
The Withdrawal and Re-Contribution
Strategy

A common exercise for members of Self Managed Super
Funds (SMSFs) upon retirement is to make a lump sum
withdrawal of the taxable benefits from their fund and
(re)contribute the after tax proceeds as an undeducted
(or tax free) contribution.

Subject to preservation rules, people over 55 are entitled
to withdraw their taxable superannuation benefits which
have been considered to be accrued since 30 June 1983,
tax free up to $129,751 (the tax free threshold for 2005/2006).
Any post 1983 benefits withdrawn in excess of the threshold
will be taxed at a rate of 16.5%.

Subject to contribution rules, this amount can then be
deposited back into a superannuation fund as an undeducted
contribution, which will provide a tax free component on
pension payments for the rest of the person’s life. This is
a very tax effective strategy to provide retirement benefits.

However, the question which has been raised by many
professionals in the industry is whether the re-contribution
process is a breach of the regulations, in particular the tax
avoidance provision (part IVa of ITAA 1936), or a breach of
the sole purpose test.

The Australian Tax Office (ATO) have indicated that the re-
contribution can be a perfectly lawful process if implemented
properly. This is particularly the case if a lump sum is drawn
when an individual retires and then later decides to move
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back into the workforce, hence contributes the amount back
into superannuation.

Another common question is whether a promissory note can
be used for the withdrawal and re-contribution process. What
this means is that the Trustees of a SMSF write a promissory
note to the member (this is similar to a cheque), representing
their lump sum payment. The member then endorses the
promissory note immediately back into the SMSF, meaning
no assets actually leave the fund.

The ATO will consider this to be a tax avoidance scheme
if the SMSF has avoided realising capital gains (and hence
avoiding capital gains tax) by not redeeming assets to pay
the lump sum out of the fund. It would be difficult to prove
that the dominant purpose of using the promissory note was
not to avoid tax in this circumstance.

If there are insufficient assets to honour the promissory note,
this may be also considered a borrowing, which is a direct
breach of superannuation legislation.

However, if there are no tax benefits obtained and there are
sufficient assets to back the promissory note, the use of the
promissory note could be a legitimate option.

We believe that it is always preferable to make a physical
payout from the SMSF (whether it be in cash, or an in specie
asset distribution) when paying a lump sum. This will avoid
unnecessary risk through avoiding the somewhat grey area
of promissory notes, and will certainly attract less attention
from the ATO. If there are no unrealised capital gains on the
assets in the fund, the only benefit that a promissory note
has over a physical payout is the savings on brokerage and
other associated costs with redeeming assets. However, this
will be offset by the cost of the advice and the preparation
of the promissory note.

The procedure of the re-contribution can be a lawful and
extremely tax effective strategy, if used in the proper manner.
Trustees should be careful to make sure all conditions of
release and conditions to contribute are met to avoid a breach
of super legislation, and that the process is properly planned
and executed.



New Superannuation Tax Limits for 2005/06

The new superannuation related thresholds and tax limits are
as follows:

Reasonable Benefit Limits (RBL)

Lump Sum: $648,946

Pension: $1,297,886

Transitional RBL
indexation factor: 1.048

Maximum Deductible Contribution Limits

Age (years)

Under 35: $14,603

35 to 49: $40,560

Over 50: $100,587

(Self employed persons can claim a tax deduction on the first
$5,000 contributed plus 75% of the balance up to the relevant
maximum deductible contribution above)

Low rate threshold on the post June 1983 component
of ETPs:

2005/2006: $129,751

And of course, surcharge is to be abolished from 1 July 2005!

Income tax rates (2005/2006)

For Residents of Australia

Taxed

Complying superannuation fund 15%

Non-complying superannuation fund 47%

Company 30%

For Individuals

Taxable income      Tax on this income

$0 - $6,000 Nil

$6,001 - $21,600 15% for income in excess of $6,000

$21,601 - $63,000 $2,340 plus 30% for income in excess of $21,600

$63,001 - $95,000 $14,760 plus 42% for income in excess of $63,000

Over $95,000 $28,200 plus 47% for income in excess of $95,000

The above rates do not include the Medicare levy of 1.5%  

Using Super to Avoid Capital Gain Tax
on the Sale of a Business
We have recently experienced a number of our business
clients having successfully negotiated the sale of their business,
or a division of their business. Of interest in the super
environment is how they have been able to avoid paying
capital gains tax on the profit on the sale.

In one case, the client was aged 53. Under the small business
CGT concessions, that client is able to 'rollover' up to $500,000
of her capital gain into a super fund, and avoid any capital
gains tax. There is a lifetime limit of $500,000, and it counts
towards her Reasonable Benefit Limits (RBL). There are also
rules that preclude her from doing this if she has wealth of
greater than $5m (excluding her house and super, but
potentially including her spouse and other related parties
assets).

In another case, the client is aged 55, but wants access to
the whole capital gain now, and does not want to roll it into
super. Because she is over 55, she can take the capital gain
as an Eligible Termination Payment, without it having to go
into super first. However, the ETP will still count towards
her RBL.

In a third case, the client, aged 64, decided to roll the capital
gain into a super fund to avoid tax, and to take advantage
of the low rates of tax on the income that the investment
will generate over the next several years.

The rules in relation to small business CGT concessions are
complex, but the tax savings can be significant, both initially
and on an ongoing basis if superannuation structures are
used to invest the funds. As always, it is important to obtain
advice that relates to you or your client's particular situation.

If you would like to discuss any aspect of this newsletter in
more detail, please phone Ed Bernard or Phil Jaquillard
on 1300 787 576. 
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