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Superannuation is a highly tax-effective vehicle for the e 4
accumulation of retirement wealth. This paper will explore the
exempt current pension income tax (ECPI) concession available
to self-managed superannuation funds (SMSFs). It will include
case studies for fund losses and segregation, and some tips for
maximising your ECPI.
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Disclaimer: This information is general information only and not intended to be financial product advice, tax advice or legal advice and should not be
relied upon as such. As this information is general in nature it may omit detail that could be significant to your particular circumstances. Scenarios,

examples, and comparisons are shown for illustrative purposes only. We recommend that individuals seek professional advice before making any financial

decisions. This information is intended to assist you as part of your own advice to your client. Use of this information is your responsibility. While all care
has been taken to ensure the information is correct at the time of publishing, superannuation and tax legislation can change from time to time and
Accurium is not liable for any loss arising from reliance on this information, including reliance on information that is no longer current. Tax is only one

consideration when making a financial decision.
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Overview
This paper will explore the exempt current pension income (ECPI) tax concession available to self-
managed superannuation funds (SMSFs). It will include case studies for fund losses and segregation,
along with tips for maximising ECPI.

1 The ECPI tax concession

1.1 What is ECPI?

ECPI refers to any ordinary income and statutory income that an SMSF earns on assets held for the
purpose of providing retirement phase superannuation income stream benefits.

Assessable income can be reduced by this ECPl amount assuming specific conditions are met. An
SMSF's assessable contributions and non-arm’s length income are excluded from ECPI.

ECPI is determined under Section 295.390 or Section 295.385 of the Income Tax Assessment Act
1997. It is calculated each income year and reported in the SMSF annual return.

Once an SMSF has commenced paying a pension, income earned on the assets supporting current
pension* liabilities may be eligible to be claimed as ECPI.

*Where the current pension liabilities are only in respect of retirement phase superannuation income
stream benefits.

1.2 Conditions for claiming ECPI

Once an SMSF commences paying a retirement phase income stream, trustees may be eligible to claim
ECPI.

For an income stream to meet the pension standards, two fundamental requirements of the SIS
Regulations must be met:

a. payments from the income stream must occur at least annually
b. for account-based pensions', the minimum pension standards must be met each year

To be eligible to claim ECPI, trustees must pay out pension payments to the member in form and

effect each financial year. Where a retirement phase income stream does not meet the minimum
pension standards in a financial year, income earned on that income steam will generally not be ECPI.

! Account-based pensions includes allocated and market-linked pensions.
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To claim ECPI the fund can use either the segregated or proportionate method and sometimes will
use both methods in the same income year. The proportionate method requires the fund to obtain an
actuarial certificate prior to finalising and lodging the annual return.

When an SMSF is applying the proportionate method, a trustee is not obliged to claim ECPI where
the cost of doing so outweighs the tax benefit to the fund. This might apply where a fund only
commences retirement phase income streams very late in the income year.

1.3 Methods for claiming ECPI

How ECPI is claimed will depend on whether the SMSF's assets are segregated, unsegregated, a
combination of both or where there is at least one period of ‘deemed segregation’2.

1.3.1 Proportionate method

Where a fund has unsegregated retirement phase pension assets during a period of the income year,
the trustees will claim ECPI using the proportionate method and are required under Section 295.390
of the Income Tax Assessment Act 1997 to obtain an actuarial certificate prior to lodgement of the
fund’s annual return.

A fund will have unsegregated retirement phase assets if it has assets supporting both retirement
phase income streams and non-retirement phase interests and the fund does not have particular
assets set aside to solely support the retirement phase liabilities. That is, no assets are ‘segregated’ to
support a retirement phase income stream or a pool of liabilities supporting retirement phase income
streams within the SMSF.

The actuary will determine what proportion of the fund’s unsegregated assets, on average, were
supporting retirement phase liabilities during the financial year. This proportion is known as the
actuarial tax-exempt income proportion and will be applied to the fund’s income to determine the
amount of ECPI that can be claimed under the proportionate method. Any segregated assets are
excluded from this calculation.

The tax-exempt income proportion is calculated for the unsegregated pool of assets as:

Average value of current pension? liabilities

Average value of superannuation liabilities

By definition, the value of the current pension liability at a particular time in respect of an account-
based type pension is the value of the individual pension account. The value of the

2 A period of the income year, not being the entire income year, where the fund wholly consists of retirement phase
income streams, other than defined benefit pensions.
3 Where the current pension liabilities are only in respect of retirement phase superannuation income stream benefits.
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superannuation liabilities at a particular time is taken to be the sum of the account balances of all
members and reserves at the relevant date.

The average values (referred to above) are usually determined by the actuary using a daily weighted
average calculation which takes into account relevant information such as:

e the opening balances of each member’s retirement and non-retirement phase accounts and any
reserves;

e the size and timing of any pension commencements and commutations during the financial year;

e the size and timing of contributions, pension payments, withdrawals and transfers in or out of the
fund made during the financial year

Funds that have unsegregated assets require an actuarial certificate to claim ECPI.

1.3.2 Seqgregated method

If an asset or pool of assets within an SMSF has the sole purpose of paying retirement phase pension
benefits and the fund’s trustee has documented them as such, then those assets are segregated
current pension assets. The fund can use the segregated method under Section

295.385 of ITAA 1997 for calculating and claiming ECPI.

Where a fund is fully in retirement phase for any period of time during an income year, those assets
will meet the definition of being ‘segregated’. Income earned on these assets which are ‘deemed’ to
be segregated will be fully tax-exempt and must be claimed as such. Generally, the trustees cannot
choose to treat the fund liabilities supporting a period of ‘deemed’ segregation as unsegregated.
However, from 1 July 2021 changes have been made to the requirement for ‘deemed’ segregation.
This will be covered later in this paper.

Despite an SMSF having assets segregated to pay retirement phase income streams, including a period
of ‘"deemed segregation’, Trustees will be required to obtain an actuarial certificate to claim ECPI using
the proportionate method, for any income year where any of the following applies:

e The SMSF paid or is paying a pension which was not an allocated pension, market linked pension
or account-based type pension.

e The market value of assets segregated to support the benefit has exceeded the account balance
supporting that benefit.

e The SMSF has disregarded small fund assets.
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1.3.3 Transfer balance cap

From 1 July 2017 a cap of $1.6million (subject to indexation) was introduced on the amount a person
can transfer into tax free retirement phase. If a balance greater than the transfer balance cap is
transferred to a retirement phase income stream the member will generally be required to remove the
excess from the retirement phase of superannuation.

Also, assets in retirement phase income streams before 1 July 2017 that exceeded the transfer balance
cap were generally required to be removed from the retirement phase.

All superannuation members have a personal transfer balance account which keeps track of their
individual transfer balance cap.

Transactions that are recorded as a credit to a person’s transfer balance account include:

e The value of any superannuation retirement phase income streams at 30 June 2017 (generally
including death benefit income streams);

e The commencement value of superannuation retirement phase income streams commenced from
1 July 2017 (generally including death benefit income streams);

e The special value of capped defined benefit income streams; and

e The notional earnings on any excess transfer balance.

Debits to a person’s transfer balance cap include:

e A commutation of a superannuation retirement phase income stream;

e Structured settlement contributions;

e A payment split on divorce or relationship breakdown; and

e Certain events that result in a person’s superannuation interest being reduced including fraud or
dishonesty or bankruptcy.

Pension payments made from a retirement phase income stream and income or losses allocated to
a retirement phase income stream do not give rise to a debit or credit in a person’s transfer balance
account.

The consequence of the transfer balance cap in relation to claiming ECPI is that SMSFs which were
previously fully in retirement phase and therefore did not require an actuarial certificate to claim ECPI,
were required to commute a portion of their income streams to accumulation phase. These funds
will now generally use the proportionate method to claim ECPI and therefore require an actuarial
certificate, with some of the fund’s assessable income being taxable.

1.3.4 Disregarded small fund assets

In conjunction with the transfer balance cap, disregarded small fund assets was introduced to stop
trustees impacted by the transfer balance cap taking advantage of segregation to segregate assets
to retirement phase and realise all capital gains tax-free. A fund which meets the definition of having
disregarded small fund assets must use the proportionate method to claim ECPI on all assets for the

entire income year.
_
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As defined in Section 295.387 of ITAA 1997, an SMSF will have disregarded small fund assets in an
income year if:

e on 30 June just before the start of the income year, a member of the fund had a total
superannuation balance of over $1.6 million* and also has a retirement phase income stream (the
retirement phase income stream does not have to be in the SMSF); and

e the fund is paying a retirement phase income stream at some time during the income year in
question.

This test is applied to each income year to determine how the fund can claim ECPI. If an SMSF has
disregarded small fund assets, the trustee must use the proportionate method to claim ECPI for that
income year. This applies to all fund assets and so a fund will not have deemed segregation, nor have
the option to treat assets as elected to be segregated, for tax purposes. The ATO has been clear that
a fund can still segregate for investment purposes, for example electing in the fund’s investment
strategy to allocate assets to certain member accounts so that the income from those assets is
allocated to that member’s account, instead of allocating income on a proportional basis.

From 1 July 2021 the addition of Section 295.387(3) to ITAA 1997 will mean a fund will not have
disregarded small fund assets if all liabilities were solely in retirement phase for the entire income
year®. This change addresses an ongoing issue which applies to the 2017-18 to 2020-21 income

years where a fund, which was solely in retirement phase for the entire income year, would meet the
definition to have disregarded small fund assets and therefore require an actuarial certificate under
the proportionate method, even though it would be entirely tax exempt. As these funds will no longer
meet the definition of having disregarded small fund assets, they will be eligible to use the segregated
method to claim exempt income and would do so, with all assessable income being disregarded
under the segregated method.

1.3.5 Defined benefit pensions and ECPI

Defined benefit pensions are a specific type of pension that place an obligation on an SMSF to pay a
defined pension to a member each year. Trustees are still entitled to claim ECPI for assets supporting
these types of pensions. However, any pool of assets supporting a defined benefit pension will always
require an actuarial certificate. This is a requirement of the ITAA 1997 and is a consequence of the
need for an actuary to certify the value of the pension liabilities used in the tax-exempt income
proportion calculation.

Once the fund obtains a tax-exempt income proportion from an actuary the calculation of ECPI is the
same as for any other fund applying the proportionate method.

1.3.6 Using both methods

A fund can use a combination of the segregated and proportionate methods to claim ECPI in the
same income year. This can occur where a fund chooses to segregate some assets to

4For the purpose of the disregarded small fund assets test, this amount does not increase when there is an increase in the

general transfer balance cap.
>Provided the fund did not have any defined benefit pensions — refer next section 1.3.5.
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solely support pension liabilities, however, the market value of the pension accounts exceeds the value
of the segregated pension assets. This can also occur when there is a period of deemed segregation
during the income year, as well as a period where there is both retirement and non-retirement phase
balances. This is often referred to as hybrid or partial segregation.

The fund can use the segregated method to claim ECPI for income earned on the segregated pension
assets, including a period of ‘deemed segregation’, while ECPI can be claimed using the proportionate
method for the pool of assets that supports both retirement phase and non- retirement phase
interests. Provided the fund has only account-based pensions, the fund will only require an actuarial
certificate to claim ECPI using the proportionate method for the unsegregated pool of assets.

Note: an SMSF with “disregarded small fund assets’ will be confined to using the proportionate
method to claim ECPI for the entire income year.

1.3.7 Choice of ECPI method

For the 2022 financial year onward an SMSF now has a choice of how it will calculate ECPI in certain
circumstances. Sub-section 295.385(8)-(10) ITAA 1997 outlines the trustee choice option, which
essentially says that a fund which was solely in retirement phase for a period or periods of the income
year, but not the whole year, can choose to only use the proportionate method to calculate ECPI

for the entire income year, instead of needing to use a combination of both the proportionate and
segregated method.

It is required that the trustee(s) of the fund makes the election to only use the proportionate method
to calculate ECPI. If the trustee(s) has made no election for the income year, then the fund must use
the default method, which will mean using a combination of both the segregated and proportionate
method as previously discussed.

A fund with disregarded small fund assets cannot choose to use the segregated method for any
periods which were solely in retirement phase during the year. The fund is still not eligible to use the
segregated method to claim ECPI.

1.4 Claiming ECPI in the annual return

Ordinary income and statutory income earned for a complying SMSF with assets held to provide
retirement phase superannuation income stream benefits can be claimed as ECPI. Any non-arm’s
length income or assessable contributions are excluded from the income used for the ECPI calculation.

1.4.1 Calculating the ECPI amount

The SMSF's total ECPI amount is calculated each income year as the sum of any ECPI claimed under
the segregated and proportionate methods.

e
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1. Determine the ECPI for segregated retirement phase assets using the segregated method
ECPI = assessable income on segregated retirement phase assets

2. Calculate the ECPI for unsegregated assets using the proportionate method
ECPI = assessable income on unsegregated assets x actuarial tax-exempt proportion

3. Sum the two results to obtain the fund’s total ECPI amount

Total ECPI = segregated ECPI + proportionate ECPI

This is the amount of ECPI that can be claimed by the SMSF in the annual return.

1.4.2 Completing the SMSF annual return

ECPI is reported under “Section A, Item 10: Exempt Current Pension Income’ in the annual return.
This section requires SMSF trustees to answer questions about whether the fund intends to claim an
exemption from income tax.

Section A, Item 10 from the 2022-23 SMSF annual return is shown below:

10 Exempt current pension income

the fund pay retirement phase superannuation income stream benefits to one or more members in the income year?

° aim a tax exemption for current pension income,
Record exempt cumrent pension income at Label A
No >.‘ i0 to Section B: Income
Yes )::1-'!';:-'_ urrent pension income amount A $ Il | =
1 Ia YOLIr 2XE .
] I B
1 cf ) I i? D Yes
id the fur | 1 1
E Yes ' tion
‘Mo’ I | 1€, In i
No ’ tion [ 1 non-deductible e Do not compl
'Q Ify

1. If the SMSF paid a retirement phase income stream to one or more members during the year and
the minimum pension standards were met; print X in the "Yes’ box. Otherwise, print X in the ‘No’
box.

2. If '"Yes' was selected, then at item A enter the total amount of ECPI being claimed.

3. Print X in the appropriate box (B and/or C) selecting the method used to calculate ECPI -B for
segregated assets method or C for unsegregated assets method (proportionate method). If both
methods were used print X in both boxes.

e
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4. If the SMSF claims ECPI using the proportionate method then an actuarial certificate will be
required to certify the fund’s tax-exempt income proportion. Print X in the ‘Yes’ box at item D if an
actuarial certificate has been obtained.

5. If the fund’s total assessable income was greater than the ECPI claimed then print X in ‘Yes' at item
E. Funds that are not fully in retirement phase over the entire year, have non- arm’s length income
or have assessable contributions will need to select Yes'. If the fund has no assessable income
after allowing for the ECPI concession print X in ‘No’ at item E and Section B on income can be
skipped.

1.5 Claiming ECPI when a pensioner passes away

Funds will continue to be eligible to claim ECPI on assets supporting retirement phase pension
interests after a member passes away from the date of death until the death benefits are paid.

Where the interest is a reversionary income stream then it simply continues to the beneficiary. As the
pension does not cease, the trustee must ensure the minimum pension payment is paid prior to 30
June for the pension to meet the minimum pension standards and be eligible to claim ECPI.

Where the retirement phase pension interest is not a reversionary income stream and the death
benefit is subsequently paid as a lump sum or as a death benefit income stream (to an eligible
beneficiary) within a reasonable time frame®, the interest continues to be eligible for ECPI up to the
date that the benefits are paid out.

‘Pension’ means account-based pension, market linked pension or allocated pension. This continues
ECPI eligibility on death, but does not apply to defined benefit pensions.

2 Case studies of ECPI

We will now consider the calculation of ECPI under a number of different investment scenarios. All
pensions considered in these case studies are account-based type pensions.

2.1 Unsegregated assets

Consider an SMSF with two members, Ramy and Mary. The fund has assessable income of
$150,000 which excludes any non-arm’s length income and assessable contributions.

Ramy is receiving a retirement phase income stream and has made pension payments above the
minimum pension requirement for the 2022-23 income year. Mary is in accumulation phase. The
assets of the fund are invested in shares, property and there is also cash in a bank account. No
particular assets are set aside to solely support retirement phase.

6In compliance with SIS regulation 6.21 — to pay a deceased member’s benefit ‘as soon as practicable’.

e



¢ dACCURIUM

Two members: $1 million assets; $150,000 assessable income

1 July 2022: Ramy - retirement phase $700,000
Mary - accumulation $300,000

Assets at 1 July 1 millon A A O Q 0 A D

Superannuation interests at 1 July

Rami - Retirement phase $700,000 Mary - Accumulation $300,000

Pension standards are met during 2023

As the fund is paying a retirement phase income stream which has met the pension standards, the
fund is eligible to claim ECPI. The fund is unsegregated and so the trustee will claim ECPI using
the proportionate method, for the entire income year, and is also required to obtain an actuarial
certificate, prior to lodgement of the 2023 SMSF annual return.

The actuarial certificate certifies a tax-exempt income proportion of 68%. This means that on average
during the financial year 68% of the fund assets were supporting retirement phase liabilities. The
fund can claim 68% of its assessable income excluding non-arm’s length income and assessable
contributions as ECPI in the annual return.

The exempt income is therefore 68% of the fund’s assessable income which is $102,000.
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Actuarial certificate: 68% tax exempt

ECPI = 0.68 x $150,000 = $102,000

2022-23 SMSF annual return:

10 Exempt current pension income

A
No | |}
ves | X)) AS (1]0]2],10/0/0-><
Which method did you u f Carten e .

1 B
1€ X} Was an actuarial certificate obtained? D Yes (X

ElYes;')(I}

No | |} e

@

2.2 Fully seqregated assets (no ‘disregarded small fund assets’)

Consider a fund with three members — David, Heather and Geoff.
David and Heather are solely in retirement phase over the entire income year and Geoff is in
accumulation phase. In 2022-23 the fund had $35,000 in assessable income.

The fund’s investment strategy documents that there is a segregated pool of assets to support
David and Heather’s retirement phase pension liabilities which are completely separate from the
accumulation member’s assets. This may allow different investment strategies for the pension and
accumulation assets.

This is an example of a fully segregated fund. All retirement phase pension assets are completely
separate from all accumulation assets. An actuarial certificate is not required if the fund solely uses the
segregated method to claim ECPI.

The fund meets the conditions to use the segregated method (the SMSF does not have ‘disregarded
small fund assets’) and the trustee therefore claims ECPI on that basis. As assets are segregated

the income on the retirement phase assets can be determined separately from income earned on
accumulation assets.

There was $30,000 in assessable income earned on David and Heather's retirement phase assets over
the income year and $5,000 in income was earned on Geoff's accumulation assets.

e
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Three members: $362,000 assets; $35,000 assessable income
1 July 2022: David - retirement phase $115,000

Heather - retirement phase $185,000
Geoff - accumulation $62,000

Assets at 1 July 300,000 A Q A Q <> AD sez.ouo<>©

Superannuation interests at 1 July

David - retirement phase Heather - retirement phase

$115,000 $185.000 Geoff - accm $62,000)

Under the segregated method ECPI will be equal to the assessable income earned on segregated
retirement phase assets of $30,000.

This is shown in the 2022-23 SMSF annual return as:

Segregated retirement phase income: $30,000

Accumulation income: $5,000

2022-23 SMSF annual return:

10 Exempt current pension income

A

No | |}
Yes | X} Exempt current pension income amount A $ | 130/ [0j0j0/==

i B/X

i €| |)Was an actuarial cerlificate obtained? D Yes
E Yes [ X)) Goto:

Ho | [ e e

@ iyouar

The key for full segregation is the separation of retirement phase and non-retirement phase assets,
not necessarily separation by members.

This methodology operates in the same way if an individual member had both a retirement phase
and a non-retirement phase liability, but there were separate pools of assets supporting the respective

interests.
_
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2.3 Partial segregation over an entire financial vear (no 'disregarded small fund assets’)

Consider a two member fund with members James and Jackie. At 1 July 2022 all assets are
unsegregated. James had both retirement phase pension and accumulation interests and Jackie had
an accumulation interest.

Jackie decides to commence a retirement phase income stream on 1 July with her entire accumulation
balance worth $489,000. The trustees agree to segregate a property worth

$400,000 at 1 July to Jackie's income stream. The market value of the property does not exceed
Jackie's retirement phase account balance therefore the entire asset can be segregated to the income
stream. The trustees document this segregation as part of the fund’s investment strategy.

A separate bank account is also set up to support the segregated assets, and they transfer

$10,000 cash from the funds general bank account to that new bank account. Jackie intends to use
this balance for any expenses or costs associated with the property and rental income on the property
will also be received into that account. The property and bank account remain segregated for the full
income year.

The fund now has segregated retirement phase assets consisting of the property and its bank account.
These assets at 1 July 2022 totalling $410,000 are segregated retirement phase pension assets for the
entire financial year and any income earned on these assets will be ECPI under the segregated method
(the SMSF does not have ‘disregarded small fund assets’).

The remaining pool of assets at 1 July 2022, totalling $443,500 supports James's retirement phase
pension and accumulation liabilities and the remainder of Jackie’s retirement phase pension liabilities.
Jackie has unsegregated retirement phase liabilities of $489,000 - $410,000

= $79,000.

Two members: $853,500 assets: $91,400 assessable income

1 July 2022: James - retirement phase $214,500 accumulation $150,000
Jackie - retirement phase $489,000

TR 1=

Superannuation interests at 1 July

, . Jackie - retirement phase
James - retirement | |James - accumulation

phase $214,500 $150,000 $79,000 ‘ $410,000

In the 2022-23 income year the fund had assessable income of $91,400.
It is determined $60,900 of this total amount was earned on Jackie's segregated property and bank
account, the remaining $30,500 was earned on the unsegregated pool of assets.

e
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The trustees obtained an actuarial certificate for the unsegregated fund assets to claim ECPI using

the proportionate method. The segregated assets were excluded from the actuarial calculation as the
segregated method will be used to claim ECPI. The actuarial certificate shows that after accounting
for the pension payments made during the year, 65% of the unsegregated assets on average were
supporting retirement phase liabilities. Therefore 65% of income earned on the unsegregated pool of
assets is exempt from income tax.

The fund’s exempt current pension income is calculated as follows:
e Unsegregated (proportionate) ECPl = 0.65 x $30,500 = $19,825
e Segregated ECPI = $60,900

Total ECPI = $60,900 + $19,825 = $80,725

This is shown in the 2023 SMSF annual return as:

Unsegregated income: $30,500 Segregated retirement phase income: $60,900
Actuarial certificate: 65%

ECPI = 0.65 x $30,500 + $60,900 = $19,825 + $60,900 = $80,725

2022-23 SMSF annual return:

10 Exempt current pension income

No | |}
Yes X} Exempt current pensior eamount A $ L1810} [7]2(5]|5
i BIX
i € X} Was an actuarial certificate obtained? D Yes | X
EY-;:’S,IX'
No || petonas ot

2.4 Seqgreqgation for part of an income year

Consider a two member fund. At 1 July 2022 Peter and Penny only had accumulation interests and
their assets were valued at $500,000.

On 1 February 2023 Peter and Penny both decided to commence retirement phase account- based

pensions with their entire accumulation interests’. The assets of the fund were valued to be $490,000.
The trustees determined $10,000 of income was earned for the period 1 July

“Each had satisfied a condition of release with a nil cashing restriction.
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2022 to 31 January 2023 when the fund was entirely in accumulation phase. From 1 February 2023
the fund was solely in retirement phase.

Two members: $500,000 assets; $39,000 assessable income

Assets at 1 July 2022 Assets at 1 February 2023

$500,000 O /\ D /\<> Q $490,000 Of [] ;_’E<> O

Accumulation interest at 1 July Retirement phase interests at 1 February
Peter $200,000 Penny $300,000 Peter $196,000 Penny $294,000

Income to 31 January: $10,000 Income to 30 June: $29,000

The trustees made the required minimum pension payments in June and the fund is eligible to claim
ECPI in the SMSF annual return.

It is determined that $29,000 of assessable income was earned for the period 1 February 2023 to 30
June 2023 when the fund was entirely in retirement phase.

As there is a period of the year where assets were solely supporting retirement phase liabilities®, the
trustees would need to assess if the fund had ‘disregarded small fund assets’ to determine whether
or not it was eligible to use the segregated method during that period of the income year. If the fund
did not have disregarded small fund assets the trustee(s) then has the option to elect to only use the
proportionate method for the entire year to claim ECPI or claim ECPI under the default approach.

2.4.1 Option 1 — proportionate method

Let’s assume that one or both members possessed superannuation balances in an external fund
resulting in their total superannuation balance exceeding $1.6million, and a retirement phase income
stream at 30 June 2022, which therefore caused the SMSF to have ‘disregarded small fund assets’ for
the 2022-23 income year. With this being the case, the proportionate method must be used to claim
ECPI on the assessable income earned over the entire income year.

In the 2022-23 income year the fund had total assessable income of $39,000. Using the
proportionate method the trustees obtained an actuarial certificate based on the entire assets of the
fund. The actuarial certificate shows that after accounting for the pension payments made during the
year, 42% of the funds’ assets (on average) were supporting retirement phase liabilities. Therefore
42% of income earned on the assets can be claimed as ECPI.

8 A period of ‘deemed segregation’.
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The fund’s ECPI is calculated as follows:
ECPI = tax-exempt income proportion x unsegregated assessable income
=0.42 x 39,000 = $16,380

This is shown in the 2022-23 SMSF annual return as:

Assessable income: $39,000 Actuarial certificate: 42%

ECPI = 0.42 x $39,000 = $16,380

2022-23 SMSF annual return:

10 Exempt current pension income

e -
No } G
i [ X Bt s s e i AL [le).[3]8]j0)s<
i B
1 € [X]) Wes an actuerial certficate oblained? D Yes [X
E‘r’:}sx’-'
No l not
Q!

2.4.2 Option 2 — segregated method

Consider instead the members did not have any external superannuation balances or at least the
SMSF did not have ‘disregarded small fund assets’ for the 2022-23 income year. The fund will
therefore be eligible to use the segregated method to claim ECPI. We will also assume that no election
was made by the trustee(s) to only use the proportionate method to calculate ECPI.

As the fund is eligible to use the segregated method and wholly consists of retirement phase income
streams from 1 February to 30 June, the fund must use the segregated method for this period. The
$29,000 in income earned on these assets during this period must be claimed as ECPI using the
segregated method. Income earned from 1 July to 31 January would be assessable income.
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Segregated retirement phase income: $29,000 (Income 1 February to 30 June)

ECPI = $29,000

Trustees have chosen to not claim unsegregated exempt income
2022-23 SMSF annual return:

10 Exempt current pension income

A
No | |)Got
Yes | X|} Exempt current pension income amount A $ L [2]9),10]00)-s=
B X
i C| |)Was an actuarial certificate obtained? [ Yes
E Yes | X)) Got
No | |} not
Q@

If an election was made by the trustee(s) to only use the proportionate method to claim ECPI, then the
calculation of ECPI will be the same as under Option 1, where the fund had disregarded small fund
assets.

3 Dealing with losses when claiming ECPI

It is important to understand how claiming ECPI affects the way that tax losses and capital losses are
utilised by the fund in the SMSF annual return.

3.1 Capital gains and losses

A capital loss can only be offset against capital gains and cannot be deducted against other assessable
income.

A net capital gain is part of assessable income and therefore is used in calculating ECPI. Calculating
the net capital gain or loss for an income year is usually straightforward. However, there can be some
uncertainty where a fund has carried forward capital losses and has segregated retirement phase
pension assets.

If an SMSF has segregated retirement phase assets, any capital gains or losses resulting from the
disposal of those assets must be disregarded. In particular, where a fund is solely in retirement phase
with account-based type pensions and does not have ‘disregarded small fund assets’, any capital gains
or losses realised must be disregarded.
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A fund’s net capital gain or loss for an income year is:

total unsegregated capital gains for the current income year
minus
total unsegregated capital losses from the current income year
minus
capital losses carried forward from previous years (applied in the order in which they were
incurred)
minus
any CGT discounts the fund is entitled to.?

This order is important in ensuring the funds capital gain or loss in an income year is correctly
calculated. Remember, carried forward losses must be applied to unsegregated capital gains if the
fund has them. They cannot simply be carried forward until the trustee chooses to utilise them.

If a fund has capital losses carried forward from a year where the losses were realised on non-
retirement phase assets or unsegregated retirement phase assets, those losses can continue to be
carried forward through years where the fund segregates its assets to retirement phase and realised
no unsegregated capital gains.

3.1.1 Carrying forward capital losses in retirement phase

Consider a two member fund where Lee and Natalie each have an opening retirement phase income
stream. During the income year some of their assets generated a net capital loss of
$50,000. Other sources such as dividends and rental income produce $25,000 in assessable income.

As all fund assets were supporting retirement phase liabilities during the entire income year and the
SMSF has no ‘disregarded small fund assets’, the funds’ assets are deemed to be segregated and all
capital gains or losses are disregarded.

The fund’s net capital gain reported under assessable income in the SMSF annual return is $0 so the
fund’s total assessable income excluding assessable contributions and non-arm’s length income is
simply the other income of $25,000.

Using the segregated method, the full $25,000 in assessable income can be claimed as ECPI.
However, the capital loss of $50,000 is disregarded and cannot be carried forward.

9Net capital gain method statement in 5.102.5 ITAA 1997
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2022-23: $600,000 assets $50,000 net capital loss $25,000 other income
Assets at 1 July

0,0 0 ¢ 8®4¢ .%0®

Superannuation interests at 1 July

Lee - retirement phase $300,000 Natalie - retirement phase $300,000

Fund = segregated retirement phase assets, 100% tax exempt

Carry forward loss = $0 ECPI = $25,000

The capital loss of $50,000 disregarded could have been valuable to the fund in reducing future
capital gains and therefore future taxable income.

A strategy the fund could consider which would allow this capital loss to be carried forward is to
maintain an accumulation balance. This would require the fund to use the proportionate method to
claim ECPI, and therefore would allow the capital loss to be carried forward.

Superannuation interests at 1 July

Lee - retirement phase $300,000 Natalie - retirement phase $299,900 I
Fund = unsegregated assets Actuarial certificate = 99.9%
Carry forward loss = $50,000 ECPI = $25,000 x 0.999 = $24,975

At 1 July, Lee and Natalie were fully in retirement phase and if the fund was to realise a capital loss,
the loss would be disregarded. In order to maintain a nominal accumulation balance throughout the
year, Natalie elected to make a partial commutation of $100 from her pension on 1 July. The fund is
now unsegregated at 1 July as the assets are supporting both retirement phase and non-retirement
phase liabilities.

Note: If eligible, Lee or Natalie could have instead made a small contribution to the fund.
The fund claims ECPI in the SMSF annual return using the proportionate method and obtains an
actuarial certificate. Given the very small accumulation balance, the actuarial tax-exempt income

proportion provided by the actuary is 99.9%.

The trustee calculates the fund’s net capital gain as a loss of $50,000. As the fund is unsegregated,
the capital losses of $50,000 are not disregarded. A net capital gain of $0 is

reported in the annual return and the capital loss is carried forward to future income years where it
will be available to offset future capital gains.
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The fund’s total assessable income is $25,000. ECPI is calculated as the tax-exempt income proportion
of 99.9% multiplied by assessable income of $25,000 giving total ECPI of $24,975. The fund will only
have around $25 in assessable income remaining after ECPI is deducted.

By paying a small amount of tax in this income year and paying for an actuarial certificate, the fund
can carry forward the $50,000 capital loss to be offset against future capital gains. The trustees
considered the cost to the fund in this income year is outweighed by the benefit of being able to carry
forward a significant capital loss to potentially reduce tax in future years.

3.1.2 Utilising carried forward losses in a partially seqregated fund

Where a fund has segregated assets, it is important to remember the rules around capital gains and
losses when claiming ECPI.

Consider the partial segregation example from case study 2.3. Jackie moves into retirement phase at
1 July and a property is segregated to her income stream. Not all the assets supporting the retirement
phase income stream are segregated, meaning the fund also has a pool of unsegregated assets which
support both retirement phase pension and non-retirement phase accumulation liabilities.

2022-23: $28,000 in other unsegregated assessable income
$10,000 inrental income on segregated assets

Tax exempt income proportion of 65%

Segregated Unsegregated Carried forward
$60,000 $50,000 -$50,000
$25,000

Assets at 1 July 443500 <>A DAQDAQ $410,0{mﬁ©

Superannuation interests at 1 July

. James - Jackie - retirement phase
James - retirement accumulation
phase $214,500 $150,000 579,000 $410,000

Suppose that at year end the trustees determine that a capital gain of $60,000 was earned on the
segregated pool of retirement phase assets, as well as $10,000 in other segregated income.

The capital gain arose from the sale of the property during the year to assist with future liquidity
requirements of the income stream. The proceeds were deposited into the segregated bank account.
These proceeds were used to purchase other assets such as shares and continued to solely support
Jackie’s retirement phase pension interest and be segregated retirement phase assets for the entire

income year.
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There were also two other capital gains realised on the fund’s unsegregated assets, one of
$25,000 and another of $50,000. The fund also had carried forward capital losses from previous years
totalling $50,000.

For simplicity assume there were no capital gains discounts or concessions applicable.

2022-23 net capital gain:

$60,000 capital gain disregarded (segregated retirement phase income)
Currentyear net capital gain = $25 000 + $50.000

= $75,000 net capital gain

Apply carried forward losses: $75,000 - $50,000 = $25,000 gain
Net capital gain = $25,000
Carry forward capital loss = $0

ECPI = (25,000 + 28,000) x 0.65 + 10,000 = 34,450 + 10,000 = $44,450

unsegregated segregated

The $60,000 capital gain made on Jackie's segregated retirement phase assets was disregarded. It was
effectively tax free, due to being incurred solely on segregated retirement phase assets and was not
reported as part of the fund’s net capital gain in the SMSF annual return.

The trustees then calculated the net capital gain for the fund based on the unsegregated assets to be
$25,000 + $50,000 = $75,000.

The carried forward capital losses were then subtracted from the net capital gain in the order in which
they were made. The trustees determined an overall net capital gain to report on the SMSF annual
return of $75,000 - $50,000 = $25,000.

The carry forward capital loss has been reduced to $0 as the total amount was applied against this
income year'’s net capital gain from unsegregated assets.

ECPI is then calculated as the unsegregated assessable income of $53,000 (being sum of net capital
gain of $25,000 and other assessable income of $28,000) multiplied by the tax-exempt income
proportion from the actuary of 65% plus the segregated retirement phase income of

$10,000.

A total ECPI amount of $44,450 is determined using both the segregated and unsegregated methods.
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3.2 Tax Losses

In general, a tax loss occurs when the total deductions for an income year exceed assessable income.
Tax losses can be carried forward to reduce income tax payable in future years. If tax losses carried
forward are incorrectly applied in the annual return, incorrect tax may be paid which may result in the
fund incorrectly calculating their tax liability over multiple years.

There is a process the trustee needs to follow in order to correctly utilise carried forward tax losses.

1. Calculate the net ECPlI amount

This is the ECPI amount for the income year less any expenses that were incurred in deriving ECPI
(such expenses cannot be claimed as a deduction).

Net ECPI = ECPI — [total expenses - deductible expenses]

2. Reduce the amount of the tax loss by net ECPI"°

Remaining tax loss = max (carried forward tax loss — net ECPI, 0)

3. The remaining tax loss can then be offset against assessable income

Once the assessable income is reduced to zero, any further losses can be carried forwards to the next
income year.

Carried forward tax loss = max (remaining tax losses — assessable income, 0)

The ATO have identified a number of cases where the tax loss carried forward is significantly less than

the ECPI being claimed by the fund in the current income year, but the fund is still claiming a tax loss

deduction against the remaining assessable income of the fund. Where net ECPI is not factored into
the tax loss calculation there is a risk of over claiming tax losses.

3.2.1 Utilising tax losses in an unsegregated fund

Consider a fund with the following income and expenses for the 2022-23 income year:

10 Section 36.15 ITAA 1997
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2022-23 unsegregated SMSF:
» $35,000 interest

> $250 bank fees

> $259 supervisory levy

> $1,000 life insurance premium

Y $50,000 non-concessional contribution
$5,000 tax loss brought forward from 2021-22
Actuarial certificate: 60%

The trustees first determine the fund’s ECPI and deductible expenses:

» Life insurance ($1,000) and supervisory levy ($259) fully deductible
) Bank fee needs to be apportioned
Deductible proportion = assessable income/total income

= ($35,000x (1-0.60) + $50,000)/($35,000 + $50,000)=75.3%
Deductible portion of bank fee: = $250x 0.753 = $188

Deductible expenses: =~ $1,000 + $259 + $188 = $1,447

Gross interest $35,000
ECPI $21,000
Deductible expenses $1,447

As the fund has carried forward tax losses, the trustees need to calculate the fund’s net ECPI. This is
ECPI less any expenses that were incurred in deriving ECPI.

Expenses incurred in deriving ECPI = non-deductible expense of $62 — the part of the bank fee that
was not deductible. So net ECPI = $21,000 — $62 = $20,938.

Net ECPI = ECPI - expenses incurred in deriving ECPI
ECPI=(0.60 x $35,000)- $0 = $21,000

Expenses incurred in deriving ECPI = non-deductible expenses of $62 ($250 - $188)
Net ECPI= $21,000-%62=%20,938

Gross interest $35,000
ECPI $21,000
Deductible expenses $1,338

Net ECPI $20,938
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The trustees offset net ECPI against the brought forward tax loss of $5,000 to determine what could
be applied as a tax loss in the current year's annual return. Unfortunately, net ECPI was greater than
the brought forward tax loss and so available tax losses are reduced to nil. The trustee could not claim
a tax loss deduction in the 2023 annual return and the carried forward losses were reduced to zero.

The trustee’s determine taxable Income as the fund’s assessable income less ECPI less deductible
expenses less tax losses.

» Tas losses carried forward must be reduced by net ECPI

» Carried forward loss = $5,000

2 NetECPI = $20,938

> Taxloss to be deducted from income: Max ($5,000 - $20,938, $0) = $0

Taxable income:

Assessable income - ECPI- deductible expenses - tax loses

$35,000-$21,000-$1,447- %0 =9%12,553

4 Conclusion

ECPI will be the largest concession claimed by most SMSFs in pension phase. Indeed, the last available
annual return statistics from the ATO reported that over $14 billion dollars of SMSF income was
claimed as exempt from income tax''. The ATO have repeatedly stated that the amount of ECPI
claimed, as well as the treatment of expenses incurred in pension phase, is an area of compliance
focus, as the ATO continues to see a number of SMSFs claim these amounts incorrectly in the annual
return. It is therefore critical to get right.

5 Help from Accurium
We have information that can assist you with correctly claiming ECPI for your SMSF clients. These are

available on our website under the Actuarial certificates menu item and includes the following helpful
resources:

Article: What is an actuarial certificate and when is it required?

Flowchart: Is an actuarial certificate required?

Flowchart: Does your fund have disregarded small fund assets?

Flowchart: Does an SMSF have a choice of how to calculate and claim ECPI?

You can also phone us on 1800 203 123 or email: act@accurium.com.au to ask us any ECPI
questions.

" ATO: Taxation statistics 2020-21 (SMSF annual returns processed by 15 February 2024).

e



¢ )ACCURIUM

Level 1, 144 Macquarie Street
HOBART TAS 7000

1800 203 123
act@accurium.com.au
WWWw.accurium.com.au

Disclaimer: This information is general information only and not intended to be financial product advice, tax advice or legal advice and should not be relied
upon as such. As this information is general in nature it may omit detail that could be significant to your particular circumstances. Scenarios, examples, and
comparisons are shown for illustrative purposes only. We recommend that individuals seek professional advice before making any financial decisions. This
information is intended to assist you as part of your own advice to your client. Use of this information is your responsibility. While all care has been taken to
ensure the information is correct at the time of publishing, superannuation and tax legislation can change from time to time and Accurium is not liable for
any loss arising from reliance on this information, including reliance on information that is no longer current. Tax is only one consideration when making a
financial decision.



