Issue #66, 4 November 2009

In this issue:

Trustees and auditors are often
told to review the trust deed of
their SMSF (or those of their
clients). In this issue, we
provide some guidance on why
and what to look for.

Why is it important to
review the trust deed?

Deviating from a fund’s trust deed
carries some important risks:

attack by disgruntled
members, trustees or
beneficiaries;

any action outside the terms of
the trust may well be found to
be invalid by a court and set
aside; and

potentially breaching SIS —
exposing the fund and
trustees to action (or at the
very least, scrutiny) from the
ATO.

Hence compliance is important —
suggesting that reviewing the trust
deed is an important part of any
audit process.
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When - how old is too
old?

There is no magic age at which
trust deeds ‘expire’ and hence the
fact that a deed was executed
many years ago does not
necessarily imply that it is out of
date.

However, there have been many
significant superannuation
developments over the last 20
years which inevitably mean that
older deeds should be subject to
particular scrutiny:

major “Better Super” changes
in 2007. While these related
almost entirely to tax there
were also some implications
for deeds;

SIS rules governing pensions
have changed 5 times in the
last decade alone;

the introduction of the
concept of a self managed
fund (replacing ‘excluded
funds’ in 2000);

major changes to preservation
and in-house asset rules in
1999;

the introduction of SIS

itself in 1994. Almost every
deed required amendment at
that time — if for no other
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reason than to meet

the (new at the time)
requirement for all funds to
either have a corporate trustee
or a primary purpose of
providing pensions

to name just a few.

Industry thinking has also moved
on greatly over time. Many
strategies in common use today
were revolutionary 10 or even 5
years ago and were therefore
often not reflected in deeds.

The guideline we use in our own
practice is that any deed over five
years old should be examined
closely.

What about an automatic
update service?

Given that complying with a deed
that is both effective and up to
date is so important, many
suppliers now offer update
services. Under one of these
services, clients pay an annual
retainer fee and their deeds are
automatically amended by the
supplier each time the master
document is updated. Sometimes
the trustees are not even required
to sign the new amendment —
they are simply notified that it has
occurred.
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This certainly has some merit and
is offered by a number of
reputable and expert suppliers.
Such a service has the advantage
of ensuring that an individual fund
is able to respond quickly to
legislative change without
incurring significant costs each
time a change occurs.

There are, however, some
downsides:

not all clients need to
respond to all legislative
changes immediately . An
automatic update service will
be excellent for those wishing
to ensure that they keep pace
with absolutely every
legislative change but is
potentially unnecessary for
those not affected by a
particular development. For
example, clients in their 40s
could safely ignore changes
to pension rules in the short
term — they simply need to
ensure that their deed
provides all the flexibility they
need in relation to the
superannuation law that
affects them (contributions,
investment powers, insurance
etc);

depending on the way in
which the deed is constructed
(see our comments on
prescriptive v general deeds
below), it may not be
necessary to update the deed
particularly frequently in any
case. This makes the annual
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update fee less economical in
comparison to (say) a once-
off update every 5-10 years;

as administrators we are
conscious that a trust deed is
also an operational document
where specific sections are
regularly quoted in minutes
and other documentation.
When a pension is
established, for example, it is
common to note any specific
sections of the deed under
which that income stream is
provided. A deed passing
through many iterations
becomes cumbersome —
exactly which section applied
at the time?

it removes an element of
control from the trustee.
Updating the document which
ultimately defines the fund is
now controlled by another
party, without the specific
circumstances of the client(s)
in mind. While few clients
have an individually tailored
deed, they do at least make a
proactive choice to update it
under normal circumstances.
An update service removes
this.

That said, an update service will
be attractive to many clients and
certainly it provides excellent
protection against the most
important problem : having a deed
which is out of date and simply
does not allow some of the
actions taken by the trustee.
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What should the deed
contain?

The legislation is not prescriptive
about exactly what a trust deed
should contain. In fact some key
SIS concepts are deemed to be
included in the deed regardless of
its actual provisions — such as the
covenants in SIS Section 52,

Not surprisingly, then, there are
two distinct schools of thought on
how best to construct a trust deed
for a self managed
superannuation fund.

Option 1 — a Prescriptive Deed

This is how we describe deeds
that set out detailed rules on how
the fund operates — ie, who can
contribute, exactly what types of
benefit can be paid and when, the
range of acceptable investments,
detailed rules on how meetings
shall be conducted etc.

Prescriptive deeds can often be
identified by the fact that the
definitions section runs for 10
pages! The definitions and terms
used throughout the deed also
frequently mirror specific SIS
provisions — even using precisely
the same wording where
applicable.

! This is where SIS sets out the general
standards of behaviour for trustees such
as the requirement to act honestly and
with due care, keep fund assets separate
from personal assets etc.

www.heffron.com.au 2



Issue #66, 4 November 2009

There are a number of benefits of
a prescriptive deed:

it provides excellent guidance
to advisers, auditors and
trustees as it clearly states
what can or cannot be done;

to protect against becoming
out of date each time
legislation changes, many
prescriptive deeds now
incorporate overriding
provisions that allow the
trustee to deviate from the
strict provisions where SIS
allows. For example, many
prescriptive deeds written
before 2005 will set out
detailed rules explaining that
benefits cannot be taken until
a member retires etc “or any
other time permitted by
Superannuation Law”. It is the
inclusion of the latter that
accommodates transition to
retirement pensions.

Option 2 — a General Deed

We describe a general deed as
one which spends little time
replicating specific SIS rules and
simply (for example) provides that
the fund can accept contributions
and pay benefits in any manner
permitted by SIS.

This structure is designed to
combat some of the downsides of
the prescriptive approach:

even if a prescriptive deed has
overriding provisions along the
lines explained above, they

appear out of date as soon as
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legislation changes — creating
confusion;

the overriding provisions often
don’t cover every eventuality.
For example, one recent
legislative change concerned
the definition of spouse and
child. It has implications for a
range of different family
situations, including any
couple where children arose
from a previous relationship.
Deeds which specifically
define spouse and child will
not necessarily have a clause
allowing the adoption of the
new definitions without
amendment;

many such deeds do not have
overriding provisions at all —
these are almost certainly out
of date within months of being
written!

What to look for

The remaining sections highlight
some of the key provisions we
focus on in our audit work and in
helping our adviser and
accounting clients identify whether
an update is necessary. These
apply equally to prescriptive or
general deeds.

Purpose

It is easy to forget that every
aspect of superannuation life is
ultimately subject to the sole
purpose test — is the sole (not
primary) purpose of the fund to
provide benefits for the members’
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retirement, death or certain other
circumstances. The trust deed
should be consistent with this.

Dealing with potential conflicts

Given that a deed is essentially a
rule book, it makes sense to
identify when a rule book is most
likely to be needed. For this
reason, we believe it is essential
that the deed is clear, definitive
and (dare we say it) occasionally
prescriptive in dealing with:

the death of a member. This
does not mean all deeds
should deal with death in the
same way — some will provide
flexibility in how the death
benefit is paid while others will
be quite specific (even
potentially incorporating a
superannuation will within the
terms of the deed itself). Even
those that are flexible may
permit more detailed rules to
be set out elsewhere (for
example, in the rules / contract
established to provide a
pension) but may equally
allow those rules to provide
only general guidance.

Particularly where the trustee
has broad powers to decide
on the payment of the death
benefit, it is important that the
transition of power
(trusteeship etc) is quite clear.
Who can take over from the
deceased? Who decides?
What if key parties don’t
agree? Does anything happen
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automatically? Does anyone in
particular have control over
how the benefit is paid?

disputes. Is it clear who makes
decisions over patrticular
matters - trustees? members?
What happens in the event of
a deadlock? As an increasing
number of deeds have
corporate trustees, it is equally
important to consider the
constitution of the company —
does anyone have a casting
vote? Does the deed provide
for proportional voting® but the
company'’s constitution gives
each director one vote?

disability of a member. Does
the deed allow another party
(such as a legal personal
representative) to assume the
role of trustee if appropriate
and does it protect the
interests of the disabled party?

Appropriate flexibility for now

A self managed fund is unique in
that it is “owned and operated” by
the members. This makes it
appropriate to incorporate quite a
bit of flexibility that would be out of
place in (say) a corporate fund or
master trust. Unless there are
specific reasons for doing
otherwise, for example, we
generally suggest that the deed
permits but does not require:

2 Where voting rights are linked to the size
of members’ balances.
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Insurance (and ideally it
should provide for any type of
insurance allowed under
superannuation law. Deeds
often ignore salary
continuance insurance, for
example);

Segregation of pension assets
(many deeds still provide for
compulsory segregation which
is not appropriate in all
circumstances);

Binding death benefit
nominations (and remember,
in a self managed fund these
do not need to expire at the
end of three years — a
common mistake in older
deeds).

Appropriate flexibility for the
future

Ideally, a deed should also
incorporate some flexibility for
dealing with future legislative
change without requiring
amendment.

Some deeds provide this by
including an overarching clause
that permits the trustee to do any
thing, take any action or make any
rule that is consistent with SIS.

These clauses should always be
read with care as not all are the
same.

Some, for example, simply state
that SIS overrides where there is
a conflict between the legislation
and the deed. This is not enough
as there will be many legislative
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changes that simply empower
(rather than require) trustees to
take action (for example, offer
new benefits such as transition to
retirement pensions). Under
these circumstances, there may
be no need to breach the existing
deed (ie, there is no conflict), its
rules simply constrain the trustee
more than necessary.

Others provide that the trustees
can take any action permitted by
SIS (regardless of the deed) if that
action is not countenanced by the
deed. Again, this is subtly
different and will not address
situations where a deed
specifically precludes a particular
action that is now permitted by
SIS. Consider borrowing, for
example. Many deeds actively
consider borrowing and state that
it is not permitted.

Redundant concepts

How often have many of us
reviewed a deed only to discover
that:

the Principal Employer holds
significant powers and that
company was sold or wound
up years ago?

major events (such as trust
deed amendments) must be
advised to the ATO or (even
worse) the 1ISC??

% The Insurance and Superannuation
Commission — which has not regulated
superannuation since 2000.
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the trusteeship rules discuss
equal employer and member
representation (not applicable
for self manage funds)?

These redundant concepts range
from being an irrelevant nuisance
with minimal real impact to
triggering quite problematical
Issues.

Easy to comply

Given the significant risks
associated with failing to comply
with a fund’s trust deed, it makes
sense to help trustees comply by
simplifying the rules as far as
possible. This is why we
generally do not favour:

prescriptive rules on the
conduct of meetings (eg
setting out notice periods etc).
Arguably even simply failing to
meet one of these procedural
rules would make any decision
at the meeting invalid;

convoluted documentation
processes where this is not
appropriate (eg the
requirement that rules for a
new pension be set out in a
deed); or

specific rules on how
investment returns, expenses
etc are to be calculated and
allocated.
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Contributions

Does the deed permit
contributions from a broad range
of parties?

Many deeds permit contributions
from members, their family and
employers without broadening this
to include:

government (co-contribution);

foreign superannuation funds
(these are often not covered
under deed provisions dealing
with transfers from other funds
because they are not
complying superannuation
funds).

What about in specie-
contributions? Contribution
splitting with a contributor’s
spouse?

Older deeds often set out various
work tests that members must
meet before being eligible to
contribute. These have changed
several times in recent years —
does the deed include the current
test or is it broad enough to allow
contributions under any
circumstances permitted by SIS?

Investments
Does the deed permit:
borrowing;

allocating individual
investments to specific
members / groups of members
/ groups of member accounts
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investing in related party
assets if permitted by SIS’

holding assets as tenants in
common with other parties?

Benefits

The most common omission from
trust deeds in our experience is
transition to retirement income
streams and this is generally one
of the first provisions we check
when reviewing a deed for clients
nearing preservation age.

Others are:

salary continuance insurance
(as mentioned earlier);

the ability to pay benefits as
pensions or lump sums or
some combination (it is
particularly common for older
deeds to require death
benefits to be paid as lump
sums rather than providing
flexibility);

the ability to pay lump sum
benefits in specie;

flexibility over how insurance
proceeds on death or disability
are handled;

compulsory cashing — many
older deeds still require
benefits to be paid at certain
times (say when a member
reaches 65 and is not
working). This is no longer
necessary.
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Conclusion

All deeds are different — even in
superannuation, variety is the
spice of life.

That said, there are certainly some
key indicators auditors and
advisers can use to identify
whether their clients have the right
document for a self managed fund.

As this newsletter suggests, we
believe that an important feature of
self managed fund trust deeds is
striking the right balance between
flexibility and prescription. There
is a time and a place for both, for
example:

the deed is instrumental in
protecting the rights of
deceased and disabled
members and prescription can
be vital in ensuring that control
passes to the intended parties
on death or disability; but

flexibility is key when

optimising a family’s tax

planning — even on death.
Most importantly, the deed should

be reviewed regularly, updated as
required and followed religiously.
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Heffron SMSF Audit Service

We are pleased to announce that
Heffron now offers a specialist
SMSF audit service. In line with
our existing range of SMSF
services, it has been designed to
ensure seamless interaction
between the firms with electronic
delivery of documents, set
turnaround times and access to
key staff.

For further information, including
pricing, please call Ben Smythe
or Rob Allan on 1300 172 247 or
visit our website
(www.heffron.com.au).

Disclaimer

Heffron Super News is an electronic newsflash
which highlights important events in the
superannuation arena. If you are not already on
our Heffron Super News mailing list and would
like to subscribe, please contact us on (02)
4930 2100 or by e-mail heffron@heffron.com.au.
Alternatively, if you do not wish to receive future
editions, please email heffron@heffron.com.au to
be removed from the distribution list.

While Heffron believes that the information
contained herein is reliable, no warranty is given
to the accuracy and persons who rely on it do
so at their own risk. This publication is
intended to provide background information only
and does not purport to make any
recommendation upon which you may
reasonably rely without taking specific advice.

In particular, it should not be considered
financial product advice for the purposes of the
Corporations Act 2001.
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