ATERSON
CCOUNTING

Chartered
Accountants

NUMBER ONE IN NUMBERS

Client Information Newsletter - Tax & Super

December 2013

Act now to secure these business deductions

Small businesses may want to act now and bring forward their capital purchases if they still wish to
utilise the instant asset write-off of $6,500 or the $5,000 motor vehicle write-off in 2013-14.

The details of the government’s repeal of the Minerals
Resource Rent Tax (MRRT) make it clear that some
small business tax concessions put in place by the
former government are to be wound back if the MRRT
repeal is passed (and at an even earlier date than the
MRRT itself, if the legislation passes as the government
intends).

If successfully legislated, repeal of the small business
capital allowance concessions will apply from January
1, 2014 - six months earlier than the proposed repeal
of the MRRT, which is scheduled for July 1, 2014.
Businesses thinking of acquiring a depreciating asset
costing less than $6,500 or a motor vehicle may want
to do so before the proposed January 1 date to take
advantage of these concessions while they still exist.

Until December 31, 2013, the capital allowance
concessions available to small businesses are as
follows:

e an immediate tax deduction available for
business plant and equipment purchased with a
cost of less than $6,500, and

e asmall business that purchases a motor vehicle
for business use is entitled to an immediate
deduction of the first $5,000 value of the motor
vehicle plus 15% of any additional value.
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The remaining value is allocated to the small business
general pool with a rate of 30% to be claimed in
subsequent income years. These concessions are only
available to businesses that have a small business pool.

After January 1, legislation amendments may:

e reduce the $6,500 threshold to the previous
amount of $1,000 so that assets exceeding
the $1,000 threshold will instead be allocated
to a special small business general pool for
depreciation claims, and

e repeal the special rule for motor vehicles so they
will be depreciated by small businesses in the
same manner as other depreciable assets.

It is expected that the proposed amendments will
have retrospective application if the bill to repeal the
MRRT and related measures is passed in the new year.
Without guidance to the contrary, eligible businesses
should consider bringing forward capital purchases
before the new year if they wish to maximise their
deductions for the 2013-14 income year.

Keep in mind that the mere execution of a contract to
acquire an item would not be deemed sufficient under
taxation law as a start date. They must be “first used”
or “installed ready for use” before January 1, 2014, to
be subject to the concessional treatment. |
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The tax implications of natural disasters

Bushfires, floods, storms — natural disasters come in many forms. Even strong winds and heavy rain
are very capable of wreaking a lot of damage, and with these destructive events can come loss of
income, either from damage to your workplace or business vehicle, let alone your tools of trade and
essentials such as computers. And imagine the devastation that losing your house would cause.

With the recent major bushfires in New South
Wales, the Tax Office implemented a freeze on the
requirement for affected taxpayers to meet their tax
obligations. Support measures included a blanket
deferral of lodgement deadlines for tax returns and
activity statements. In past natural disaster responses,
the Tax Office also stopped the general interest charge
on delayed tax obligations.

Other possible measures the Tax Office has been
able to offer after recent natural disasters, where
emergency assistance is supplied by workplaces for
their staff (such as support with accommodation or
transport), is help in accessing certain fringe benefits
tax (FBT) concessions that enable employers to provide
short-term assistance to their employees without FBT
implications.

Also, after the Victorian “Black Saturday” bushfires in
2009, for example, a blanket deferral was placed on tax
debt recovery action for taxpayers in areas that were
affected. The measures were subsequently lifted, but
the Tax Office says that such actions will be considered
again if and when such needs arise.

Are emergency payments taxed?

Generally, one-off assistance and emergency
payments from charities are not taxed. Usual Centrelink
payments are taxable, but there are some emergency

payments from Centrelink that may not be, however it
will pay to check if you’re not sure, or ask this office for
assistance.

If an employer offers one-off emergency assistance
payments, these may not necessarily be counted as
taxable income, and help by way of cash gifts from
family and friends in most cases escape tax. Having
said this, salary or wages paid in advance will likely be
taxed, as these are considered part of ordinary income.

If you know you will experience difficulty meeting a
tax bill due to the effects of a natural disaster, you can
ask the Tax Office for more time by calling 13 11 42
(or have us call on your behalf). This includes amounts
owing as a result of your business activity statement
(BAS).

Lost paperwork

If through natural disaster you lose necessary tax
records, the Tax Office can help. After establishing
proof of identity, it can re-issue documents such as
income tax returns, activity statements and notices
of assessment. Employers should keep copies of PAYG
statements, but if you’re your own boss, the Tax Office
should be able to help here too.

If the documents that you would normally keep to
back up tax claims have gone up in smoke, the Tax
Office says it can accept that you have made a claim
“without substantiation” if it is within reason. Also a
tax officer can help reconstruct your records and fill in
a “reasonable estimate for documents destroyed by
disaster” form that will help put your tax affairs back
on track (ask this office if you need a copy of this form).

And if you have lost all records of your tax file
number, it is still possible to get whatever information
you will need. The Tax Office will allow people affected
by natural disaster to use other information such as
date of birth, address or bank account details to verify
tax information.
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Third party issues

If for example your bank imposes fees for replacing
bank records or providing any other service with regard
to reconstructing your financial affairs, those fees will
be tax deductible in the year they are charged. And if
your affairs are usually handled by our office but it is
our very own premises that were flooded or burnt, the
Tax Office generally allows all parties more time to get
documentation and related matters sorted out.

Insurance, deductions, and CGT

Any insurance pay-out you receive for a destroyed or
damaged main residence, personal car, or work-related
item like a computer or tools is not taxable. This does
not have to be included as income in your tax return,
although there may be a “balancing adjustment” for
certain assets.

There are specific allowances and processes that
the Tax Office has developed to deal with depreciating
assets that are affected or destroyed due to natural
disasters, and adjustments you can make. See this
office for help and for more details.

For businesses, insurance payments for the
destruction of stock operates under the general rule
that if the insurance premium for that cover was
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claimed as a tax deduction, payments received for
a claim on that policy will be treated as assessable
income. You can claim a tax deduction for the cost of
repairing items used for work where the cost of those
items is allowed as a legitimate deduction anyway.

If you own a rental property, repairs made to a
damaged building will be tax deductible, as long as
the cost is for a genuine repair and is not, for example,
the replacement of an entire structure. Insurance pay-
outs in relation to capital gains tax (CGT) assets may
have a tax consequence, which we can help you sort
out. Of course pay-outs on personal property such as
household goods would not usually have to be taken
into account for CGT purposes in the case of a house
that is only ever used as your principal residence. ®

See the government’s disasterassist.gov.au
website for current disaster assistance and
other valuable information. Also ask this
office how the Tax Office can help you with
lost records, lodging forms, payments, getting
a faster tax refund and more.

How much do you need to establish an SMSF?

Many are taking the plunge and establishing a self-
managed superannuation fund (SMSF) these days
— especially the younger demographic — but it is not
a decision that should be taken lightly. Do you know
what the optimum conditions are to set up an SMSF,
how it compares to APRA-regulated funds and what
the average account balance of an SMSF should be to
remain viable?

Luckily the Australians Securities and Investments
Commission (ASIC) has helped us out by partnering
with market research consultancy Rice Warner to find
out what the minimum cost effective balance for an
SMSF should be. We go into the various costs involved
in operating an SMSF, and how these costs compare to
APRA-regulated funds.

Note: Other than the costs involved, there are other
issues that should be taken into consideration — from
the time available and the expertise of trustees to the
lack of guarantee, asset allocations that may incur
extra costs, and dealing with falling balances, reduced
interest and higher fees due to the increased need for
assistance at older ages.
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Costs for SMSFs

There is a wide range of professional service
providers to the SMSF market — accountants, financial
advisers, lawyers and administrators. Whether SMSF
trustees use these service providers and the costs they
pay depends on the preferences and capabilities of
the trustees. Some choose to carry out as much of the
administration and accounting as they can themselves
and only use advisers for the services they cannot carry
out, such as audits and tax lodgements. Others rely on
service providers for all functions.

Costs for simple funds with little complexity where
the trustee is seeking only transactional services will
be at the low end of the range. Conversely, funds with
more complexity where the trustee requires more
assistance will generally be at the high end of the
range. Each category below has high, low and mid
point costs figures.

There are also costs that cannot be avoided such
as statutory fees and the necessary provision of

professional services. )
Continued 2
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These various costs can be divided into:

1) Establishment costs

If an individual wants to operate an SMSF, the fund
needs to be formally established. The costs associated
with this include:

¢ the legal and related costs of establishing and
registering the superannuation trust:
= trust deed
- Tax Office application forms
- cash management account application
- provision of binding death nomination forms
- sample investment strategy
- notice of election to become a regulated fund
- general trust advice.

e the legal and related costs of establishing and
registering the corporate trustee for those

SMSFs that choose this route in preference to
having individual trustees:

- searchesand reservations of company names

- preparation of company constitutions,
memoranda and articles of association

- incorporation and registration of the entity,
and

- general corporations law advice.

Itis recommended that a corporate trustee is utilised
because it provides for simpler succession of trustees,
inclusion of new members and the ownership of assets.
Small business owners are urged to establish a separate
trustee company separate from their business.

2) Annual compliance costs

Thereisarange of fees that are necessary to operate an
SMSF as they are either government charges or require
professional support. Known as annual compliance
administration costs, they include costs for:

e statutory charges

¢ financial statements and tax return, and

e the audit.

There is quite a range of annual compliance

administration costs for both funds that are
accumulation only and for those that pay pensions.

3) Non-standard asset charges

Most service providers levy extra charges if an SMSF
holds non-standard assets or borrows to finance an
asset purchase.
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4) Investment management fees

SMSFs make use of managed funds for a small
proportion of their investments and as a result incur
fees for investment management based on the size
of their holding. There is a wide range of investment
management fees charged in the market, ranging
from simple index funds to actively managed funds for
specialty assets:

Fee level Fee

Low 0.35% per annum
Mid 0.78% per annum
High 1.20% per annum

5) Full administration costs

Should the trustee not wish to be involved at all in the
administration of the fund, they will incur higher fees
for full administration services including investment
accounting, access to online investment platforms, and
investment analysis and reporting. ASIC says these fees
range from $2,225 for less complex funds to $7,200.

6) Winding up an SMSF

The process for winding up the fund — be it due to a
marital breakdown, migration out of Australia, or the
desire to transfer the benefits — includes:

e preparing final financial statements for the fund

¢ having the fund audited

e |odging tax returns

e paying all levies

e paying or transferring benefits

e closing accounts

e notifying the Tax Office of the wind up, and

e deregistering any corporate trustees.

The levies are equivalent to those required for the
annual operation of the fund. The final year costs for

the SMSF will therefore be within the ranges specified
for the operation of the funds.

SMSF costs vs APRA-regulated funds

The pros and cons of each minimum cost-effective
balance in relation to APRA-regulated funds are:

e SMSFs with less than $100,000: Not competitive
and are typically more expensive than all APRA-
regulated funds, unless they can grow into a
competitive size within a reasonable time

e SMSFs with $100,000 to $150,000: Competitive
with more expensive and large superannuation
funds (such as retail personal superannuation
funds) but only slightly more competitive than

Continued 2
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retail funds, provided they carry out the broader
investment administrative functions themselves

e SMSFs with $200,000 or more: Competitive with
both cheaper and more expensive industry and
retail funds provided the trustees undertake
some of the administration

e SMSFs with $250,000 or more: SMSFs become
the cheapest alternative compared with all types
of superannuation funds, provided trustees
undertake some of the administration

e SMSFs with more than $500,000: SMSFs
is the cheapest alternative regardless of

whether a trustee does or does not require full
administrative assistance. Even if an SMSF of this
size is paying higher fees than the typical APRA-
regulated fund, it is because they may have more
complex investment arrangements that are not
possible within an APRA-regulated fund.

In conclusion, SMSFs seem to have been deemed
by ASIC and Rice Warner Actuaries as an expensive
alternative to members with small balances. If
you plan to outsource your SMSF administrative
matters, ASIC estimates that you will need $500,000
in superannuation for your SMSF to remain a cost-
effective option.

If you are willing to perform at least some of the
fund’s administration, you will need between $200,000
and $250,000 in superannuation, and it is necessary a
fledgling SMSF grows to over $200,000 within two to
three years of establishment to remain viable.

Consult this office for advice on whether you should
make the transition, or if this is the best option for your
retirement savings if you are already in an SMSF. m

ATO releases “report card” on SMSF sector

The Tax Office is currently homing in on a few problem
areas when it comes to the SMSF sector by:

e engaging with new trustees to ensure they can
operate their SMSF and are not seeking illegal
early access to their retirement benefits

e ensuring annual returns are lodged, and on time

e focusing on new funds and whether they are
entitled to receive their notice of compliance

e reviewing irregularities in exempt current pension
income and non-arm’s length transactions

e looking at the re-reporting of contributions and
compliance with excess contributions tax release
authorities, and

e looking more closely at every fund reported
by approved SMSF auditors to make sure
those trustees are more fully aware of their
obligations and that contraventions are dealt with
appropriately.

On that last matter, Assistant Commissioner for
Superannuation, Matthew Bambrick, said a drop in
the proportion of SMSFs that were reported to the Tax
Office by approved auditors had set off alarm bells.

www.watersons.com.au | info@watersons.com.au 1 03 9018 9799

“We’d like to think this is because the levels of
understanding and compliance in the sector have
improved, but it may also simply be due to a time lag
with data and we’ll get an increase later, or it could be
that there has been a decrease in the effectiveness of
SMSF audits,” Bambrick said.

Bambrick outlined other problem areas that seem to
affect a small minority of SMSFs:

e inept calculating of exempt current pension
income, especially with carry forward losses and
apportioning of expenses

e incorrect reporting of non-arm’s length income
e related party transaction breaches

e tax avoidance, like claiming holiday travel as
investment expenses

e lack of independence where some SMSF auditors
audit their own or their relatives’ funds

e poor quality audit documentation and auditor
knowledge, and

e failure to lodge.

Consult this office for advice on how to comply with all
your SMSF obligations and responsibilities. ®
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Can interest and borrowing costs on
investments be claimed as deductions?

Investors are frequently faced with questions and issues
regarding the correct tax treatment of certain aspects
of financial products, and sometimes the various
features of these products. An important question that
crops up on a regular basis is whether investors can
claim tax deductions for interest and borrowing costs
that they have incurred in the process of funding their
investment.

Generally, it is not safe to simply assume that you will
be entitled to claim such expenses, even if the issuer of
the product suggests that these costs are tax deductible
for some or for all investors — and this is especially the
case where the arrangement is highly complex. Ideally,
investment products that are covered by a product
ruling from the Tax Office will provide certainty about
the most pertinent tax treatment.

Depending on the investment, possible tax
outcomes, which depend upon the relevant product
and its features, include:

e The investment is subject to capital gains tax
(CGT) — interest may be included in the cost base
of the investment and, as a result, the interest
incurred cannot be deducted. In this case, the
interest will reduce any capital gain that arises
when the investment matures.

e The investment is subject to both CGT and
income tax under the ordinary rules. Dividends,
distributions, coupons or any other income
received during the life of the investment are
subject to income tax under the ordinary rules,
and any gain at maturity is subject to CGT.
Deductions for interest or borrowing expenses
may be limited to the amount of income
received each year, especially where it can be
shown that an investor could not reasonably
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expect to receive income (over the life of their
investment) that exceeds the expenses incurred.

e Aninvestment in a longer-term financial product
that involves a profit-making scheme should be
accounted for at maturity, on a net basis, as a
profit-making scheme or undertaking. Investors
in such products do not account for amounts
that are received or paid during the life of their
investment — instead, these amounts are netted
off against one another when the investment
ends. If amounts received are greater than
amounts paid, then this amount will be reported
as assessable income and increase an investor’s
taxable income. If amounts received are less
than amounts paid, then this amount can be
deducted on the investor’s tax return.

e Aninvestment that generates income in excess
of outgoings, or is reasonably expected to do
so, means that interest and borrowing costs
are fully deductible on revenue account in the
relevant income year.

Rental property — some costs are against
income, some against capital

Some typical examples can be found with costs
incurred for rental properties. If you take out a loan to
buy a rental property, interest charged on that loan is
generally available as a deduction where the property
is rented to an unrelated third party. Also, interest
charged on borrowings made to buy depreciating
assets, or for many repairs, are generally able to be
claimed.

Note that the Tax Office specifies that these
deductions are only available for a property that is
rented — however the wording of the tax law also
allows an investor to make such claims where the
property is “available for rental”. In other words, as
long as the property is listed or advertised as being
vacant and available for occupation, the interest
charges on any loans taken out for that property can be
claimed. Be mindful that where a property is “available
for rental” for large periods of time a risk that the Tax
Office will view it as not actually “available” may raise
the danger of having the deduction invalidated.

Regular management fees or commissions paid to
a property agent or real estate agent for managing,
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inspecting or collecting rent on your behalf are also
generally claimable. However a rental property owner
is not eligible to claim commissions paid to someone
they engage to find a suitable rental property to buy,
nor for the sale of a property they already own. These
costs usually form part of the cost base of your property
for CGT purposes, but you will need to confirm with our
office as this may depend upon circumstances.

Certain expenditure for repairs made to the property
may be deductible, but they must relate directly to
wear and tear or other damage that occurred as a
result of your renting it out. However, the following
expenses are capital in nature and are not deductible:

e replacement of an entire structure or intrinsic
item of the property (such as a fence or
bungalow, a stove, kitchen cupboards or fridge)

December 2013

e renovations that are actual improvements,
extensions or works that are alterations to the
existing building, and

e repairs that remedy defects, damage or
deterioration that existed at the time you
bought the property.

There may also be scope to make capital works
deductions for some of the above repair or replacement
works.

Most legal expenses are deemed to be of a capital
nature, and are therefore not deductible (such as the
legal costs involved with buying or selling a property).
However one legal expense that can be claimed is
the cost of evicting a non-paying tenant. For more on
deductions for investments, check with this office. m

Super contributions and problems of excess

The treatment of excess superannuation contributions has been a contentious issue for some years,
with many people falling victim to the punishing excess contributions tax through inadvertently
going over the limits. The reasons this can happen include an employer making contributions that
may fall within a different financial year, expense reimbursement or debt forgiveness which is
directed to super, or perhaps a pay increase giving rise to more salary sacrificed super than expected.

The situation has not been made easier by successive
governments changing the contribution cap limits on
a relatively frequent basis, which has made keeping
within these limits an, at times, elusive task.

But whatever the reason, breaches of the
concessional and non-concessional super contribution
caps has been an all too familiar apprehension for
many pre-retirees, faced with having to pay an extra
tax on the excess.

In 2013-14 the annual concessional contributions
cap is set at $25,000. A higher cap of $35,000 applies
for those aged 60 and over. These contributions are
generally made from before-tax employment income,
and are tax deductible to the employer making the
contribution. Some scope also exists for concessional
contributions to be made by an individual on their
own behalf where they are not an employee. The
deductibility for these personal superannuation
contributions are subject to additional rules (ask this
office if you'd like to know more).

Non-concessional contributions are predominantly
made up from after tax income, and can include
personal contributions that have not been claimed
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as a deduction, and spouse contributions. Excess
concessional contributions are counted towards the
non-concessional cap. The non-concessional cap is
set at six-times the concessional cap, and is therefore
$150,000 (even for the age-based variation mentioned
above).

For members aged under 65, the non-concessional
cap for the following two years can be brought forward,
allowing for a $450,000 cap for the three year period.
But there is no member election actually involved —
if the non-concessional cap is exceeded (even by one
dollar), the “bring forward” applies automatically.
The hidden danger is that where a non-concessional
contribution is brought forward unexpectedly from
a future income vyear, this may affect any planned
use of the full bring forward amount in a future year,
potentially resulting in excess contributions.

Excess concessional contribution relief

A recent change has relieved some of the burden of
the previous excess concessional contributions regime.
From July 1, 2013, excess concessional contributions
no longer incur excess contributions tax, but instead
will be included in the taxpayer’s assessable income
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for the corresponding year and taxed at their marginal
tax rates. For the 2011-12 and 2012-13 income years, if
you are eligible, there is a once-only offer to have the
excess concessional contributions refunded to you (up
to an annual $10,000 limit) and you pay tax on this at
your marginal rate.

With the latest reform however, you will also be liable
for an “excess concessional contributions charge”. This
is designed to neutralise any benefit that a super fund
member may receive from the excess contribution
being held in a concessionally taxed environment for
the period up to the time the consequent tax return
is processed. The rate of the charge is 3% over the
monthly average yield of 90-day bank accepted bills.

A super fund member may elect to have excess
concessional contributions released from the fund. An
amount net of 15% tax is released by the fund to the
member. A refundable tax credit equal to the amount
withheld by the fund is available to the member for use
against their overall tax liability.

As excess concessional contributions are now, in
effect, taxed at the marginal tax rate of a member, a
breach of the concessional cap is unlikely to be of major
concern. However, breaching the non-concessional
cap is a different story, and can result in a large excess
contributions tax liability for a member.

Non-concessional cap breaches — what can
be done

If the non-concessional cap is breached the member
is liable for excess contributions tax at the rate of
46.5%, which must be withdrawn from the super fund.

It is possible for excess contributions to be “moved”
from one tax year to the next, however the trustee
of the superannuation fund must not only retain the
contributions in an unallocated reserve until the next
income year, but must allocate that money to the
member’s fund by July 28.

The Tax Office does have some discretion to disregard
or reallocate excess contributions to another year;
however there must be special circumstances that it
determines will “lead to an outcome that is unjust,
unreasonable or otherwise inappropriate”.

To apply to have excess contributions disregarded
or reallocated, taxpayers must either complete a form
from the Tax Office (ask us for a copy) or at least apply
in writing including all of the information that is set
out in that form. Ask for our assistance if this is your
preferred option. The other thing to keep in mind is
that this will mean the cap that applies to a member
in the following year will be reduced by this reallocated
amount. ®

Dids youw kvvow... AUSTRALIA'S LONGEVITY OUTLOOK

Talk of Australians’ rising life expectancies has been making headlines as of late. The latest data from
the Australian Bureau of Statistics projects a “life expectancy at birth” age of 79.9 for men and 84.3 for
women. But representative body the Actuaries Institute said those who have already reached the age of
65 can expect to live longer than the population average, and said it is more likely that the life expectancy
of those aged 65 now will be 86 for men and 89 for women. To further compound matters, independent
government advisory body the Productivity Commission recently published these following statistics:

e the life expectancy for a baby born in 2012 is 94 years for a girl and 92 years for a boy

e the population aged 75 years or more is projected to rise by four million from 2012 to 2060,
increasing from 6.4% to 14.4% of the population, and

e by 2060, there will be roughly 25 people aged 100 years or more to every 100 newborns (compared

to just one centenarian now).

The crux of the issue is that Australians need to be financially prepared for at least a few more years, if

not decades, in retirement. W
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