes this review consolidates a number of
important issues that the Tax Office needed to identify for Government
consideration regarding the SMSF regulatory framework. It was also an
important element to initiate proposed changes to SMSF administration as part
of the Simplification Superannuation law reforms.

2,51 However, the ANAO considers that there have been aspects of the Tax
Office’s approach to identifying and reporting key SMSF risks to Government
in a timely manner that could have been better managed. An example is the
identification of key policy and legislative risks applicable to SMSFs investing
in instalment warrant products, as explained below.

Instalment warrants

2,52 Instalment warrants are a derivative based investment product
developed in the 1990s following the success of instalment receipt products
used in the sale of the Australian Government Bank and Telstra. In simple
terms, with an instalment warrant, investors are able to purchase assets (such
as shares) in two payments — one upfront (representing say 50 per cent of the
purchase price) and one either during or at the end of a defined period
(including interest and fee costs applicable to the unpaid portion).
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2.53  The principal benefits of SMSFs investing in instalment warrants are
that the full benefits of the assets (shares) such as ordinary dividends are
available upon payment of the first instalment, and interest/fee costs attached
to the instalment warrant are tax deductible. Importantly, dividends paid on
instalment warrant assets during the defined period are often applied towards
payment of the final instalment amount (loan), meaning that there may be no
significant cash-flow implications after the first instalment is paid. Thus, an
investor is able to effectively finance the purchase of a certain amount of shares
by depositing only a portion of the final cost and at the same time avoiding the
need to borrow the shortfall. This is an attractive strategy for superannuation
funds which are generally precluded from borrowing funds.

2.54 In recent times, there has been a significant growth in both the number
of instalment warrants in the market place and amounts invested. In the 2005
calendar year there were approximately 2 500 warrant products listed on the
Australian Stock Exchange with the turnover in these warrants valued at
$6.5 billion, up from $3.7 billion in 2004 (a 76 per cent increase in one year).

2.55 Recent media articles and promotional material indicates the continued
growth in SMSFs over the past three years has made SMSFs an attractive
market for instalment warrant issuers. The Tax Office advised that although it
does not have empirical data on the number of funds that have invested in
instalment warrants, anecdotal evidence received from major instalment
warrant issuers indicates that SMSF investment in instalment warrants
comprise a large portion of the total investment in these products.

Are instalment warrants a legal investment for SMSFs?

256  As discussed in Appendix 2, there are a number of obligations that a
SMSF must meet if it is to be considered a complying superannuation fund.
One of these obligations is that a complying superannuation fund cannot
borrow except in limited circumstances.®® This rule is designed to reduce the
risk to retirement income from funds gearing their investments. The
consequences of not complying with this requirement are serious, and could
result in civil and/or criminal legal action.®

2,57 Given the requirement that a SMSF may not borrow, a key
consideration for the Tax Office was whether the outstanding balance
following the initial deposit amount in respect of instalment warrants

8 SISA subsections 67(1) and (2).

SISA subsection 67(7).

ANAO Audit Report No.52 2006-07

The Australian Taxation Office's Approach to Regulating and Registering Self Managed Superannuation Funds

60



Tax Office Self Managed Superannuation Fund Role and Responsibilities

constituted a ‘borrowing’, which would mean that they are therefore not a
valid investment prescribed by the SISA.

2.58 Government agencies including APRA and the Tax Office as well as
other parties such as the Australian Stock Exchange and warrant issuers did
not challenge the general public perception that instalment warrants were a
valid investment for SMSFs following their increased popularity in the 1990s.
However, in 2002, APRA and the Tax Office became concerned that instalment
warrants may not be legal superannuation fund investments, and they issued a
joint press release stating that:

use of a fund’s existing equity holdings to purchase instalment warrants, may
breach section 67 of the Superannuation Industry Supervision (SIS) Act.®

2.59 Despite raising this concern, the Tax Office did not undertake further
examination to determine whether the instalment warrant products issued at
the time were legal SMSF investments, nor did it try to establish the extent of
SMSF investments in the product.

2.60 In early 2004 a taxpayer requested a product ruling relating to a
product similar to an instalment warrant®, to determine whether it was a legal
SMSF investment. This matter was referred to the Tax Office’s Senior Tax
Counsel in 2004. The Senior Tax Counsel’s advice stated that SMSF investment
in the relevant product was a breach of the SISA.

2.61 In April 2004, the Tax Office advised the Minister for Revenue and
Assistant Treasurer of the superannuation regulators’ past position on
instalment warrants, the advice provided by the Tax Office’s Senior Tax
Counsel, and the perceived high growth rate in the number of SMSFs investing
in instalment warrants reflected in the large amounts of capital invested in
these products.

The consequences of the Tax Office delaying the clarification of its position
regarding instalment warrants

2.62 Notwithstanding that the Tax Office expressed reservations about the
legitimacy of instalment warrants as investments for SMSFs in 2002, the delay
in establishing its position on the instalment warrant issue resulted in the
Government effectively facing limited choices to resolve the matter, being to:

% Australian Prudential Regulation Authority, Tax Office, 2002, Joint Media Release: Super Regulators

urge caution on instalment warrants, 16 December 2002.

% The product ruling requested related to a ‘property warrant’. This warrant was to be marketed to SMSFs

as a legal investment.
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2.63

retain the existing provisions of the SISA, which may have led to:

- Tax Office enforcement action and the imposition of severe civil
and criminal penalties being applied to large numbers of SMSFs
who had invested in instalment warrants; or

- the Commissioner applying his discretion under section 42A(5)
of the SISA to prevent the imposition of penalties on a large
number of SMSFs.

amend the SISA, either prospectively or retrospectively, to specifically
allow SMSFs to invest in instalment warrants notwithstanding the
inability under SISA of SMSFs to otherwise borrow funds.

The Australian Government’s position on this matter was clarified in

November 2006, when the Minister for Revenue and the Assistant Treasurer
stated that:

2.64

While the Regulators have concluded that investment in instalment warrants
by superannuation funds is not in keeping with the SIS Act, the practice is long
standing and widespread and superannuation fund investment comprises a
significant proportion of the instalment warrant market. The Government will
legislate to allow longstanding practice to continue, following consultation
with industry regarding the precise scope of amendments to the SIS Act.®”

On 22 May 2007, the Government indicated that it intends to legislate to

allow superannuation funds to invest in instalment warrants of a limited

recourse nature over any asset a fund would be permitted to invest in
directly.®® The ANAO notes that until the new legislation is passed by
Parliament, some uncertainty may have been created for the stakeholders with
an interest in instalment warrants, including;:

instalment warrant issuers®’;
the Australian Stock Exchange;
SMSFs that have investments in instalment warrants;

SMSFs that have investments in derivations to the instalment warrant
product but who may have not sought an Tax Office product ruling;

67

The Hon Peter Dutton Minister for Revenue and the Assistant Treasurer, Press Release No.078,

Investment in Instalment Warrants by Superannuation Funds, 3 November 2006.

68

The Hon Peter Dutton Minister for Revenue and the Assistant Treasurer, Press Release No0.066,

Investment in Instalment Warrants by Superannuation Funds, 22 May 2007.

69

Instalment warrant issuers include the Macquarie Bank, ABN AMRO, Westpac, and UBS AG.
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. those planning to invest in instalment warrants or derivations thereof;

° other instalment warrant investors who use the secondary market; and

o superannuation  industry  advisors, financial planners and
commentators.

2.65 The discussion on SMSF investment in instalment warrants products
illustrates the importance of the Tax Office having defined processes and
procedures to allow it to identify potential policy or legislative (SISA) issues
early for resolution, and if necessary communicate those issues to the Treasury
and the Government.

2.66  During the audit, the Tax Office advised that it had begun reorganising
its approach to collecting and analysing information to obtain more accurate
and timely SMSF intelligence. This information will assist in the identification
of key policy and legislative risks that will be communicated if necessary to the
Treasury and the Government as they arise. The Tax Office’s SMSF intelligence
capability should have a continuing focus on risks posed by emerging
investment products, especially those targeted at SMSFs.

Recommendation No.1

2.67 To provide assurance that risks to the operation of self managed
superannuation fund (SMSF) policy and legislation are identified in a timely
way, the ANAO recommends that the Tax Office:

. monitors information and intelligence collected in relation to
investment products targeted at SMSFs; and

. clearly defines the review processes and procedures which will ensure
it is able to establish its position on a timely basis, and if necessary, to
advise the Department of the Treasury of risks to the effective
operation of relevant superannuation legislation.

Tax Office response
2.68 Agreed

The Tax Office has always undertaken an active role in identifying risks that
affect SMSF policy and legislation and has always progressed areas of concern
to Treasury and co-regulators.

Further it has, and continues to, actively involve and engage both internal and
external stakeholders so as to identify possible risks, find solutions and, where
appropriate, advise the community. For example, through the Tax Office
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Superannuation Consultative Committee, the Tax Office engages in
continuous consultation and collaboration to seek views, advise on the
implementation of government policy on superannuation, and to resolve
issues by working together.

Given the importance the Tax Office places on this issue it has undertaken a
program of continuous improvement and, most recently, it restructured its
intelligence capability so as to identify risks in a more timely and accurate
manner.

Once an issue has been identified, the Tax Office has a structured process in
place that ensures the issue is escalated to Treasury and the co-regulators, as
appropriate. For example, in 2005 the Tax Office undertook a review of all
aspects of SMSFs, including the outcome of a number of benchmarking
projects and areas of concern. This document was later used by Treasury in its
formulation of SMSF policy that was used in the simpler super measure.

The Tax Office also has formal systems in place so that the community can be
advised in a timely manner, for example by the release of fact sheets,
ATO interpretive decisions (ATOIDs) and rulings. Examples of where the Tax
Office is improving assurances that can be given to the community include the
proposed release in July 2007 of Tax Office rulings on interpreting the SISA.
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3. Other Aspects of the Tax Office
Governance of the Self Managed
Superannuation Fund Regulatory
Function

This Chapter continues examination of the Tax Office’s governance arrangements
relevant to its SMSF regulatory responsibilities. In particular, it considers the Tax
Office’s: financial management of its SMSF regulatory function; interaction with other
superannuation regulators and stakeholders; and the Tax Office’s planning, risk
management and reporting framework.

Introduction

3.1 As discussed in Chapter 2, the Tax Office has regulated SMSFs in a
difficult environment. A fast growing SMSF population and complex
legislation places significant pressure on the Tax Office to manage SMSFs
effectively within its operational resource constraints.

3.2 In this environment, it is important the Tax Office has a robust
governance framework in place to manage its finite resources effectively,
manage its relationships with other relevant superannuation stakeholders well,
and to identify and mitigate risks to good management. The ANAO examined
the following aspects of the Tax Office’s governance framework:

o Tax Office’s funding arrangements for the administration of SMSFs;

o Tax Office interaction with other superannuation regulators and
stakeholders; and

° The Superannuation Line’s planning, risk management and reporting
framework for SMSFs.

Tax Office funding arrangements for the administration of
SMSFs

3.3 Administering large and growing numbers of SMSFs efficiently
requires the Tax Office to effectively allocate its resources. An important aspect
of managing the effective allocation of Tax Office’s finite SMSF regulatory
resources is to identify what administrative functions are required to regulate
SMSFs and to cost these functions appropriately.
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3.4  In accordance with reporting requirements it is also important the cost
of administering SMSFs is reported in a timely and accurate way as all SMSFs
pay a supervisory levy (the SMSF levy) which is intended to recover the costs
of the Tax Office providing its regulatory services. The ANAO examined the
Tax Office’s SMSF financial management framework and operation of the

SMSF levy.

SMSF financial management framework
3.5 Figure 3.1 provides an overview of Tax Office funding, expenditure
and SMSF levy collections since 1999-2000.7°

Figure 3.1

Tax Office SMSF funding, expenditure and SMSF levy collections from
1999-2000 to 200607
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Source: ANAO analysis of Tax Office information.

3.6 Based on the information contained in Figure 3.1 the following points
provide a broad overview of the Tax Office’s SMSF financial management

framework:

™ An overview of the Tax Office’s funding, expenditure and SMSF levy collections can also be found in
Appendix 4.
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. The Tax Office did not have adequate systems in place to record budgets or
actual expenditure for SMSF regulation between 1999-2000 and 2002—037*;

J The Tax Office has significantly changed the methodology it uses to determine
its expenditure from 2003-04 to 2005-06. For example, the large increase
in SMSF regulation expenditure between 2004-05 and 2005-06 is
attributed to a change in the methodology the Tax Office uses to
determine its expenditure, not an actual increase in expenditure;

. Tax Office funding has increased consistently between 2003—04 and 200607 .
The funding increase represents a $18.7 million (or a 30 per cent)
increase over this time period;

o Estimated SMSF levy collections’ have not increased in line with additional
Government funding for SMSF regulation. For example, in 2005-06, the
Tax Office received funding for SMSFs of $20.9 million compared to the
amount of revenue it estimated it collected through the SMSF levy of
$13 million; and

J Estimated levy collections have not matched Tax Office expenditure on
SMSFs. For example, in 2005-06 the Tax Office spent approximately
$30.5 million in regulating SMSFs. This compares to the $13 million it
estimated it collected through the levy.

3.7 The ANAO found that the Tax Office’s capacity to adequately
determine its SMSF funding requirements was also diminished between
1999-2000 and 2002-03 (the period that it did not record budgets or track actual
expenditure for SMSFs’ regulation).

The Tax Office’s current financial management framework for SMSF regulation

3.8 From 2003-04 the Tax Office undertook steps to improve its financial
management framework for SMSF regulation. This included the introduction
of systems to cost SMSF regulatory activities and track expenditure, which
were enhanced with the introduction of a Strategic Costing Framework (SCF)
to cost all superannuation products for the 2005-06 financial year. The SCF is
overseen by the Tax Office’s central Finance area, and considers SMSF
regulation expenditure across the whole of the Tax Office, applying a
consistent methodology to allocate direct and indirect costs. The SCF should

™ As Figure 3.1 shows, the Tax Office was not able to provide actual expenditure figures (light blue line)

between 1999-2000 and 2002-03.
™ The Tax Office is not able to provide actual levy collection figures. This issue is discussed in paragraphs

3.9 to 3.25.
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improve the Tax Office’s ability to determine the resources it uses to fulfil its
role as SMSF regulator.

Operation of the Superannuation SMSF Supervisory Levy

3.9 The Wallis Inquiry considered how the regulatory costs applicable to
SMSFs were to be funded. Its final report states that, as a general principle, the
costs of financial regulation should be borne by those who benefit from it,
through the imposition of a levy set at a rate that is proportionate to the
resources expended on the relevant regulatory services.”? Applying this
principle to SMSFs, the costs should be borne by the funds’ trustees at a rate
that reflects the Tax Office’s cost of providing regulatory services.

310 In 1998 industry raised concerns with Government that the levy
imposed on small funds was being used to subsidise regulatory activities on
larger funds. To address these concerns, the Government decided to
significantly reduce the levy on the majority of these funds from $200 to $45
when responsibility for excluded funds was transferred to the Tax Office. The
reduction in the levy was achieved legislatively through the Superannuation
(Self Managed Superannuation Fund) Supervisory Levy Imposition Act 1991.

311 The explanatory memorandum to the Simplification Superannuation
legislation, released publicly in December 2006, re-affirms the ‘cost-recovery’
view put forward in Wallis by stating that:

cost recovery of general regulatory oversight continues to be appropriate for
the entire superannuation industry.”

Has the SMSF levy been used to recover Tax Office costs relating to the
provision of SMSF regulatory services?

3.12  Although the expectation was that SMSF regulatory services would be
undertaken on a cost recovery basis, factors that indicate the levy may not
have been accurately linked to recovering the Tax Office’s costs for regulating
SMSFs include:

J Tax Office expenditure on SMSF regulatory activities has never been
commensurate with the revenue collected from the levy.” This is shown in
Figure 3.1. Incidentally, in 1999-2000 the Tax Office received funding

™ s, Wallis, March 1997, Financial System Inquiry Final Report, p. 532.

™ Explanatory memorandum to the Tax Laws Amendment (Simplified Superannuation) Bill 2006,

paragraph 8.187.

™ The accuracy of the levy revenue collections is discussed further in paragraph 3.17.
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based on costs of $56.55 per fund per annum. This is $11.55 more than
the levy rate;

the levy is not tied directly to the Tax Office’s funding base. Currently all
levy revenue collections go into the Government’s consolidated
revenue account and are not linked to the Tax Office’s departmental
appropriation;

Tax Office has not complied with reporting requirements for cost recovered
revenues. The Government’s Cost Recovery Policy was introduced in
2002 and is detailed in Finance Circular No0.09/2005 and the associated
Australian Government Cost Recovery Guidelines for Regulatory
Agencies.” It specifies that all cost recovered revenues be separately
identified and published in a note to agencies’” financial statements.”
The Tax Office has not done this’;

Tax Office did not have a cost allocation system in place between 1999-2000
and 2002-03 for SMSF regulation and it has significantly changed its SMSF
cost allocation system from 2003-04 to 2005-06.” This has precluded it
from being able to calculate an appropriate levy amount; and

Tax Office costs of administering SMSFs are not regularly reviewed to
determine whether the levy rate is correct or needs to be adjusted. Unlike
APRA, which in conjunction with the Treasury undertakes periodic
reviews of the amount of its supervisory levy®, the Tax Office does not
review whether its levy collections cover its costs.

Clarification of the SMSF Levy

3.13 Based on the information contained in Figure 3.1 it is apparent that the

cost of providing regulatory services for SMSFs is not currently, nor has it
historically been, commensurate with the apparent revenue collected from the
levy. In this context, the Australian Bureau of Statistics provided the following

76
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For further information refer to <http://www.finance.gov.au/finframework/fc_2005_09.html>.
This includes Annual Reports and Portfolio Budget Statements prepared by the agency.

The ANAO also notes that the Tax Office has not been included as part of the revised review schedule
for cost recovery arrangements listed on the Finance website for Finance Circular No.09/2005.

Refer to paragraph 3.6.
The last review of APRA’s levy occurred as part of Report of the Review of Financial Sector Levies -
Treasury and Australian Prudential Regulation Authority - October 2003.
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advice on what is classified as cost recovered revenue (or fee for service®'), and
what is classified as a tax:

If the payment is commensurate with the cost of the service provided, then it is
considered a fee for service [or cost recovery]. If it is clearly out of all
proportion to the cost of providing the service, then the fee is classified as a
tax.s2

3.14 Accordingly, in view of the intent of the Wallis Inquiry, and the recent
changes introduced by the Simplification Superannuation legislation, closer
monitoring of the extent of cost recovery by the levy would be appropriate.

Disclosing levy revenue collections

3.15 As discussed in paragraph 3.10, a factor leading to the review of the
levy rate in 1998 was industry concern over small fund levies being used to
subsidise regulatory activity for larger funds during the time when all funds
were regulated by APRA. Based on the information contained in Figure 3.1, it
is evident that the Tax Office did not track its expenditure on SMSF regulatory
activities between 1999-2000 and 2002-03. The Tax Office cannot, therefore,
provide assurance that for these years, its expenditure was equal to or greater
than the levy revenue it collected.

316 The ANAO considers that if levy collections were to be reported
separately and publicly, it would improve the Tax Office’s accountability
regarding the delivery of SMSF regulatory services. A number of issues that
make it difficult for the Tax Office to report levy collections accurately are
discussed below.

Difficulties in collecting and reporting on levy revenue

3.17 The Tax Office advised that the levy revenue figures shown in Figure
3.1 are most likely incorrect. The main reason for this is that although the Tax
Office requires SMSF trustees to remit the levy separately from other income
tax payments, many funds remit the levy and their income tax liabilities as a
single payment. This makes separating levy payments from other income tax

8 For the purpose of this audit, fee for service is synonymous with cost recovered revenues. This issue is

discussed in Auditor-General Audit Report No.7, 2006-2007, Visa Management: Working Holiday

Makers, p. 101.
8 | etter from Australian Bureau of Statistics to Australian National Audit Office, re: Performance Audit —

Visa Management: Working Holiday Matters, 31 August 2006.
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liability payments difficult.®> This problem is compounded if levy payments
for multiple years are submitted in one payment.

3.18 Consequently, the Tax Office is not able to provide accurate data on
levy revenue collections, and is only able to provide estimates. Importantly,
the Tax Office is not able to readily determine the value of levy payments that
have not been remitted, and which SMSFs have not remitted these payments.

3.19 Based on the number of fund income tax and regulatory returns that
have not been lodged, the ANAO estimates that since 2000-01 approximately
200 000 levy payments have not been remitted to the Tax Office. This is
equivalent to $8.5 million in levy revenues that have not been collected. This is
a conservative estimate, as it does not take into account the number of SMSFs
that lodge their fund income tax and regulatory return but do not remit their
levy payment.

Tax Office levy revenue collection practices

3.20 Since the introduction of SMSFs, the Tax Office has not sought to
recover levy payments that have not been made by SMSF trustees. The Tax
Office advised that this was due to the value of the levy ($45) being less than
the cost of undertaking the activity to recover unpaid levy amounts. Although
this approach may be inequitable to those SMSF trustees that do remit their
levy payments, the Tax Office’s approach is understandable given the large
number of SMSFs that would need to be pursued and the cost associated with
recovering outstanding levy payments.

Changes to the levy

3.21 The Treasurer announced on the 5 September 2006 the levy will be
increased as from 1 July 2007 to better reflect the cost of undertaking
regulatory activities. Specifically, the Treasurer announced that:

...the regulation of self managed superannuation funds (SMSFs) will be
improved by increasing funding to the Tax Office for compliance activities,
streamlining reporting requirements and other measures. The supervisory
levy will be increased to $150 which will place SMSFs on a similar cost
recovery basis as other superannuation funds.®

8 The ANAO notes that changes to the SMSF annual return to be implemented as part of Simplified

Superannuation mean that in the future all levy payments will be included as part of overall income tax
payments.

8 The Hon Peter Costello Treasurer, Press Release no.093, Simplified Superannuation—Final Decisions,

5 September 2006.
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3.22  The reasons for increasing the levy value to better reflect cost recovery
principles (paragraph 3.11) were clarified further in the explanatory
memorandum to the Simplification Superannuation legislation. This states that:

The current supervisory levy imposed on self managed superannuation funds
is $45 per annum. This amount has not been changed since 1999 and no longer
covers the cost of the ATO’s regulation of self managed superannuation funds
nor the expected costs of future regulation. The shortfall between the amount
levied and the ATO’s regulatory costs has, to date, been subsidised from
general tax revenue.

3.23 The introduction of the Simplification Superannuation legislation
confirms the revised levy is intended to recover costs. The explanatory
memorandum for this legislation includes a Cost Recovery Impact Statement
relating to the decision to raise the levy to $150. The Treasury advised in
February 2007 that the future collection of the levy by the Tax Office will
comply with the cost recovery guidelines.

3.24 The Tax Office advised in April 2007, that the revised levy may not be
sufficient to fully recover the cost of SMSF regulation (i.e. partial cost recovery
will continue). This means that any shortfall will continue to be subsidised
from general tax revenue. The ANAO considers the Tax Office should clarify
the extent to which the levy will recover the cost of its SMSF regulatory
services and amend current practice to comply with the Australian
Government’s Cost Recovery Guidelines.

3.25 The ANAO also considers that with the significant increase in the levy
rate the Tax Office should: examine ways to separate levy remittances from
other income tax remittances; and develop and implement procedures to
collect levy payments from funds that do not remit the levy.

% Explanatory memorandum to the Tax Laws Amendment (Simplified Superannuation) Bill 2008,

paragraph 8.192.
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Recommendation No.2

3.26

To improve its accountability for the regulatory services it provides to

self managed superannuation funds (SMSFs), and to comply with the
Australian Government’s Cost Recovery Guidelines, the ANAO recommends
that the Tax Office:

in consultation with the Department of the Treasury, clarify the extent
to which the Superannuation (Self Managed Superannuation Fund)
Supervisory Levy recovers the costs of regulating SMSFs;

periodically reviews the levy rate to accurately reflect Tax Office
regulatory costs covered by the levy in accordance with the Australian
Government Cost Recovery Guidelines;

examines the costs and benefits of developing information systems
which distinguish levy revenue from other tax revenue;

develops and implements procedures to identify and collect levy
payments that are not remitted; and

publicly report on the amount of annual levy revenue collected and the
Tax Office’s cost of administering SMSFs, in accordance with the
disclosure requirements under the Government’s Cost Recovery Policy.

Tax Office response

3.27

Agree

The Tax Office agrees to consult with Treasury to clarify the extent to which
the supervisory levy recovers the costs of regulating SMSFs.

The Tax Office will also work with Treasury to implement review processes so
that the levy continues to provide appropriate cost recovery of the Tax Office’s
functions in accordance with Australian Government Cost Recovery
Guidelines.

The Tax Office already has systems in place that distinguish SMSF levy
revenue from other tax revenue. This occurs via the Generic Accounting
System (GAS) which will operate until 2008. Work is continuing on the
development of the new system, Integrated Core Processing, which will
replace GAS, so that the levy revenue continues to be distinguished from other
tax revenue.

Various options are being considered about the collection of the existing
unpaid levy. Moving forward, the levy will form part of the income tax
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assessment and will be subject to the usual collection processes including that
of recovering outstanding debts.

Levy revenue and the Tax Office’s cost of administering SMSFs will be
reported in the Tax Office’s annual report, in accordance with the Australian
Government Cost Recovery Guidelines and financial reporting requirements.

Tax Office interaction with other superannuation
regulators and stakeholders

3.28 As part of its revised approach to regulation in 1999-2000, the
Government established a tripartite approach to the regulation of the SISA,
consisting of APRA, ASIC and the Tax Office.’ It was anticipated that this
approach would assist the three regulators to maintain close contact with one
another, and ensure they had a common interpretation of the relevant
provisions of the SISA. Each regulator must also have processes to track people
that the other regulators have disqualified and to ensure that these people do
not operate superannuation funds.

3.29  Given the finite resources the Tax Office has to regulate SMSFs, it is
imperative that it has effective processes in place to liaise with superannuation
and SMSF industry groups. The work undertaken by industry groups is also
an essential component of the Tax Office’s overall compliance approach, as
these groups are responsible for educating SMSF trustees and tax agents, and
for overseeing the performance and behaviour of approved auditors.

SMSF related committees and forums

3.30  Since becoming responsible for SMSFs, the Tax Office has established a
sound network of committees and forums to discuss issues affecting industry
and the other regulators. These committees and forums include:

e Superannuation Consultative Committee;

e Superannuation Technical Sub Committee of the National Tax Liaison
Group;

e Superannuation Funds Working Group;
e Software Developers Consultative Group; and

e Quarterly regulators meeting between APRA, ASIC, the Tax Office and the
Treasury.

%  Refer to Figure 1.1.
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3.31 The other superannuation regulators and stakeholders interviewed
during the audit consider that these committees and forums are an effective
way to communicate their views and concerns to the Tax Office.?

Relationship with other superannuation regulators

3.32  The Tax Office and the other superannuation regulators have actively
sought to establish and maintain a coordinated approach to regulating
superannuation funds. This is evidenced by the following initiatives:

o secondment of staff between ASIC and the Tax Office. This has resulted in the
mutual transfer of SMSF regulatory knowledge and practice between the
two agencies. There is also evidence that it has improved the day-to-day
communication between the two agencies and joint operations;

e joint compliance operations resulting in enforcement action on those fund trustees
that do not comply with their SISA obligations;

e joint media releases with the other regulators. The Tax Office and the other
superannuation regulators work jointly to produce press releases to
address community concerns about the interpretation of the SISA%; and

e joint development of educational material. The Tax Office provides the other
superannuation regulators with the opportunity to comment on the
educational material it produces before it is released publicly.

3.33  On the whole, the relationship between the superannuation regulators
appears to be working well. However, some stakeholders interviewed during
the audit did comment that there had been instances where APRA and the Tax
Office had inconsistent interpretations of the SISA.%

3.34 The ANAO also notes that ASIC and the Tax Office have an up to date
and comprehensive Memorandum of Understanding (MOU). However, the
MOU between APRA and the Tax Office was only recently updated.

3.35 The previous MOU between APRA and the Tax Office was developed
before the introduction of SMSFs. The MOU is intended to set out a framework
for co-operation between APRA and the Tax Office and to facilitate

¥ The individuals interviewed as part of this audit are listed in Chapter 1.

8 |ssues that have been addressed through joint media releases include early access to superannuation

benefits.

¥ An example given was the interpretation of paragraph 52(2)(f) of the SISA.
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co-ordination between the agencies in relation to superannuation matters
generally.

3.36 A Tax Office internal audit report completed in 2003 recommended that
the MOU between the Tax Office and APRA be amended and updated to
reflect the changing circumstances between the two regulators. In late
February 2007, the Tax Office advised that it had progressed discussions with
APRA and it was in the final stages of completing an MOU. An updated
version of the Tax Office’s MOU with APRA was completed in May 2007.

Relationship with industry

3.37 Since the introduction of SMSFs, the Tax Office has worked hard at
fostering a constructive relationship with the superannuation industry and
other stakeholders. Based on the interviews with SMSF stakeholders (see
Chapter 1), the ANAO considers that, on the whole, the Tax Office’s
relationship with these stakeholders is sound. Superannuation stakeholders
identified the following positive aspects of the Tax Office’s approach when
interacting with the superannuation industry:

e a willingness of the Tax Office to tailor its approach to SMSF regulation and
distinguish this from taxation administration;

e SMSF related publications and educational material are of a high quality.
Superannuation stakeholders considered that educational material
originally released in 2003 by the Tax Office addressed educational needs
of SMSF trustees at the time; and

e senior Tax Officers are available to present and provide technical advice to
stakeholders. A number of superannuation and accounting professional
associations have utilised Tax Office staff for SMSF conferences and
seminars. This has resulted in increased industry awareness of the Tax
Office’s role as SMSF regulator and its expectation of compliance levels by
SMSF trustees.

3.38 A number of issues were also identified by SMSF stakeholders, which
they considered if addressed by the Tax Office, could improve both the Tax
Office’s relationship with industry and overall SMSF compliance levels.
Stakeholders commented on the need for:

e improved SMSF statistical information. Stakeholders indicated that additional
statistical information on SMSFs would be useful. On 20 December 2006
the Tax Office commenced the publication of a quarterly Self managed
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superannuation fund statistical report. This report provides for the first time,
general information on the number of SMSFs being established, and being
wound-up;

o the development of a publicly available Approved Auditor Register. A number of
stakeholders indicated that the quality of work undertaken by some
approved auditors needs improvement. These stakeholders advised that
the construction of a publicly available Approved Auditor Register would
allow the professional associations to keep track of fund auditors and more
effectively target their education and advisory material;

e improvements to the Register of Complying Superannuation Funds (RoCS).
Superannuation stakeholders indicated they would like changes to RoCS,
including improvements to the quality and timeliness of the information
on the register. This issue is discussed in greater detail in Chapter 4; and

e information on outcomes of the Tax Office’s compliance activity. To assist
approved auditors, some stakeholders indicated they would like access to
the outcomes of the Tax Office’s SMSF audits and reviews. This includes
the Tax Office providing case studies of common compliance issues that
arise in audits, including penalties imposed on the trustees.

The Superannuation Line’s planning, risk management
and reporting framework for SMSFs

3.39 Important elements of robust governance are effective corporate and
business planning, risk management and reporting processes, which provide
assurance that all corporate objectives and planning documentation are
aligned and mutually supportive. Ideally, planning, risk management and
reporting documentation should cascade from an agency’s intended purpose
(as expressed in its outputs and outcomes) through to specific team plans and
reports. This reduces the possibility for confusion, particularly over objectives
and performance targets, and whether these objectives and targets have been
met.

The ANAO'’s overall assessment of the Tax Office’s planning, risk
management and reporting framework for SMSFs

340 In Chapter 2 of the Surcharge report, the ANAO established a
framework for examining SMSF related planning, risk assessment and
reporting processes. Although the Surcharge report focused on the surcharge
specifically, the majority of the recommendations relating to governance were
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applicable to the Superannuation Line as a whole (including SMSF
administration). The ANAO assessed the Tax Office’s progress against these
recommendations as part of this audit.

3.41 Opverall, our review indicates that the Tax Office has put in place
measures to strengthen planning, risk management and reporting and to
support the effective administration of SMSFs. In 2006-07 the Tax Office had a:

o co-ordinated approach to SMSF planning at the Superannuation Line
and corporate levels. The quality of individual team plans across the
Superannuation Line was mixed. However, there was a consistent
approach to planning and setting performance objectives across a
number of SMSF compliance teams®’;

. well structured approach to identifying, assessing and rating the
Superannuation Line’s risks. This process was underpinned by a
comprehensive risk register, which is used to document and rate all
risks applicable to the Superannuation Line; and

o consistent and comprehensive regime to report against performance
objectives and risks at the Tax Office’s corporate level.

3.42  Although the Superannuation Line has significantly improved its
overall practices in the areas discussed above, the ANAO notes that SMSF IT
systems, and the quality of the data contained on those systems, have the
potential to undermine planning, risk assessment and reporting processes.
That is, if SMSF IT systems collect poor quality data and this data is not
rectified then information upon which planning, risk assessment and reporting
documentation is constructed may be flawed. This may, in turn, lead to poor
decision making by the users of that documentation.

The quality of SMSF data

3.43  As part of its comprehensive risk assessment approach, the Tax Office
determined that data quality is a high risk to revenue and the Tax Office’s
reputation.” Specifically, the Tax Office notes the data quality of fund
information is questionable due to historical and current uses of different
SMSF related systems. This has led to incorrect, inconsistent information or an

®  The ANAO notes however that other than the compliance teams, the team plans for other areas

examined during the audit varied widely in content and quality (see Figure 1.4).

" The Tax Office has identified SMSF data quality as a separate risk in its superannuation risk register.

The Tax Office has rated SMSF data quality as a ‘high risk’.
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absence of information being held and relied upon for all facets of decision
making and compliance work. Examples of poor quality data remaining on
Tax Office systems include the accuracy of the number of SMSFs regulated by
the Tax Office and SMSF asset values.

The number of SMSFs regulated by the Tax Office

3.44 The number of SMSFs regulated by the Tax Office is determined by
adding new SMSF registrations to the existing SMSF population and
subtracting those SMSFs that advise the Tax Office they have been
wound-up.”? As part of its risk processes, the Tax Office has determined that a
number of funds have wound-up, but have not advised the Tax Office and
been removed from Tax Office systems. Having wound-up funds on Tax Office
systems adversely affects the Tax Office’s understanding of the number of
funds it is regulating.

3.45 To assess how many funds have potentially been wound-up but have
not advised the Tax Office, the ANAO analysed Tax Office data on the number
of SMSFs that have elected to be regulated by the Tax Office, but have never
lodged a regulatory return, or an income tax return.

3.46  As at August 2006, 24 366 SMSFs have never lodged a regulatory or
income tax return. This indicates that potentially a large number of funds have
been wound-up and have not reported this situation to the Tax Office.
Alternatively it could indicate that a significant number of funds are not
complying with their SISA obligations to lodge an annual income tax and
regulatory return.

SMSF asset values

3.47 The Tax Office obtains SMSF asset values through the lodgement of
fund income tax and regulatory returns. The ANAO analysed the asset values
being reported on the fund income tax and regulatory return as shown in
Figure 3.2.

2 The Tax Office noted that the number of SMSF entities is subject to historical revisions. This is due to

late SMSF notices of establishment and late notice of wind-ups.
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Figure 3.2

Value of SMSF assets by return type
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Source: APRA statistical data and ANAO analysis of Tax Office system data.

3.48 TFigure 3.2 shows that there were significant discrepancies between the
asset figures reported on income tax returns and regulatory returns between
2000-01 and 2002-03. For example, in 2000-01 SMSF trustees reported assets of
$392 billion in their regulatory returns and $88 billion in their income tax
returns (345 per cent difference).

3.49  Since that time the Tax Office has undertaken measures to ensure that
there is no variance between income tax and regulatory return asset data. The
Tax Office advised that SMSF system edit checks were introduced on
1 July 2005, to provide assurance that the values being reported on the income
tax component of returns matched the value reported on the regulatory return
component.

3.50 Although the number of instances of incorrect asset data has reduced in
recent times, ANAO analysis revealed a number of instances where incorrect
asset data has remained on Tax Office systems. For example, Tax Office SMSF
systems examined in August 2006, showed one SMSF as having $17.4 billion
worth of assets reported in 2001-02. This amount was also identified by the
Tax Office as being incorrect, although, it has remained on Tax Office systems.
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351 The ANAOQO’s analysis is consistent with a review of SMSF data
undertaken by the Tax Office in 2005. This review analysed the data of funds
with the top 50 highest asset values recorded on SMSF systems. It found that
18 of these funds (or 36 per cent) had incorrect asset amounts recorded against
Tax Office accounts.” It found these errors were likely due to either Tax Office
keying errors or SMSF trustees incorrectly recording information on their
returns.

3.52 The ANAO'’s and the Tax Office’s analysis indicates that the quality of
SMSF data contained on Tax Office systems is not high. Although short-term
work around solutions can be established to minimise the potential for
discrepant data, longer-term automated solutions need to be considered to
rectify data quality problems.

3.53 A more comprehensive solution could involve matching return data
with other Tax Office systems to assess the risk of the data contained on these
forms being incorrect at the time of lodgement.

Recommendation No.3

3.54 To improve the quality of Tax Office planning, risk management and
reporting relating to self managed superannuation funds (SMSFs), the ANAO
recommends the Tax Office improves the underlying data by:

J reviewing SMSF data to determine its accuracy and completeness; and

. examining the costs and benefits of developing systems, processes and
controls to detect and rectify anomalous data at the time it is entered
into Tax Office systems.

Tax Office response
3.55 Agree

Ongoing processes are in place to improve SMSF data collection and data
holdings. With streamlining of SMSF reporting under simplification, in
conjunction with in-built edit checks and extensive changes to Tax Office
systems, the risk to data quality will be reduced.

Further, the introduction of the combined income tax and regulatory returns
with the member contribution statement will reduce errors as:

% The review found that the combined assets recorded on the top 50 SMSF income tax returns totalled

$1.89 billion, whereas the amounts recorded on their regulatory returns totalled $29 million (or a
$1.86 billion difference).
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trustees will only be asked for the information once;
there will be cross utilisation of labels and data; and
it will be harmonised with the revised ACR.

The Tax Office continues to explore the costs and benefits within a risk
assessment framework for developing systems and processes to improve the
accuracy of data provided.

SMSF asset values reported publicly

3.56 SMSF asset values reported publicly by APRA and the Tax Office are
used by the superannuation industry and the Parliament to gauge the overall
level of retirement saving invested in SMSFs. Although all SMSF trustees must
provide SMSF asset values on their income tax and regulatory returns, the
combined asset values reflected in these returns is not used by the Tax Office
(nor is it reflected in APRA statistics) to represent the total value of SMSF
assets. This is because large numbers of SMSF trustees do not lodge their fund
income tax and regulatory returns on time, or do not lodge at all. For the
2004-05 year, approximately 30 per cent of SMSF trustees did not lodge on
time. There are approximately eight per cent of SMSFs that have never lodged
a regulatory return.** For this reason the Tax Office derives an estimate of
SMSF asset values.

How the estimate for SMSF assets is derived

3.57 Every three months, the Tax Office undertakes a series of calculations
based on regulatory return data to derive a SMSF asset balance that is reported
in quarterly APRA statistics. Adjustments to estimates are made in each
quarter in an effort to reduce the impact of the non-lodgement of regulatory
returns by active SMSFs, and to reflect average investment returns, average
asset allocation, earnings and transfers. The estimates produced by the model
are heavily reliant on the number of SMSFs assumed to be “active’.

Evaluating the Tax Office’s model

3.58 To test whether the Tax Office’s asset methodology is robust, the
accuracy of the estimates it produces should be evaluated against data from
income tax and regulatory returns when it subsequently becomes available on
lodgement. The Tax Office advised that on a quarterly basis estimates are
reconciled and revised retrospectively when outstanding fund income tax and
regulatory returns are lodged. After applying this reconciliation process, the

®  The Tax Office used the 2004—05 lodgement year to describe lodgement rates in its submissions to the

Treasury regarding the Government’s plan to streamline and simplify superannuation.
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Tax Office considers that the results of the model are reliable enough to
produce an appropriate point in time estimate.

3.59 The ANAO evaluated the Tax Office’s SMSF asset estimation model
and reconciliation process by reconciling actual SMSF asset values reported on
regulatory returns to original estimates produced by the model. The ANAO
found that between 2002-03 and 2004-05:

o There are significant variations in the results obtained from the ANAQO’s
reconciliation process to those derived from the Tax Office’s. The Tax Office’s
reconciliation process resulted in a difference between estimated SMSF
asset values and actual SMSF asset values of -1.16 and +1.69 per cent. In
contrast, the ANAO found that the Tax Office model overestimated SMSF
asset values, in some instances by 14 per cent of actual return information;

e The Tax Office’s SMSF model does not adjust its SMSF asset estimates for
inactive funds. The model includes the number of SMSFs as determined by
adding new SMSF registrations to the existing SMSF population and
subtracting those SMSFs that have formally advised the Tax Office they
have been wound-up. There is no adjustment made, however, for “inactive’
SMSFs that have ceased to operate as a fund (and have been recorded on
Tax Office systems as having ‘no further return required’) but have not
formally notified the Tax Office that they have been wound-up; and

e The Tax Office uses revised estimates rather than the original estimates of SMSF
assets provided to APRA in its reconciliation process. Currently, the Tax Office
uses revised estimates, which takes into consideration subsequent
lodgement information from when the estimates were first calculated. By
not using the original estimates produced by the Tax Office’s model, the
Tax Office is not accurately measuring the accuracy of it's model’s
projections. The ANAO considers that the Tax Office should be reconciling
actual reported information to the original estimates produced by the
model to enable it to more accurately evaluate its model.

3.60 These factors limit the reliability of estimates produced by the SMSF
asset methodology and model. The ANAO considers that the reliability of the
estimates produced by the SMSF asset estimation model could be improved by
incorporating information on ‘inactive’ funds currently recorded on Tax Office
systems and employing original estimates in the reconciliation process rather
than revised estimates.
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3.61 The Tax Office advised that it is introducing a SMSF Lodgement
Program in 2007-08 which aims to raise the on time lodgement of SMSF fund
income tax and regulatory returns from 70 to 94 per cent within 6 months of
the due date by the end of 2009-10. The ANAO expects that the reliability of
the model’s estimates should improve following the completion of the
Lodgement Program.

Recommendation No.4

3.62 To provide more accurate self managed superannuation fund (SMSF)
asset information to Government and the public, the ANAO recommends that
the Tax Office:

J incorporate information on ‘inactive’ SMSFs in its SMSF asset
estimation model;

. re- evaluate the number of active SMSFs after the Lodgement Program ;
and
J regularly reconcile SMSF asset estimates with actual lodgement data to

improve the accuracy of its estimating methodology.
Tax Office response
3.63 Agree

The Tax Office agrees with this recommendation as it is continually aiming to
improve the methodology for estimating assets holding of SMSFs. The
statistical model was developed to provide an estimate of SMSF assets at a
particular point in time; figures are not available until a fund lodges an annual
return. The current model has been endorsed by both the Tax Office and
APRA. The Tax Office will undertake analysis of the impact of discrepancies
from funds described by the ANAO as “inactive’ and the cost effectiveness of
incorporating changes into the model.

Further, as the existing model is updated on a quarterly basis the Tax Office
agrees a more robust lodgement program from 2007-08 will assist in
evaluation of numbers of funds in existence at a particular point in time.

The Tax Office currently updates estimated total assets on a quarterly basis
with actual return data for SMSFs using the most up-to-date lodgment
information. The Tax Office will ensure a reconciliation process occurs on an
annual basis.
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4. Registering Self Managed
Superannuation Funds and Issuing
Notices of Compliance

This Chapter examines the Tax Office’s approach to registering SMSFs through to
issuing notices of compliance. It considers the extent to which the Tax Office’s
approach provides assurance that SMSFs meet their legislative obligations when they
are first established.

Introduction

4.1 A well functioning process for registering SMSFs and issuing notices of
compliance is an essential component of an effective SMSF regulatory
framework. Without an effective process the Tax Office is not able to provide
assurance that: ineligible funds (or other ineligible arrangements) are excluded
from becoming ‘complying” SMSFs; and ineligible (or disqualified) people are
prevented from becoming SMSF trustees.

4.2 An effective process for registering SMSFs and issuing notices of
compliance also has the potential to positively affect other areas of the Tax
Office’s administration of SMSFs. In particular, the pressure placed on the Tax
Office’s scarce compliance resources is reduced, as ineligible funds are
prevented from becoming complying SMSFs. This has the twofold benefit of
allowing the Tax Office to more effectively target its compliance resources on
those funds that require the most supervision, and to minimise costs by not
expending compliance resources on funds that do not present a serious
compliance risk or are not SMSFs to begin with.*

4.3 The ANAO reviewed whether the Tax Office’s current process for
registering SMSFs and issuing notices of compliance provides a high level of
assurance that all funds meet SISA requirements. To do this, the ANAO
examined the:

e SMSF registration environment;

e current SMSF compliance with SISA requirements relevant to fund
establishment;

% Situations can arise where the Tax Office may register a fund as a SMSF, but the fund does not meet
the SISA requirements to be classified as a SMSF. For example, having five or more members in the
fund.
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e Tax Office’s approach to registering SMSFs and issuing notices of
compliance;

e Tax Office’s processes to prevent ineligible people from becoming SMSF
trustees; and

e use and operation of the RoCS.

The SMSF registration environment

4.4 There has been, and continues to be, significant growth in the number
of SMSFs. The number of new funds registered, has been significantly higher
than the number of funds that notify the Tax Office they are winding-up each
year. The number of registrations is shown in Figure 4.1.

Figure 4.1

The number of registrations and total number of SMSFs from 2003-04 to
2005-06
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Source: ANAO analysis of ARPA and Tax Office data

4.5 Although there have been large increases in the total number of SMSFs
since 2003-04, the number of new SMSFs registering annually is now
decreasing. For example, in 2003-04 the average number of SMSFs registering
each month was approximately 3 000. In 2005-06 the average number of
SMSFs registering was approximately 1 900 each month (or a 35 per cent
decrease in the number of new registrations). This trend has gone against
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original expectations when Superannuation Choice legislation was introduced
in July 2005.%

4.6 The ANAO notes, however, that monthly registrations increased to
3000 in May 2006. The Tax Office expects that the introduction of the
Simplification Superannuation laws will result in an increase in the number of
SMSFs being registered annually.*”

Current SMSF compliance with SISA requirements
relevant to fund establishment

4.7 All funds electing to become regulated funds must meet a range of
legislative requirements specified in the SISA and SIS Regulations. These
requirements are described broadly in Appendix 2 of this report. If
unregistered funds do not meet these requirements they are not entitled to the
tax concessions and other advantages applicable to SMSFs.

4.8 To assess the number of funds being registered that may not be
complying with SISA requirements or meet the definition of a SMSF, the
ANAO analysed Tax Office data relating to three basic SISA requirements,
being the:

° number of members in each SMSF;

° number of SMSFs with zero asset balances; and

. number of SMSFs not lodging a registration form within 60 days of
establishing the fund.

4.9 It should be noted that the results of this analysis are not definitive, as

SMSFs can legally alter their membership and investment strategies once they
are registered. However, when assessed in combination, they may be
indicative of SMSFs’ non-compliance with SISA requirements at the time they
were registered. The ANAO notes that the Tax Office has not undertaken
analysis to determine whether issues of non-compliance discussed below were
apparent at the time of registration.

% See Appendix 3 of this report.

¥ As at May 2007, the Tax Office advised the average number of monthly SMSF registrations was around

2900.
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The number of members in each SMSF

410 A basic and fundamental requirement for a fund to meet the definition
of a SMSF is that each fund has at least one member, and no more than four
members®. The ANAO examined Tax Office data to determine whether the
Tax Office only registers funds that meet these parameters. Our analysis is
contained in Figure 4.2.

% SISA subsection 17A(1).
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411 Figure 4.2 (a) shows that approximately 6 900 funds have either zero
members or greater than four members. This may indicate that: the Tax Office
has registered funds that are not SMSFs; or that funds have changed their
membership after registration, and now do not meet the definition of a SMSF.

412 The Tax Office advised that, without closer examination, it is unable to
determine which of the 6900 funds were originally registered in error, in
contrast to those funds that fail to meet the definition of a SMSF due to
increases or decreases in the number of fund members after registration.

413 Figure 4.2(b) shows that when funds were transferred from APRA in
1999-2000, 4 per cent (or approximately 8 000) funds did not have the correct
number of members to be a SMSEF. Since then, the Tax Office has reduced the
number of funds with zero members by about 2 000 funds, however, the
number of funds with more than four members has increased by
approximately 800 funds.*

Tax Office measures to reduce the number of SMSFs that currently do not
meet the definition of a SMSF

414 In 2004 the Tax Office commenced a data cleansing project with APRA
on approximately 3 000 registered SMSFs identified as potentially not meeting
the definition of a SMSF. The Tax Office advised that ongoing work under this
project has reduced that 3 000 to less than 150. This type of work will continue
the reduction of the number of SMSFs that may not meet the definition,
including those that potentially have an incorrect number of members.

Administrative difficulties in ensuring that SMSFs have the correct number of
trustees

415 For the Tax Office to effectively monitor the number of trustees in a
SMSF, it must know when there have been changes in trustees. In the past
there has been no legislative requirement for SMSF trustees to advise the Tax
Office where there has been a change in trustees. The Tax Office had processes

% The ANAO notes that, if the information contained on the Tax Office’s registration form is completed

correctly, it is not possible to register a fund with more than four members, or zero members as a SMSF.
However, it is possible for funds to operate a SMSF with the incorrect number of members if the SMSF
trustees do not complete the registration form correctly, or if they change the membership structure after
registration.
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available for SMSFs to notify a change in trustees; however, trustees were not
compelled to use these processes.'®

416 The Tax Office advised that changes to the SIS Regulations flowing
from the Simplification Superannuation reforms will require SMSF trustees to
notify the Tax Office of any fund membership changes from 1 July 2007.

SMSFs with zero asset balances

417  General trust law requires that for a SMSF to be established, assets
must be set aside for the benefit of members. A nominal amount such as $1 is
sufficient to set up a trust. The ANAO analysed Tax Office data to identify the
number of funds that have may have reported zero asset balances, and
therefore should not be considered a SMSF. This analysis is shown in Figure
4.3.

Figure 4.3

Number of SMSFs lodging income tax and regulatory returns with zero
asset balances
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Source: ANAO analysis of Tax Office information.

418 TFigure 4.3 shows that between 1999-00 to 2004-05 there have been
approximately 40 000 instances where SMSFs have reported they had zero

%A fund can update its details via the Australian Business Register website and/or by lodging a

superannuation entities change of details form with the Tax Office. The types of details that can be
updated include: entity type; structure; residency status; entity name; address and financial account
details. A fund may also use this form to elect to be regulated under the SISA; become a SMSF or
become an APRA regulated superannuation fund.
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asset balances. Of these instances, there have been approximately 11 000
occasions where particular SMSFs have reported zero asset balances for more
than one year running.

419 This may indicate that a SMSF has simply been ‘wound-up’ and
trustees have not communicated this to the Tax Office, or, it may indicate that
arrangements that are not SMSFs have been registered by the Tax Office.

4.20 In any event, it is incumbent on the Tax Office to better understand the
reasons behind the number of SMSFs that are reporting zero asset balances.
Importantly, the Tax Office should not be issuing a notice of compliance to
funds that do not have assets set aside for the benefit of member and therefore
do not meet the definition of a SMSF.

Funds electing to be regulated within 60 days of being established

4.21 If a fund chooses to be regulated by the Tax Office as a SMSF!*!, and
therefore be eligible for tax concessions, the fund must elect to be regulated by
the Tax Office within 60 days of being established.’? Compliance by
unregistered funds with this obligation is important, as the Tax Office is
unaware of the existence of a fund until the fund lodges a registration form.

4.22 The ANAO identified the potential for funds which do not meet this 60
day requirement to remain outside the regulatory system which increases the
likelihood of trustees failing to understand their obligations under SISA and
further impacts on Tax Office data holdings. To assess fund compliance with
the 60 day rule, the ANAO analysed Tax Office data as shown in Figure 4.4.

" Funds elect to be regulated as a SMSF by lodging a registration form with the Tax Office.

192 SISA paragraph 42(1AA)(b)
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Figure 4.4

The time taken by SMSF trustees to lodge their registration form
following the establishment of SMSFs
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Source: ANAO analysis of Tax Office data.

4.23  As Figure 4.4 shows, there is an increase in the proportion of new funds
registering within the 60 day timeframe. However, since 1999-2000, 23 per cent
(or approximately 38 000 funds) did not lodge their registration forms within
60 days of establishing the fund. The Tax Office advised that since it was made
responsible for SMSFs it has only sought to penalise funds that did not lodge
their registration forms within 365 days of being established. The Tax Office
provided the following reasons for not strictly applying the 60 day rule:

J the penalty applied to funds that do not comply with the 60 day rule is too
severe. The Tax Office advised that under the SISA, the only penalty
available to the Tax Office regarding the 60 day rule is to make the fund
a non-complying fund; and

J the large number of funds not meeting the 60 day rule. As shown in Figure
4.4, a large number of funds did not meet the 60 day rule. The Tax
Office determined that its compliance resources were better utilised on
other compliance activities.

4.24  The Tax Office advised that it did not consider the 60 day requirement
was a high risk to retirement incomes as funds that failed to register for a
TFN/ABN were not in a position to operate as a regulated fund.
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4.25  While recognising the Tax Office has some discretion under the SISA
about when to apply or not apply the 60 day rule, the ANAO considers it
should introduce practices consistent with the rule in the interests of efficient
and equitable administration. At the time of the audit, the Tax Office did not
monitor the 60 day rule, and did not systematically undertake action against
those funds that do not meet their SISA requirements in this regard.

Tax Office’s approach to registering SMSFs and issuing
notices of compliance

4.26 For a fund to be a complying fund the SISA states that two distinct
events must occur. These are the:

J fund must elect to be a regulated fund'® within 60 days after the
establishment of that fund. This is accomplished by the fund lodging an
approved registration form with the Tax Office; and

. Tax Office must issue a notice of compliance'®, to notify fund trustees
that their fund is a complying superannuation fund. This occurs after the
registered SMSF has successfully lodged its first fund income tax and
regulatory return (which can be up to one year after registration).

4.27  Without these two events occurring, a fund is not entitled to tax
concessions!® and any Superannuation Guarantee contributions made to the
fund by an employer may be subject to additional charges. To manage the two
above mentioned events, the Tax Office has established a framework of IT and
manual systems to register SMSFs and issue notices of compliance. This
process is shown in more detail in Figure 4.5.

% Paragraph 42(1AA) of the SISA.
%4 Sections 40 and 41 of the SISA.

1% Tax concessions are received under subsection 26(1) of the Income Tax Rates Act 1986.
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4.28 The Tax Office advised that the Australian Business Register (ABR),
ATO Integrated System (AIS) and SMSF system do not have checks in place to
identify SMSF non-compliance with SISA requirements. The ANAO did not
examine the systems and processes applicable to the allocation of Australian
Business Numbers (ABNs) and Tax File Numbers (TFNs) to new funds. This
was examined as part of Audit Report No.59, 2002-03, Administration of
Australian Business Number Registrations. All other systems, processes and
controls applicable to Figure 4.5 were examined.

The Tax Office’s assessment of funds electing to be SMSFs

4.29 The ANAO examined whether the Tax Office has the processes and
controls in place to provide an adequate level of assurance that funds that do
not meet the SISA requirements are prevented from either being registered, or
being issued with a notice of compliance. Specifically, the ANAO examined:

. the Tax Office’s current approach to identifying funds that do not
comply with SISA requirements at the point of registration; and

o the Tax Office’s approach to issuing notices of compliance.

The Tax Office’s current approach to identifying funds that do not comply with
SISA requirements at the point of registration

4.30  The Tax Office currently has two sources of information it can use to
identify where an unregistered fund may not meet SISA requirements at the
point of registration. These are as follows:

. the information contained on superannuation entity registration forms.
Although the information contained on registration forms allows the
Tax Office to make a basic assessment of the unregistered fund, it does
not allow the Tax Office to assess independently whether the fund
meets all SISA requirements.!® Also, the Tax Office does not examine
and analyse all the information contained on the registration form at
the time it is lodged.

J third parties alerting the Tax Office to unregistered funds that do not fulfil
SISA requirements. This includes the other regulators, tax agents, and
other superannuation funds.

106 Originally the SMSF registration form did not request information from trustees that allowed the Tax
Office to obtain any assurance that the unregistered fund met the SISA obligations. In June 2005, the
Tax Office introduced fund trustee disclosure questions which provide a basic level of assurance that the
unregistered fund complies with SISA obligations.
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4.31  Since January 2004 the Tax Office has been collecting, analysing, and
reporting on information obtained from registration forms. This analysis
provides the Tax Office with an important source of intelligence, which may be
used to identify funds being established for illegitimate purposes (for example
accessing superannuation assets early). This intelligence collected includes:

° the numbers of trustees with multiple SMSFs;

. analysis of the taxable income of SMSFs;

. age of trustees establishing new SMSFs;

° number of new funds established and wound-up within 12 months;
and

o new SMSFs that are linked to high-risk tax agents.!?”

4.32  This intelligence is compiled and analysed at an industry-wide level,
and is not used to assess the individual suitability of unregistered funds at the
point of registration. The Tax Office advised that registration intelligence is
incorporated in its risk assessment tools including the selection of SMSFs for
compliance (audit) activity. However the earliest compliance activity can
commence on a fund would be about 18 months from when the fund
registered.

4.33 The ANAO considers the Tax Office does not fully utilise intelligence
collected at the point of registration to assess the risk of individual funds not
complying with their SISA requirements. The situations outlined in paragraph
4.10 to 4.25 highlight a number of instances where entities have registered
SMSFs that may not have met SISA requirements.!%

Process to issue notices of compliance

4.34  As explained in paragraph 4.26, for a SMSF to be a complying fund
under the SISA, the Tax Office must issue that SMSF with a notice of
compliance. Once a SMSF has received its notice of compliance, the Tax Office
is not required to issue that SMSF with additional notices of compliance for
subsequent years of income.'® If a SMSF is subsequently found not to be
complying with their SISA requirements, the Tax Office can revoke that
SMSF’s complying status. The fund may then be treated as a non-complying

' The ANAO has compiled and summarised some of this intelligence in Appendix 7.
% The need to better use intelligence collected at the point of registration is also highlighted in Appendix 5.

%% 5/SA section 41.
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fund for each of the years of income covered by the original notice of
compliance, or in respect of a particular year of income.!

4.35 As shown in Figure 4.5, notices of compliance are automatically
generated by the Tax Office SMSF systems once fund income tax and
regulatory returns are received from a newly registered SMSF. The Tax Office
will only issue a notice of compliance if all information requested on the fund
income tax and regulatory return is provided, and if the information provided
on the return does not appear to be anomalous or irregular.

4.36 The Tax Office is heavily reliant on SMSF trustees providing well
considered and accurate information in their income tax and regulatory
returns, as Tax Office staff and systems do not check SMSF compliance with
the SISA at this stage of the process. Once a notice of compliance has been
issued, the information contained on a SMSF’s income tax and regulatory
return is evaluated by the Tax Office’s income tax compliance systems and risk
assessment tools. However, the Tax Office advised that once issued with a
notice of compliance few SMSFs are reviewed to determine actual or
continuing compliance with the SISA.

4.37 Based on our assessment of the controls over the Tax Office’s processes
to issuing notices of compliance, the ANAO considers that the Tax Office’s
approach does not provide a high-level of assurance at the time of registration
that funds are complying with their SISA requirements. In particular, there is
scope to make better use of intelligence obtained at the point of registration
before issuing SMSFs with a notice of compliance.

4.38 The ANAO'’s view of the SMSF registration process is supported by the
Tax Office’s Superannuation Fund Integrity (SFI) Project. This project
commenced in June 2004 to assess and improve the controls for the registration
and change of details processes. Following a comprehensive analysis of the Tax
Office’s SMSF registration controls, the SFI project concluded that Tax Office
systems did not have sufficient registration checks in place and that overall the
SMSF registration process was inadequate. The SFI project made a number of
recommendations aimed at improving the registration process.!!!

439 The ANAO recognises the Tax Office uses a risk-based approach to
identify potentially non-complying funds as a matter of practicality, as it is not
efficient or effective to examine all new fund returns to determine whether

"0 SISA subsection 42A.

" See Appendix 6 for additional information relating to the SFI project.
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they should receive complying status. However, the introduction of a more
robust process to issue notices of compliance should be considered within the
context of improvements to the Tax Office’s overall approach to identify
high-risk funds. The ANAO considers that there could be more use of the
intelligence collected at the point of registration.

Recommendation No.5

4.40 To provide increased assurance that the Tax Office identifies SMSFs
that do not comply with their Superannuation Industry (Supervision) Act 1993
requirements, and prevents those funds from receiving complying status, the
ANAO recommends that the Tax Office:

J utilises the intelligence obtained from the SMSF registration process to
more accurately assess SMSF compliance prior to issuing notices of
compliance; and

J develop and implement a risk-based methodology to assess SMSF
compliance with their obligations prior to issuing notices of
compliance.

Tax Office response
441 Agree

The Tax Office current systems only enable minimal checks prior to issuing
notices of compliance — with further checks undertaken at a later time.
However under the third release of the redevelopment of the Tax Office’s
business system (R3), the Tax Office will be able to assess, more accurately,
SMSF compliance prior to the issuing of notices of compliance. R3 will
recognise, to a much greater degree, at risk trustees due to improved cross
matching of data held on record. Further, the Tax Office is investigating the
feasibility of including on the combined income tax and regulatory return and
the member contribution statement identifiers, which will highlight issues
prior to the notices of compliance being issued.

The Tax Office is in the process of markedly improving its assessment of funds
that do not comply. Considerable steps have been taken to strengthen the
registration process with edit checks in place to identify potential non-
compliance in conjunction with improved registration and change of detail
forms. The Tax Office’s ability to identify non-compliance after the issue of a
notice of compliance will be enhanced by the following measures:
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J improving new trustees awareness and understanding of their
eligibility to be a trustee of an SMSF, as well as their ongoing
obligations. (The new trustee declaration form will assist with this.);

] improving compliance with the superannuation and income tax laws
by increasing coverage to 2.9 per cent of funds;

o mandating that trustees notify the Commissioner of Taxation of any
changes of trustees of their SMSF;

o requiring auditors to lodge an auditor contravention report for any

reportable breach of Superannuation Industry (Supervision) Act 1993
(regardless of dollar value) during the first year of operation an SMSF
and following up 100 per cent of these; and

o improving the lodgment compliance program, with a goal of
achieving, by the 2009-10 year, 94 per cent lodgment compliance
within six months of the due date.

Tax Office processes to prevent ineligible people from
acting as SMSF trustees

4.42 A key aspect of an effective registration system is that ineligible (or
disqualified) persons are prevented from acting as SMSF trustees. Without
established processes in place to identify and prevent disqualified persons
from acting as trustees of SMSFs, the Tax Office has a diminished capacity to
adequately regulate SMSFs. Specifically, it increases the risk that retirement
savings may be eroded where they are placed in the hands of those that are
unfit to run SMSFs.

4.43  Disqualified persons include:

e individuals who have been convicted of offences involving dishonest
conduct;

e insolvents; and
e companies that are under administration or equivalent.

4.44  Under the SISA it is illegal for a disqualified person to knowingly act as
a trustee of a SMSF or any other fund. The Tax Office advised that by
registering a SMSF, as trustee of that fund, a disqualified person is
automatically committing an offence. However, under the SISA, the Tax Office
cannot refuse to register the SMSF and must take action to remove the
disqualified person at the earliest possible time following registration.
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Monitoring disqualified trustees

4.45 In January 2004, the Tax Office recognised that it could not accurately
identify whether disqualified superannuation fund trustees were registering
new SMSFs. As a result, the Tax Office’s registration form was first changed in
June 2005 as part of the SFI project (see Appendix 6) to include disclosure
questions which require disqualified persons to identify themselves when
registering SMSFs. The Tax Office also advised that in June 2006 additional
changes were made to registration and change of details forms for
superannuation entities to include a further nine trustee disclosure questions.
Disqualified persons identified at the point of registration may be removed or
suspended by the Tax Office following registration.

446 The Tax Office currently does not match all trustees identified on
registration forms to a list (or register) of persons who have been disqualified
by the Tax Office or other SISA regulators. This means there is a high
probability that a disqualified person could act as a SMSF trustee without
being detected if they did not identify themselves as being disqualified in their
registration form.

Improving the Tax Office’s process for detecting and tracking
disqualified persons

4.47 To provide a level of assurance that the persons it disqualifies are not
permitted to be trustees of complying SMSFs the Tax Office has developed a
proposal to introduce a “disqualified trustee indicator” for its SMSF system (see
Figure 4.5). The Tax Office advised that a further development of this proposal
will be the introduction of a Disqualified Trustee Register, similar to those
currently used by ASIC and APRA.

4.48 It is important that the Tax Office has access to information of persons
disqualified by the other SISA regulators, as these people are also ineligible to
act as SMSF trustees. Since September 2004, the Tax Office entered into an
arrangement to exchange lists of disqualified trustees with APRA. "2 However,
the Tax Office does not currently have a reciprocal arrangement with ASIC.113

"2 This arrangement was discontinued in December 2004, when APRA made available its disqualification

register on its website.

"3 ASIC maintains lists of banned company directors. Although these directors are not automatically

disqualified from being SMSF trustees, their current status may raise the compliance risk of SMSFs they
are associated with.
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449 The ANAO considers that, ideally, there should be a central register of
persons disqualified from being trustees of any fund. This would allow all
SISA regulators to access ‘real time’ information about disqualified trustees
and increase the likelihood that those persons seeking to misuse the
superannuation system are prevented from doing so.

450 The Tax Office advised key issues impacting the ability to establish a
central register that require consideration include the lack of a unique
identifier (e.g. Tax File Number) for individuals shared by relevant agencies,
privacy issues and secrecy provisions of each agency, particularly regarding
TFN information.

Recommendation No.6

451 The ANAO recommends that the Tax Office consult with the
Australian Prudential Regulation Authority, and the Australian Security and
Investments Commission to assess the benefits in developing a central register
of persons who have been disqualified to act as superannuation fund trustees.

Tax Office response
4.52  Agree

The Tax Office agrees to consult with the Australian Prudential Regulatory
Authority, Australian Security and Investments Commission and Treasury to
assess the benefits of developing a central register of persons who have been
disqualified to act as superannuation fund trustees.

The Tax Office’s use of the Register of Complying
Superannuation Funds

4.53 The Register of Complying Superannuation Funds (RoCS) is the Tax
Office’s fifth most accessed website, and has averaged approximately 100 000
hits per month since it was introduced in 1999-2000. On its website the Tax
Office states that:

The Register of Complying Super Funds (RoCS) is a publicly available list of
complying funds that are regulated by APRA and the Tax Office...the purpose
of this list is to:

o provide fund contact details; and

o facilitate the transfer of superannuation monies between funds.
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Why RoCS is necessary

4.54  Although there is no legal requirement for the Tax Office to administer
RoCS™¢, it is an important part of the Australian superannuation framework.
Importantly it allows entities/persons to validate that the fund:

. to which they want to make personal contributions is a complying
superannuation fund (a legal requirement);

o to which they want to roll-over superannuation assets from other funds
is a complying superannuation fund;

o they are nominating to receive co-contributions is a complying
superannuation fund (as stipulated on the Tax Office co-contributions
forms); and

J to which their Superannuation Guarantee contributions go to is a
complying superannuation fund.

Key issues with the operation of RoCS

4.55 The Tax Office’s website notes that RoCS is a listing of complying
superannuation funds. The ANAO considers that this statement is not strictly
correct. As discussed in paragraph 4.26 for a fund to be a complying SMSF it
must:

o elect to be a regulated fund (as part of the Tax Office’s registration
process); and

. receive a notice of compliance from the Tax Office (following the
receipt of the funds first income tax and regulatory return).

4.56 At the time of audit fieldwork, all funds that register with the Tax
Office were placed immediately onto RoCS without being issued with a notice
of compliance. This could mean that users of RoCS may roll superannuation
assets into, or make contribution into, a fund that he/she believes to be a
complying fund. As a consequence, it may be that this fund has not yet been
assessed as a complying fund under the SISA, as it has only been registered
and has not received its notice of compliance.

" The ANAO notes that the transfer of RoCS from APRA to the Tax Office in 2000, was not considered as
part of the Tax Office’s overall administration of SMSFs. As a result, the Tax Office has absorbed the
costs of running the RoCS.
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Other RoCS issues

4.57  Users rely on RoCS being accurate and up to date. However, since its
inception in 2000, there have been numerous problems with RoCS data. These
problems have required multiple data ‘clean-ups’ that have led to the removal
of over 30 000 funds from RoCS since September 2004. A further 29 000 funds
were reviewed as part of the SFI project. This review is continuing.

4.58 A key concern about the accuracy of RoCS data relates to the time it
takes to refresh or update the data. That is, it can take Tax Office systems up to
14 days to refresh RoCS data. This could mean that non-complying funds
remain on RoCS for up to 14 days after they have been made non-complying.

4.59 The impact of a less than adequate RoCS system is illustrated in the
Case Study in Appendix 5. A key issue in the Case Study was that the
information contained on RoCS did not allow larger funds to identify that they
were rolling multiple members superannuation assets into an ineligible
financial arrangement purporting to be a SMSF. If the larger funds had known
this was not a complying superannuation fund, it is possible that they would
have alerted the Tax Office, and the fraud may have been prevented.

The Tax Office’s redevelopment of RoCS

4.60 The Tax Office recognised the importance of improving RoCS in April
2004, when it was identified as a potential area for improvement as part of the
SFI project. The Tax Office subsequently commenced the redevelopment of
RoCS in late 2005. The changes made included cross matching RoCS data with
the Australian Business Register (ABR) to identify and remove discrepant data.

4.61 Further changes to RoCS were discussed by Tax Office management in
January 2007 and advised publicly in April 2007. These include:

e accessing the register via the look-up tables on the ABR website;
e only displaying funds with an Australian Business Number;

e changing the name of the register to Superannuation LookUp; and
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e Dbeing able to search for additional fund information including ‘real time’
data on the complying status of the fund, whether the fund has been
wound up, the funds’ contact details and which agency the fund is
regulated by.

4.62  These changes will be implemented in July 2007. From December 2007,
superannuation entities will also be able to download the register to help work
out eligible rollovers.

= 2=

Tan McPhee Canberra ACT
Auditor-General 28 June 2007
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Appendix 1: Agency Response

Australian Government
Australian Taxation Office

Ny,
Mr David Crossley %
Executive Director 3
Australian National Audit Office

19 National Circuit TN Mgy an
Barton ACT 2600 3 g
-

Dear Mr Crossley

Thank you for your letter of 14 May 2007 in which you provided, for comment, a
proposed audit report on the Australian Taxation Office’s administration of self
managed superannuation funds (SMSFs) pursuant to section 19 of the
Auditor-General Act 1997. The Commissioner has asked me to respond on his
behalf.

We are pleased that the ANAO report concluded that the Tax Office has initiated
significant improvements to the administrative and costing systems that support its
regulation and registration of SMSFs; as well as noting the further changes to SMSF
management practices in implementing the simpler super reforms.

We agree with the six recommendations contained in the report. We have
commenced progressing some of the recommendations but note that some will take
time to complete given the need to implement and bed down the simpler super
measure and the redevelopment of the Tax Office’s business system.

Enclosed are our responses to the six recommendations, as well as our summary
response.

Should you wish to discuss this matter further please contact me on (02) 6216 1840.

Thank you for the constructive and co-operative approach to this review. | would like
to commend to you the work of Jonathon Hansen, Ben Sladic, Elisa Serje and Lesa
Craswell, who were committed, professional and thorough in their dealing with the
Tax Office representatives throughout the course of this audit.

Yours sincerely

)

7/~

Raelene Vivian
Deputy Commissioner, Superannuation
12 June 2007
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Appendix 2: SMSF Legislative Requirements

1.

To become a SMSF, the fund must elect to be a regulated
superannuation fund and comply with the rules of the SISA and
associated SIS Regulations. A complying superannuation fund’s
taxable income is taxed at a rate of 15 per cent. A non-complying
fund’s income is taxed at 45 per cent.

The SISA establishes a number of conditions that must be met for the
fund to meet the definition of a self managed superannuation fund.
First a fund must be a superannuation fund under the purposes of the
SISA. A fund must also meet the following conditions:

- the fund must have fewer than five members;
- each trustee must be a member of the fund;

- no member of the fund can be an employee of another member
unless they are related;

- each member of the SMSF must be a trustee; and

- no trustee of the fund can receive any remuneration for their
services as a trustee.!’

It is also possible to have a SMSF with only one member. A single
member fund may have a corporate trustee, but the member must:

- be the sole director of the trustee or company; or

- be related to the other director of the trustee company and
there are only two directors of that company; or

- not be an employee of the other director of the company of the
trustee company and there are only two directors of that
company !,

A single member fund may alternatively have two individuals as
trustees. The member must be one trustee and the other trustee must
be:

- a person who is related to the member; or

15 SISA subsection 17A(2).
18 SISA paragraph 17A(2)(a).
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Appendix 2

any other person, provided the member is not an employee of
that person!?’.

To be a complying SMSF, no trustee of the fund is to contravene a
regulatory provision in the SISA and SIS Regulations. This includes the
following provisions:

Arm’s-length transactions. Any business transaction between a
SMSF and its members must be conducted as if it were a
commercially based transaction!!s;

Acquisition of assets from a related party. Assets cannot be
acquired from related parties of a fund, although there are
some limited exceptions, for example business real property
and listed securities'?;

In-house assets. Trustees are restricted from making investments
in, providing loans to, or leasing assets to, a related party of the
fund where the value exceeds 5 per cent of the fund’s total
assets (or results in the total value of the fund’s in-house assets
exceeding 5 per cent of the fund’s total assets)'?’; and

Borrowings. A superannuation fund cannot borrow except for
some limited exceptions for limited periods, for example, to
pay member benefits.!?!

In addition to the SISA and related regulatory legislation, the
governing rules or trust deed of a SMSF govern the operation of the

fund. The trust deed or governing rules of a SMSF are any rules

contained in the trust instrument, other document or legislation, or a

combination of them; or any unwritten rules, governing the
establishment or operation of the fund.'?Section 52 of the SISA
requires the trustees of a SMSF to put into effect the following;:

to act honestly in all matters affecting the entity;

17

118

119

120

121

122

SISA paragraph 17A(2)(b).
SISA subsection 109.
SISA section 66.

SISA sections 69 to 85.
SISA subsection 67.

SISA subsection 10(1).
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- to exercise the degree of care, skill and diligence of an ordinary
prudent person;

— to act in the best interests of the beneficiaries;
- to keep fund assets separate;
- to properly perform and exercise powers and functions;
- to formulate and give an effect to an investment strategy;
- to prudently manage reserves for the fund, to discharge
liabilities; and
- allow a beneficiary to have access to information.!?
7. Following from the Superannuation Simplification changes, trustees of a
SMSF must also sign a trustee declaration form within 21 days of

establishing a fund. The trustee declaration form ensures that trustees
understand their roles and responsibilities.'?

8. To provide adequate assurance that it is complying with the SISA, a
SMSF must be audited each year by an approved auditor who, since
July 2004 must advise the Tax Office via an ACR of any material
breaches identified during the course of an audit.’?

9. A SMSF can lose the 15 per cent concessional tax treatment on taxable
income if the Commissioner, pursuant to subsection 42A(5) of the
SISA, makes the fund non-complying by applying the ‘compliance
test.” The compliance test considers whether a SMSF trustee has
contravened regulatory provisions in the SISA and the SIS Regulations.
If a contravention or contraventions have occurred, the compliance test
requires consideration of the following:

- the taxation consequences of making a fund non- complying;
- the seriousness of the contravention or contraventions; and

- all other relevant circumstances.

'3 SISA sub section 52(2).

124 Superannuation Legislation Amendment (Simplification) Act 2007 paragraph 54(2)(b).

1% SISA section 113.
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Appendix 3: History of SMSFs

To understand the current SMSF regulatory framework, it is useful to examine
the key events that led to the formation of SMSFs, and the Tax Office’s current
regulatory role. The following timeline provides an overview of the key events
that have impacted on the Tax Office’s current SMSF administrative
responsibilities.
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Appendix 3

1. Up to 30 June 1999, APRA and its predecessor, the Insurance and
Superannuation Commission (ISC) had responsibility for regulating all
small superannuation funds. Until this time, all small funds were
known as Excluded Funds.!2

2. In April 1997 Financial Systems Inquiry'?” (the Wallis Inquiry)
recommended, amongst other things, to change significantly
Australia’s superannuation regulatory framework. In particular it
recommended:

- the establishment of a mnew agency known as the Australian
Prudential Regulation Commission. This agency was to be
responsible for the regulation of all deposit taking institutions
as well as for life companies, friendly societies, general insurers
and superannuation funds; and

- new responsibilities for excluded funds. The inquiry recommended
that the Tax Office be made responsible for regulating excluded
funds, and that all members of these funds be trustees.

3. Importantly the Wallis Inquiry report recommended that:

...such schemes [excluded funds] are conducted entirely at the risk of
the beneficiaries — in relation to financial safety, there should be no
regulatory assurance attaching to such schemes. 128

4. In June 1999 the Superannuation Supervisory Amendment Act (No.3) (the
Amendment Act) came into effect. This Act re-categorised excluded
funds into two new categories of small funds: SMSFs and small APRA
Funds (SAFs).

5. SAFs are similar to SMSFs in most respects, except for the following:
- SAFs are regulated by APRA;
- SAFs have a trustee that holds an extended public offer licence;

- SAFs are subject to the Registrable Superannuation Entity (RSE)
licensing regime;

126 Excluded funds were superannuation funds with fewer than five beneficiaries. They were established to

allow the self-employed and small business to maintain their own cost-effective superannuation
vehicles.

275 .Wallis, March 1997, Financial System Inquiry Final Report
285 Wallis, ibid., p. 334.
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- members have access to the Superannuation Complaints
Tribunal;

- members have the protection of the culpability test which is
designed to protect arm’s-length members who are not
involved in trustee decision making'?’; and

- the regulatory levy for SAFs ($500 minimum) is higher than the
current levy for SMSFs ($45 flat fee).'3

6. The explanatory memorandum to the Amendment Act clarified the Tax
Office’s regulatory role, where it was stated that:

As members of self managed superannuation funds will be able to
protect their own interests, these funds will be subject to a less
onerous prudential regime under the SIS Act.13!

7. Another key change instituted by the Amendment Act was the
reduction of the SMSF superannuation supervisory levy from $200 to
$45. This levy was reduced to better reflect expected Tax Office
regulatory costs, and to recognise the past cross-subsidisation of larger
fund regulatory costs by small funds.

8. Since 8 October 1999, SMSFs have been regulated by the Tax Office,
and at that date they accounted for approximately:

- 98 per cent of the total number of excluded funds (small funds);
and

- 90 per cent of the total value of excluded fund (small fund)
assets.

9. In September 2000, approximately 187000 SMSF records were
transferred across from APRA to the Tax Office. The Tax Office
considers that some of these records were of poor quality and required
rectification. The Tax Office also suspects that prior to the
Superannuation Supervisory Amendment Act (No.3) coming into effect,

29 S/SA section 42.

'3 As noted in Chapter 1, the SMSF levy will increase to $150 from 1 July 2007.

' The Parliament of the Australian Government of Australia, House of Representatives 1998-99,

Superannuation Legislation Amendment Bill (No.3) 1999, p. 1
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10.

11.

12.

13.

14.

Appendix 3

compliance by a large proportion of these funds had been poor'*? and
that ISC and APRA had undertaken a limited amount of compliance
work on these funds in comparison to larger funds.

Significant changes were made to the Tax Office’s role as regulator
when the Financial Sector Legislation Amendment Act was passed in
January 2001, allowing the Tax Office to disqualify persons that they
considered not to be ‘fit and proper’ to manage a fund. Previously only
APRA had been able to disqualify individuals from being a trustee or
investment manager of any superannuation entity.

In September 2001, the then Senate Superannuation and Financial
Services Committee produced the last of three reports into the
prudential supervision of superannuation, banking and financial
services. The report recommended that changes be made to section 16
of the SISA. This recommendation related to approved fund auditors
being required to inform relevant regulators of funds breaching their
obligations under the SISA.

In April 2003 the Productivity Commission released a report into the
SISA. The report recommended that the costs of administering SMSFs
should be fully cost recovered. This is consistent with the
Government’s cost recovery policy as well as funding arrangements
for APRA and ASIC regrading the regulation of superannuation funds.

In October 2003, the Department of the Treasury released a report into
financial sector levies relevant to APRA, ASIC and the Tax Office. The
superannuation supervisory levy relating to SMSFs was not examined
as part of this report, indicating that the levy does not operate on a cost
recovery basis.

In July 2004, the Superannuation Safety Amendment Act 2004 came into
effect. This Act required fund auditors (including approved auditors)
and actuaries to lodge auditor contravention reports with fund
regulators. Specifically, it requires approved auditors to notify the Tax
Office of any major breaches of the SISA by SMSFs, regardless of
whether SMSFs take action to resolve the breaches.

132

In 1997, the ISC undertook a survey of the compliance practices of 1 000 funds. Approximately
20 per cent were investing in unit trusts controlled by the members or the employer sponsor, and about
half of these unit trusts were involved with geared investments (see the Explanatory Memorandum to
Superannuation Legislation Amendment Bill (No.4) 1999: Attachment F). The ANAO notes that there
were industry criticisms of the ISC’s approach and the conclusions of the survey.
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15.

16.

In July 2005, the Superannuation Choice legislation came into force.
This gave many employees the right to choose the superannuation
fund to receive their superannuation contributions. The Tax Office
prepared for the possibility of significant increases in the number of
SMSFs due to the Superannuation Choice legislation. However,
significant increases in SMSF numbers did not occur.!

In March 2007, the Tax Laws Amendment (Simplified Superannuation) Act
2007 and related legislation received Royal Assent. This legislation
implements the Government’s Simplification Superannuation reforms.
This includes changes to the reporting arrangements for SMSFs;
clarification of SMSF trustee and approved auditor requirements and
the application of administrative penalties to SMSFs.

133

Figure 1.2 shows that numbers of SMSFs have been increasing at a relatively consistent rate since
1999-2000, and that no significant increases in SMSF numbers occurred after the introduction of
Superannuation Choice legislation.
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Appendix 5: lllegal SMSF Scheme Case Study

Issue

Inadequate controls led to the establishment of a simple SMSF scheme that allowed members
to illegally access their funds early, in part as a result of the scheme promoter’s use of RoCS.

Facts

In 2003 a scheme promoter established a financial arrangement aimed at NSW State Railway
employees. This simple scheme involved the promoter purporting to have established a SMSF,
then advising scheme participants to roll-over their superannuation assets from their existing
superannuation funds.

The promoter attracted 700 participants into the scheme. The promoter took 20 per cent of the
members’ superannuation assets and claimed it was the amount of tax to be remitted to the Tax
Office. He kept this ‘tax’ for himself which was estimated at $2 million. The promoter then
advised the members’ to access their superannuation assets early. This illegitimate financial
arrangement allowed the members to access approximately $10 million of superannuation
assets early.

The Tax Office commenced action against the promoter in 2005 after a NSW financial adviser
informed the Tax Office of the scheme in 2003. The Tax Office’s registration and compliance
systems were not capable of detecting this scheme during its operation.

Result

While action was being undertaken against the promoter (who subsequently changed his
name), the promoter registered a similar financial arrangement in 2005 with a view to
committing a similar fraud. The Tax Office is currently pursuing this case.

Issue 1: A financial arrangement affecting approximately 700 participants was attempted
to be registered as a SMSF and not detected by the Tax Office

Tax Office registration and compliance processes could not detect attempts to register a SMSF
(which is supposed to have between 1 to 4 members) that was used for a scheme involving 700
participants.

Issue 2: The Register of Complying Superannuation Funds (RoCS) did not specify the
type of superannuation fund recorded

RoCS did not specify the type of superannuation fund recorded, so it was not possible for larger
funds to know that they were rolling over superannuation amounts for members into a purported
SMSF. The scheme promoter also gave the SMSF scheme a name that was similar to another
large fund.

After the SMSF scheme was found to be an illegitimate financial arrangement and removed
from RoCS in 2004, the scheme promoter's new SMSF scheme was placed on RoCS in 2005
and $429 550 was accessed by the promoter. This money was also accessed early by
members that had transferred their superannuation benefits into the scheme.

Issue 3: The illegal SMSF scheme continued to receive contributions from members 11
months after the scheme was discovered

Despite the Tax Office being aware of the original SMSF scheme in March 2003, members of
the illegal SMSF were allowed to roll over and access their superannuation benefits until
February 2004.
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Issue 4: The promoter was not disqualified until three years after the Tax Office identified
the scheme

The Tax Office took almost three years to make a decision to disqualify the scheme promoter as
trustee. This occurred in May 2006. The Tax Office noted that this was due in part to: the Tax
Office not having adequate procedures in place to disqualify trustees; and the Tax Office
seeking legal clarification on how (and whether it was able) to disqualify trustees.

Issue 5: The promoter set up a new SMSF scheme while under investigation by the Tax
Office

Disqualification did not prevent the promoter from establishing another SMSF scheme for the
intended purpose of early access in the same month they were disqualified. The Tax Office
advised that it was not able to prevent the scheme promoter from attempting to register a new
fund even though being disqualified.

Issue 6: The Tax Office did not immediately schedule an audit of the schemes, even
though it had detected potential non-compliance with the SISA

There was also a significant period between identifying potential non-compliance of the
purported SMSF and undertaking compliance activity. In the case of the first SMSF scheme, the
Tax Office was first notified of potential non-compliance in March 2003 and audit activity
officially commenced in December 2005. Similarly, the Tax Office took 18 months from
identifying the second illegal SMSF scheme to conducting an audit on the arrangement.
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Appendix 6: Registration of SMSFs and the
Superannuation Integrity Project

1. In June 2004 the Tax Office recognised that, among other issues, its
registration process was inadequate to provide assurance that
illegitimate funds were not being registered. To resolve the identified
weaknesses in the Tax Office’s registration for SMSFs (including data
integrity issues), the Tax Office commenced the Superannuation Fund
Integrity (SFI) Project. A number of recommendations emerged from
the Project to improve the Tax Office’s SMSF registration process.
These included:

- developing a mechanism to receive and store data from the
other regulators to enhance the accuracy of registration checks;

- establishing controls to detect and prevent early access schemes
at the point of registration;

- implementing new registration checks to detect those SMSFs
that may become non-compliant post registration;

- addressing funds that are not registered within the same
financial year as establishment and are taxed concessionally;
and

- collecting information on registration to determine whether
applicants are eligible to be SMSF trustees.

2. The Tax Office reviewed the status of the changes proposed above in
April 2005 and determined that it was not feasible to proceed with the
proposed changes in their entirety. Specifically, it has not proceeded
with initiatives to implement controls at the point of registration to
detect and prevent high risk schemes from registering as SMSFs. It has
implemented several changes that have improved the registration
process, including:

- changes to the registration form involving new disclosure
requirements'**to determine whether the trustees of a fund are
ineligible persons;

¥ These changes included whether the trustee has been convicted of an offence; subject to the civil

penalty under the SISA; discharged or bankrupt or had been disqualified by the regulator.
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- the introduction of a ‘Change in details” form, allowing SMSFs
to notify the Tax Office of changes made to the fund including:
entity type; structure; residency status and entity name details.
These forms are reviewed by a team in the operations area; and

- incorporating registration checks in the Tax Office’s post
registration risk identification tools.

The ANAO acknowledges these initiatives and considers there is scope
to revisit some of the recommendations of the SFI Project once the Tax
Office has received additional funding in 2007-08 (see Chapter 1).
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Series Titles

Audit Report No.1 Performance Audit
Administration of the Native Title Respondents Funding Scheme
Attorney-General’s Department

Audit Report No.2 Performance Audit
Export Certification
Australian Quarantine and Inspection Service

Audit Report No.3 Performance Audit

Management of Army Minor Capital Equipment Procurement Projects
Department of Defence

Defence Materiel Organisation

Audit Report No.4 Performance Audit
Tax Agent and Business Portals
Australian Taxation Office

Audit Report No.5 Performance Audit
The Senate Order for the Departmental and Agency Contracts
(Calendar Year 2005 Compliance)

Audit Report No.6 Performance Audit
Recordkeeping including the Management of Electronic Records

Audit Report No.7 Performance Audit
Visa Management: Working Holiday Makers
Department of Immigration and Multicultural Affairs

Audit Report No.8 Performance Audit

Airservices Australia’s Upper Airspace Management Contracts with the Solomon
Islands Government

Airservices Australia

Audit Report No.9 Performance Audit

Management of the Acquisition of the Australian Light Armoured Vehicle Capability
Department of Defence

Defence Materiel Organisation

Audit Report No.10 Performance Audit

Management of the Standard Defence Supply System Remediation Programme
Department of Defence

Defence Materiel Organisation

Audit Report No.11 Performance Audit
National Food Industry Strategy
Department of Agriculture, Fisheries and Forestry
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Audit Report No.12 Performance Audit
Management of Family Tax Benefit Overpayments

Audit Report No.13 Performance Audit
Management of an IT Outsourcing Contract Follow-up Audit
Department of Veterans’ Affairs

Audit Report No.14 Performance Audit
Regulation of Pesticides and Veterinary Medicines
Australian Pesticides and Veterinary Medicines Authority

Audit Report No.15 Financial Statement Audit
Audits of the Financial Statements of Australian Government Entities for the Period
Ended 30 June 2006

Audit Report No.16 Performance Audit
Administration of Capital Gains Tax Compliance in the Individuals Market Segment
Australian Taxation Office

Audit Report No.17 Performance Audit
Treasury’s Management of International Financial Commitments—Follow-up Audit
Department of the Treasury

Audit Report No.18 Performance Audit

ASIC’s Processes for Receiving and Referring for Investigation Statutory Reports of
Suspected Breaches of the Corporations Act 2001

Australian Securities and Investments Commission

Audit Report No.19 Performance Audit

Administration of State and Territory Compliance with the Australian Health Care
Agreements

Department of Health and Ageing

Audit Report No.20 Performance Audit

Purchase, Chartering and Modification of the New Fleet Oiler
Department of Defence

Defence Materiel Organisation

Audit Report No.21 Performance Audit
Implementation of the Revised Commonwealth Procurement Guidelines

Audit Report No.22 Performance Audit
Management of Intellectual Property in the Australian Government Sector

Audit Report No.23 Performance Audit
Application of the Outcomes and Outputs Framework

Audit Report No.24 Performance Audit
Customs’ Cargo Management Re-engineering Project
Australian Customs Service
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Series Titles

Audit Report No.25 Performance Audit
Management of Airport Leases: Follow-up
Department of Transport and Regional Services

Audit Report No.26 Performance Audit
Administration of Complex Age Pension Assessments
Centrelink

Audit Report No.27 Performance Audit

Management of Air Combat Fleet In-Service Support
Department of Defence

Defence Materiel Organisation

Audit Report No.28 Performance Audit
Project Management in Centrelink
Centrelink

Audit Report No.29 Performance Audit
Implementation of the Sydney Airport Demand Management Act 1997

Audit Report No.30 Performance Audit

The Australian Taxation Office’s Management of its Relationship with the Tax
Practitioners: Follow-up Audit

Australian Taxation Office

Audit Report No.31 Performance Audit

The Conservation and Protection of National Threatened Species and Ecological
Communities

Department of the Environment and Water Resources

Audit Report No.32 Performance Audit
Administration of the Job Seeker Account
Department of Employment and Workplace Relations

Audit Report No.33 Performance Audit
Centrelink’s Customer Charter—Follow-up Audit
Centrelink

Audit Report No.34 Performance Audit

High Frequency Communication System Modernisation Project
Department of Defence

Defence Materiel Organisation

Audit Report No.35 Performance Audit
Preparations for the Re-tendering of DIAC’s Detention and Health Services Contracts
Department of Immigration and Citizenship
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Audit Report No.36 Performance Audit

Management of the Higher Bandwidth Incentive Scheme and Broadband Connect
Stage 1

Department of Communications, Information Technology and the Arts

Audit Report No.37 Performance Audit

Administration of the Health Requirement of the Migration Act 1958
Department of Immigration and Citizenship

Department of Health and Ageing

Audit Report No.38 Performance Audit
Administration of the Community Aged Care Packages Program
Department of Health and Ageing

Audit Report No.39 Performance Audit
Distribution of Funding for Community Grant Programmes
Department of Families, Community Services and Indigenous Affairs

Audit Report No.40 Performance Audit
Centrelink’s Review and Appeals System Follow-up Audit
Centrelink

Audit Report No.41 Performance Audit
Administration of the Work for the Dole Programme
Department of Employment and Workplace Relations

Audit Report No.42 Performance Audit
The ATO’s Administration of Debt Collection—Micro-business
Australian Taxation Office

Audit Report No.43 Performance Audit
Managing Security Issues in Procurement and Contracting

Audit Report No.44 Performance Audit
Management of Tribunal Operations—Migration Review Tribunal and Refugee Review
Tribunal

Audit Report No.45 Performance Audit
The National Black Spot Programme
Department of Transport and Regional Services

Audit Report No.46 Performance Audit
Management of the Pharmaceutical Partnerships Program
Department of Industry, Tourism and Resources

Audit Report No.47 Performance Audit

Coordination of Australian Government Assistance to Solomon Islands

Department of Foreign Affairs and Trade and the Australian Agency for International
Development
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Series Titles

Audit Report No.48 Performance Audit
Superannuation Payments for Contractors Working for the Australian Government:
Follow-up Audit

Audit Report No.49 Performance Audit
Non-APS Workers

Audit Report No.50 Performance Audit
The Higher Education Loan Programme
Department of Education, Science and Training

Audit Report No.51 Performance Audit
Interim Phase of the Audit of Financial Statements of General Government Sector
Agencies for the Year Ending 30 June 2007
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Current Better Practice Guides

The following Better Practice Guides are available on the Australian National Audit
Office Website.

Administering Regulation Mar 2007
Developing and Managing Contracts

Getting the Right Outcome, Paying the Right Price Feb 2007
Implementation of Programme and Policy Initiatives:

Making implementation matter Oct 2006
Legal Services Arrangements in Australian Government Agencies Aug 2006
Preparation of Financial Statements by Public Sector Entities Apr 2006
Administration of Fringe Benefits Tax Feb 2006

User—Friendly Forms
Key Principles and Practices to Effectively Design

and Communicate Australian Government Forms Jan 2006
Public Sector Audit Committees Feb 2005
Fraud Control in Australian Government Agencies Aug 2004
Security and Control Update for SAP R/3 June 2004
Better Practice in Annual Performance Reporting Apr 2004
Management of Scientific Research and Development

Projects in Commonwealth Agencies Dec 2003
Public Sector Governance July 2003
Goods and Services Tax (GST) Administration May 2003
Managing Parliamentary Workflow Apr 2003
Building Capability—A framework for managing

learning and development in the APS Apr 2003
Internal Budgeting Feb 2003
Administration of Grants May 2002
Performance Information in Portfolio Budget Statements May 2002
Life-Cycle Costing Dec 2001
Some Better Practice Principles for Developing

Policy Advice Nov 2001
Rehabilitation: Managing Return to Work June 2001
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Current Better Practice Guides

Internet Delivery Decisions Apr 2001
Planning for the Workforce of the Future Mar 2001
Business Continuity Management Jan 2000
Building a Better Financial Management Framework Nov 1999
Building Better Financial Management Support Nov 1999
Commonwealth Agency Energy Management June 1999
Security and Control for SAP R/3 Oct 1998
New Directions in Internal Audit July 1998
Controlling Performance and Outcomes Dec 1997
Management of Accounts Receivable Dec 1997

Protective Security Principles
(in Audit Report No.21 1997-98) Dec 1997
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