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1 WHO WE ARE — CONCERNED SUPERANNUATION-BASED PROPERTY INVESTORS

This submission is prepared on behalf of a group of concerned residential property investors and
property and SMSF market participants ("us” or "we") in response to specific recommendations
in the Financial System Ingquiry (FSI) Final Report. A detailed description of persons and
companies endorsing the submission and our reasoning for making the submission are provided
at Appendix A,

2 Our POSITION AND RECOMMENDATIONS IN RESPONSE TO THE FSI FINAL REPORT

A. We strongly endorse Recommendation 9 of the FSI Final Report for clear, bi-
partisan objectives of the superannuation system to be enshrined in
legislation, including consideration of clearly defined sub-objectives, in particular
housing investment policy.

B. At the same time, we strongly disagree with Recommendation 8 and any
attempt to ban borrowing in self-managed superannuation funds, through
fimited recourse borrowing bans. In this submission we:

» explain why a ban is not warranted;

» explain why retaining LRBAs represents good economic policy, and how a ban
would expressly discriminate against under-supplied residential housing while
favouring asset-classes like bank equities, commercial property and
infrastructure;

* put forward alternatives to a ban that we believe address the underlying concerns
raised by the FSI; and

¥ offer our expert group to work with government ta examine options to address
any concerns about Investing superannuation savings in leveraged assets (e.qg.
bank and other shares, commercial property, housing or infrastructure); and
make sure long-termism and diversity are central drivers of future arrangements.

C. We think the central pillar of superannuation policy should remain the
accumulation of savings (and income producing assets) to assist retirement
years, and that the maximum, long-term rate of risk-adjusted return should
continue to drive all investment in superannuation, A secondary pillar, or sub-
objective, should be portfolio diversification. Governmeant can strengthen both
these pillars by framing all future policy settings to encourage long-term
investment, and to discourage short-termism and myoplc speculation. By
focusing on principle-based policy settings, government can remain agnostic about
individual asset-classes, like bank equities, residential housing, infrastructure
equities or commercial property.

0. We endorse the F5I approach of referring tax-related issues across to the
Tax Reform White Paper. We would encourage government to include in the one
set of considerations - the Inter-Generational Report, and the Future of Federation
Review. All four, together, are part of develaping a long-term, bi-partisan reform
roadmap for superannuation and housing.
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3 ALTERNATIVES TO THE BAN ON DIRECT BORROWING BY SMSFs RECOMMENDED BY FSI

The reasons why a blanket ban on LRBAs, that will in effect impact one specific asset-class
(leveraged housing equity), while still allowing many other leveraged equities investments in
super (induding, but not limited to, bank equities, corporate equities, commercial property
equities, and infrastructure equities) is not warranted are set out in section 4, below.

Prior to examining those reasons, in this section, we present the many policy levers available to
government to address concerns raised by the FSI that it suggests could over time pose a risk.

Firstly, it should be noted that the FSI has not suggested that a systemic risk currently exists.
Rather it states (our emphasis added) that:

“Further growth in superannuation funds direct borrowing would, over time, increase risk in
the financlal system”,

It adds:

"Although the level of berrowing is currently relatively small, if direct borrowing by funds
continues to grow at high rates, it could, over time, pose a risk to the financial system”.

The FSI acknowledges that alternatives exist [other than an outright ban] that would "limit the
risk associated with borrowing by superannuation funds, and provide funds with more
flexibility to pursue alternative investment strategies”.

It adds: "However, these options would also impose additional regulation, complexity and
compliance costs on the superannuation system”. And in doing so suggests that a ban is
warranted.

Given there is no immediate or pressing systemic risk either present or likely to emerge in the
short-to-medium term, time Is demonstrably on the side of government. In our view, the
government should fully explore the many options set out below before it commits to a policy
position that could have far-reaching ramifications, including seriously undermining Australia’s
ability to secure the funding required to build the housing supply necessary to accommedate 40
million people by 2015, as per the Intergenerational Report’s latest forecasts.

It is further aur contention that none of these potentially very effective cptions imposes unwieldy
or onerous additional regulation, complexity and compliance costs on the superannuation system
as the F5I seems to imply they would.

Options to an outright ban:

Many controls on SMSFs already exist, and these controls can be ‘calibrated’ to address any
perceived or real concerns, as compared to strict punitive bans that discriminate against one
specific asset-class (viz., Aussie housing).

The five key options we recommend the government consider are as follows:

a) SMSFs should be categorised as a distinct financial product, not just as a sub-
set of "superannuation”.
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¥ As products, SM5Fs have unigue features, opportunities and risks. As an Increasingly
impertant part of the overall superannuation landscape now accounting for cne-third
of total savings in dollar terms, SM5Fs deserve tailored advice.

¥ The ATQ has regulatory responsibility for SMSFs. Retail and industry funds are APRA-
regulated funds, yet under Australian Financial Services Licensing ASIC considers
them both simply "superannuation” products.

» This means financial advisors without strong knowledge of the establishment,
operation, benefits and risks associated with SMSFs are still allowed to provide advice
on SMSFs, merely because they have authority to advise on "superannuation”.

The two product types should require specific licensing, education and knowledge
which an adviser or AFSL licensee shaould be required to obtain before being allowed to
provide advice on or deal in the relevant product type.

¥

# lmplementing this recommendation could be straightferward, ASIC could update
and/or issue new Regulatory Guides (RGs) requiring that financial advisers hold
relevant industry qualifications specific ta SMSFs to: 1. provide advice about the
establishment and operation of SMSFs; and 2. to deal in (or advise on) SMSF-related
producks including Limited Recourse Borrowing Arrangements (LRBAs).

Implementing this recemmendation would scive a lot of issues concerning financial
advice for SMSF clients, not just LRBAs.

b) LRBAs could also be, and should be, categorised as a financial product.

= Like SM5Fs, LBRAs and the associated direct asset investment (commonly Australian
housing) deliver unique benefits and costs that consumers need to clearly understand,
An adviser {including credit representatives) should need gualifications and authorities
to provide advice on LEBAs. Again, this could potentially be handled through updating
existing RGs or issuing new ones.

c) The loan-to-valuation-ratios (LVRs) associated with LERAs should be capped
at circa 70% and interest serviceability buffers should also be set (say at 2%
above the average 20-year home loan rate).

These two recommendations address the key risk associated with LBERAs applied to
direct housing: the probability of default; and the risk that this event will exhaust the
SMSF's equity in the property asset.

L

Mote that precisely the same risks apply to any leveraged investment on the ASX, be
it the major banks, which are leveraged over 21 times," leveraged corporates, or
cammercial property and Infrastructure investments, which typically have significant
gearing. In all these cases, the investor's eqguity can be exhausted.

# The policy goal should therefore be to impose some reasonable minimum tests that
ensure both borrowers and lenders entering into LBRAS are acting prudently. By
imposing a maximum LVR of 70% savers would be protected against a severe haousing
downturn {e.g. a 20% fall in house prices). Requiring a serviceability buffer of say 2%

b http:/ fwearws afr comfopinton/colurmns/bla-four-more-risky-than-pregfe-20 140829 jd4 1e
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above the average 20-year historical home loan rate would likewise ensure savers
could service repayments In scenarios where there was a substantial increase in
interest rates (some 3 to 5 percentage points above current rates) and reflects current
best practice, as defined by APRA.*

d) Related-party lending to an SMSF could be banned.

¥ Wealthy SMSF members are currently able to lend their SMSF cash as a way of
pushing assets into a friendlier tax environment. LRBAs could be required to be on a
non-related party basis, as well as an arms-length basis, This could potentially be
readily achieved through an amendment to the SIS Act. Adopting this
recommendation alsc addresses issues of inequity raised by the FSI Final Report in
Chapter 2.

e} Banning the use of personal guarantees could be considered, but this notion
would need to be fully explored for unintended consequences.

# We consider that options exist for restrictions on personal guarantees rather than an
outright ban. A ban could unfairly limit the ability of SME owners and self-employed
persons to access this legitimate investment option as they are generally (and it
seems quite reasonably) asked to guarantee loan repayments as they do not generally
benefit from guaranteed superannuation contributions.

This is a non-exclusive set of options for reform that avoid punitive bans. They are examples of
the call for a clearer set of recalibrated rules on limited recourse borrowing.

Other options Include not allowing interest-only LRBAs; andfor capping repayment terms of loans
to say age 75.

The worst-case policy outcome would be unilaterally banning specific instruments, or specific
Investment aptions, while ignoring exactly the same problems in other (favoured) asset-classes,
which would likely propagate adverse long-term economic consequences (e.g. choking
Investment in new housing supply).

“ http:f fwoeni.apra gov.au/ mediareleases/pages/14  30.aspx
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4 WHy A BAN 15 NOT WARRANTED AND WHY PRESERVING LRBAS REPRESENTS Goop PaLicy

A ban on LREBAs within SMSFs is not warranted because:

a) Mo systemic risk currently exists and none is likely to emerge in the short-to-
medium term.

# The ATO reports that limited recourse borrowings remain very low as a percentage
of SMSF assets at only $8.7Bn or 1.56%",

¥ The F5I concern may be because of the speed of growth of SMSF barrawing in
superannuation over the past five years. This growth in borrowing is quoted as
approximately $497M to $8.7Bn throughout the sector over the past five years.

¥ This figure is misleading, however, when put into context. Borrowing under
Section 67A of the Superannuation Industry {Supervision) Act 1993 (515 Act) was
only approved in 2007, and anly began in any commercial way in practice from
around 2009, That section 674 has existed, in practice, for six years, is not an
argument for a ‘jump in activity’ in the past five years. If anything, section 674 is
doing exactly as it was intended.

# Limited recourse borrowing arrangements within SMSFs are already subject to a
unique set of rules, with the SIS Act and various ATO rulings now in place.

# The ATC has a series of detailed rulings on the use of LRBAs. Borrowing
arrangements must be structured using a holding trust and ‘limited recourse’
means that the lender only has recourse over the property that has been financed,
nol other assets of the fund. Whilst this is an advantage for the borrower, it
usually means the risk is greater for the |ender.

&= This risk to lender, rather than borrower, is at odds with concerns expressed by
the FSI, who seemed to express concern aboul collective-debt amongst borrowers
eroding the integrity of the superannuation base.

# But as the respected economist Christopher Joye points out (see Section & below),
the FSI's logic is incansistent. Jaye highlights that whereas the typical SMSF
investment in housing equity is leveraged a maximum of 5 times (i.2. a maximum
80% LWVR), SM5F investments in major bank shares, which account for a large
percentage of many SMSF portfolics, results in them assuming leverage of north of
21 times. APRA-regulated industry and retail funds have similar significant
investments in those same shares.

# The risk of investments in leveraged bank equities was highlighted during the
global financial crisis when bank stocks fell in value by 60%, which radically
altered many retirement plans. The fundamental issue with the F5I
recommendation is that it highlights one potential concern associated with
na/limited recourse leverage in super in ane specific asset-class (housing), but it

it ps Pwww atogov.ad/super/self-managed-super-funds/in-detail/statistics/quarterly-reports/self-managed-super-
fund-statistical-report---june-2014/fpage=2#assat allocation tables  m
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fails to apply the same critigue to the many other forms of leverage available
inside both APRA-regulated funds and SMSFs,

b) These risks that the FSI Final Report suggests could emerge over time can be
managed through current regulatory frameworks.

# Alternatives to address perceived risk are straightforward and can be readily
implemented as we have setout in section 3, above,

# Implementing some or all of the recommendations in section 3 above will not lead
to onerous additional regulation, complexity and compliance costs an the
superannuation system.

Preserving LRBAs (while tightening the rules around their use) is good policy because:

a) The prudent use of investment debt is a legitimate tool for increasing the size of
fund assets and income streams in retirement, which is a critical objective of
any retirement savings scheme.

¥ APRA regulated funds are free to use leverage as the fund managers deem
appropriate, and traditional corporate, industry, retail and public super funds have
allocated tens of billions to leveraged hedge funds, leveraged private equity funds,
leveraged infrastructure equity funds, leveraged commercial property equity funds,
and leveraged bank stocks that carry up to more than four-times the relative debt
used [n resldential housing.

= Itis an affront to SMSF trustees and members that they are incapable of managing
the risks associated with the use of leverage within superannuation while
suggesting that retail and industry fund managers (that SM5Fs members have
turned their backs on) are capable of doing so.

# As the FSI has noted, retaining freedom and cholce within a compulsory system is
fundamental to meeting the needs of individual superannuation fund members,
even though this may involve costs.

& It Is anti-competitive to consider such discrimination againstk one asset-class [or
direct investment generally).

w7

The institutionalised wealth management complex has a bias towards shares and
managed funds for commercial reasons. Not preserving LRBAs, unwittingly favours
the banking model by directing capital away from direct and Into (expensive)
managed indirect assets. Getting the policy settings right on the other hand
increases competition and diversity.

b) The efficiency of the superannuation system should be improved by policy
measures aimed at removing barriers to innovation and increasing competitive
pressures, not limiting them,

¥ A ban on LRBAs waould limit opportunities far portfolio diversification; limit rates of
return SMSFs are receiving through various structures; adversely Impact the
supply of capital available to housing; and would do this by fixing a 'non-problem’.



SUBMISSION IN RESPONSE TO FINANCIAL SYSTEM INQUIRY FINAL REPORT
25 MARCH 2015

c) While the use of LRBAs is not strictly limited to investment in property the
primary use for LRBAs in an SMSF is to acquire residential and commercial
investment properties.

# History has established that investment in residential real estate provides
consistent, stable returns and it is also vital to the country's economic prosperity.
Without it Australia will not be able to sustain its current levels of population
growth, housing prices will increase, rents will increase and government’s will face
further pressure on public housing.

¥ As an investment, diversified property prices are less volatile than shares; so many
investors are attracted to this conservative risk option within a partfolio,

d) LRBAs provide a vital tool to small-to-medium business owners and operators
who are generally self-employed and don’t enjoy the benefits of guaranteed
superannuation contributions.

#  Whilst SMSFs are prevented from acquiring residential property assets from, or
renting to, trustees, members or related-parties, they are able to acquire
commercial real estate for business purposes from, or lease it to, a trustee,
member or a related entity.

%

As explained in the RBA's March 2014 submission to the FSI®, one of the most
comimon reasons for buying propertly via an SMSF is for SME operators to be able
to afford to buy their business premises,

¥ It should be noted that the ATO reports that as at 30 June 2014" investment in
nan-residential (commercial, industrial etc) property by SM5Fs is currently three
times larger than investment in residential real astate assats being $64.9Bn
against $19.5Bn.

e) The central pillar of superannuation should be to maximize retirement savings.

¥ It does not follow however that individuals managing their own risk erodes this
central pillar; nor that more creative investment aptions beyond the share-market
are erosive to this central pillar. Rather, the best rate-of-return in the long-term,
combined with portfolio diversity, should be the key drivers of all prudent decisions
for investors.

¥ Government should be agnostic about where that long-term rate-of-return, and
that portfolio diversity, is found. Above all else, government policy should
encourage long-termism and discourage short-termism.

= The challenge for government is not to choose one investment option over another
- for example, property or shares. The challenge for government is to get the
framewark for investment correct, so that rates of returns for individuals are
maximized, and long-term investing in diversified portfolios is encouraged.

: hittp:f S wwrwe rha, gov.aw/publications/submissions/fin-sys-inguing-201403 /superannuation. html
® hilpss/ wwatogov.ausuperfsel-managed super-funds/in detail/statistics/quarterly-reports/self-managed-super-
fund-statistical-report—june-2014/?page=2iAssel sllocation lakles  m
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Attached to this thinking is the opportunity for government to deeply consider the
sub-objectives of superannuation, with the right fiduciary settings. One example
of enormous opportunity where investment dollars can be linked to a national
social welfare challenge is housing.

This should not at any time threaten the central pillar of superannuaticn
{maximizing savings for retirement), but establishing a tight framework with state
and local autheorities that encourages long-term investment in a key social policy
area is an opportunity government should deeply consider.

By emphasizing the importance of a quality fiduciary framework for investment, it
is the natural corollary of this that we strongly warn against any "ad hoc’, short-
term, reform that may Inhibit housing investment. This includes any re-
introduction of bans on limited recourse borrowing and/or negative gearing
changes. If either or both occur, it would have widespread consequences, many
unintended.

f) Australia’s population is forecast by Treasury in its latest Intergenerational
Report to grow from circa 24 million people currently to circa 40 million
residents by 20547,

b

v

Based on 2011 ABS Census average persons per household statistics?, the 16
millian new people will necessitate the construction mare than 6.2 million new
homes on top of our existing housing stock. The policy question is who will fund
the investment required to underwrite the development and construction of 6.2
million new residential properties; of which nearly 2 million will need to be
permanent rental properties based on the same 2011 Census data?

Numerous government studies over the years have bemoaned the inability of the
traditional corporate, industry, retail and public super funds to allocate substantial
capital to residential property investments, which make up less than 1 per cent of
their total portfolios.

As the economist Christapher Jove first highlighted in his seminal 2003 study for
the Prime Minlster's Home Ownership Task Force®, Australia’s inelastic housing
supply, and the dearth of private institutional investment in residential property,
has exacerbated the housing affordability crisis.

New housing supply in Australia has historically been funded by private individual
investors, which have given Australia one of the largest private (as opposed to
public or government funded) rental markets in the Anglo world. But with more
and more pre-tax income from savers being forced into superannuation, it has
bacome increasingly difficult over time for them to use any residual income for the
purposes of acquiring an investment property.

?

http:f/www. treasury.gov.au/~/media/Treasury/Publications%20and%20Media/Publications /20 15,/2015%20Intergenerat

ional%208 eport/Cownloads/POF/04 Chapter 1 ashy
B

htto:f/werw.censusdata sbs pov aufcensus services/getproduct/census/2011/quickstat/07open document&navpos=220
? hittp:/fwww. rismark.com.au/pdffmre.pdl
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¥ Savers should have the same opportunities to invest in private residential property
within SM5Fs as they have outside of it. Over the long-run, this scarce capital
could becorne a crucial part of the market-based solution to Australia's immense
housing supply problems, which mount every day.

Providing cost-effective housing is a universal challenge for the community and
government. That thase within the investment community are looking for
investment opportunities as a consequence of this challenge is not to be
discouraged, but rather, to be encouraged. [t is the very nature of what drives
investment in a free market economy.

¥

g) What the FSI may have been alerting government to in warning of risks
associated with the use of LRBAs is the threat of speculative investment.

¥# We endorse these concerns, and support action that encourages long-term
investment in all investment products, including housing, and discourages short-
termism.

# This can be done by government focusing on the financial framework far
Investment and making sure this has policy reason and intent,

If government provides the right financial framework, including rules about guality
accredited advice, rules on loan-to-valuation ratios, rules to fool-proof against
speculation and uneducataed investment, then investors shouwld be allowed to
consider the rates-of-return in long-term investment cpportunities in property, and
the risks of these decisions should be weighted no differently Lo any other risks of
considered investment.

k)

¥ By comparison, that APRA Reported that as at 30 June 2013 over 30% of APRA-
regulated superannuation funds are invested off-shore (25% in equities and 8% in
fixed-interest)™ has risks of its own, and a case could be made that those risks are
greater than any investment in domestic property in a stable economy with a
growing population base.

# By getting the framework rules right, governments can fulfill a sub-objective of
financial services, and that is the encouragement of investment towards the
challenges of social and community housing, as well as supply-side and
affordability challenges. By not doing so, the universal obligation to a stable
economy, with a reliance on government to provide answers to a housing crisis,
has risk. And by not doing so, the limit on diversification of portfolios so that they
remain 'long equities’ has risk.

# Instead, adopted in the right way, a focus on framewaork objectives and sub-
objectives could strategically position Australia’s financial sector as a lead example
for other governmants.

Government should welcome the in-flow of capital looking for strong, safe and
secure investment, while being largely agnostic of the investment type.

":_:'

i

hibp:/ fewarapragov.audSuperd Publications/ Documents! Revised %202 01 3% 2080 nual¥ 205uperannuation 2 0Bullelin$2
Q05-02-14, pdf
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# Put simply, if there is a long-term rate-of-return to be gained by assisting on the
supply side of housing, and it is to be done in an attempt to diversify a
superannuation portfolio, then diversification in long-term products that deliver a
rate-of-return, and/or retirement income stream, is sensible policy for both the
Individual and the nation together,

h) A ban on LRBA within SMSFs would above all else, unnecessarily and with no
long-term policy benefit, rupture the social contract between government and
community.

10
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Self-managed Superannuation - a cost effective, well-managed competitor to bank and
umnion dominated retail and industry funds

The SMSF sector is the largest sector in Australia’s $1.85 trillion superannuation industry.

As at 30 June 2014 the ATO reported that Australia’s 534,000 SM5Fs had mare than 1,000,000
members (8% of the roughly 11.6M members in the country) and held more than $557Bn in
assets, or a favourably disproportionate 30% of tolal superannuation assets in Australia. ™

SMSFs are also the strongest growing sub-set within the sector. In the five years to 30 June
2013, the ATC reports that SMSF assets grew by 53% against total fund growth (including large
funds) of just 42% for the same period of which the SMSF sector contributed the largest portion

of overall growth at 37%."*

In part the growth continues from the establishment of new funds which (as the ATO annual
reports show) over the past six years have been running at an average rate of 26,000 net new
establishments each year,

SMSF trustees and members seam not Lo favour managed funds or managed investment
schemes, with historical ATO reports indicating that around 80% of SMSF assets were directly
invested .

Increasingly those on higher incomes (and generally still in the wealth-creation phase of their
lives) are turning to SMSFs, with ATO data published for the year ended 30 June 2012 (the latest
available for this statistic) showing the average age of fund members of newly established funds
being just 52 years whilst 32.7% of new fund members are under 45 yaars.

The same FY2012 ATO data showed that SMSF members were earning on average $97,000 pa
against the non-SMSF average of just $56,000 pa whilst those aged 35-49 had an average
taxable income of $123,000 pa wversus just $68,000 pa for their non-5MSF peers.

The average SMSF member balance as at 30 June 2012" was $487,000 which the ATO reported
was 16 times higher than the average balance of a non-SMSF account. Whila based on the same
data from the ATO, the average member balance of a newly established SMSF was £186,000
with average total assets of a new fund belng $331,000. The ATO further reported an increase in
the average SMSF member balance to $537,000 as at 30 June 2014,

According to ATO published data SMSFs perform at least as well as, and in many years have
outperformed, their non-SMSF counterparts in terms of asset growth and investment returns.™

The aforementioned ATO statistical reparts show that SMSFs can also be cost-effective, with the
average fund having an estimated operating expense ratio of 1% of assets in line with an

¥ hitps:/ fwww . ato.gov.aufsuper/self-managed-super-funds/in-detail /statistics/quartery-reports/self-managed-super-
furd-statistical-report---june-2014/ 'page=2thasset allocation tables  m

2 1 bps: fwww. ato.pov. au/Super/Self-man aged-super-funds/In-detail /Statistics /Annual-reports/Self-managed -
superannuation-funds—-A-statistical-overview-2012-2013/f

= netpsy/ fwww ato gov.au/Super/Self-managed-super-funds/in-detail /Statistics/Annual reports/Self managed -
superannuation-funds--A-statistical-overview-2012-2013/7pape=2085MSF asset allocation

B hbtps:/fwww ato.gov.au/Super/Self-managed-super-funds/In-detail /Statistics/Annual-repors/Self-managed
superannuation-funds--A-statistical-overview-2011-2012/

B btps:/ fwww.ato.gov.aufSuper/Self-managed-super funds/In-detail/Statistics/Annual-reports/Self-managed -
superannuaticn-funes--A-statistical-overview-2012-2013 /P page=23#nvestment perfarmance
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average of 0.95% for both retail and industry super funds (as extracted from APEA FY2013
Annual Superannuation Bulletin data'®),

Direct property (all types including commercial and residential) accounts for a relatively modeast
15% of SMSF assets - or around $84.5Bn — with residential real estate accounting for a still
relatively small $19.56n as at 30 June 2014 according to the aforementioned ATO referenced in
footnote 10.

Direct equities accounted for a significant $177Bn whilst SMSFs had cash holdings of maore than
$157Bn as at 30 June 2014, Limited recourse horrowings remain very low as a percentage of
SMSF assets at only $8.7Bn ar 1.56%"7.

Residential Investment Property — a stable $1.3 trillion investment market

According to ATQ statistics more than 1.76 million Australians own more than 2.78 million
residential investment properties'® that provide vital housing at affordable prices for more than 7
million Australians based on the latest ABS Census data.

In its most recent quarterly property price statlstics, the ABS estimates the total value of
residential real estate in Australia to be circa $5.4 trillion comprising 9.5M dwellings with an
average price of $571,500'%,

The 2011 Census Report from the ABS shows 29.6% of all residential dwellings are rented {up
from 28,1% in 2006 and 26.3% in 2001).%°

Based on ATO 2011 statistice this indicates a total rented property market of 2.78M residential
properties, The total market value of these properties is estimated to be in excess of $1.3
trillion; not far off the total value of all companies listed on the ASX.

In the period from 2006 to 2011 the ABS Census shows that Australia’s population grew by a
significant 1.65M people or an average of 330,000 per annum; and the total number of dwellings
in the country increased by more than 720,000 or an average of 144,000 per annum.

Significantly, the 2011 Census also shows that the total number of rented dwellings increased by
more than 287,000 or an average of 57,400 per annum.

Leading economist Shane Oliver published a detailed analysis™ recently that indicates residential
property has provided a similar long term return as Australian shares, with both returning
between 11 to 11.5% pa (income and growth) on average since the 1920s,

1E

htto: S www . apra.eov.au) Super/ Publications/ Documents/ Bevised %.20201 3%20Annual% 205uper ann uation %20 Bulletin% 2

005-02-14.pdf
Y https:/fwww.ato.gov.au/super/self-managed-super-funds/in-detail/statistics /quarterly-reports/self-managed-supei-
fund-slatistical-repori—june-2014/¥page= Masset allocation tables I
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hitps:/ fwww.ato.gov.aufuploadedfiles/contentferfresearch and statistics/in detail/downloads/con00345977 2011taxs
tats. pdf

9 http:/ faranw. abs.gov.au/ausstats/abs@.nsl mi/6416.0
i

hetp:/fwww,censusdata.abs.gov.aufcensus services/getoroduct/census/ 2011/ guickstat/0fopendocument&navpos=220
a http:) fanarw switzer.com. aufthe-experts shane-oliver /shares-property-bonds-or-cash)
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Like almest any market, investing in residential real estate is not without risks and prices can
rise and fall over any given 12-month period or multi-year cyde. Even with Australia’s significant
population growth, the supply-demand curve varies from one year to the next with periods of
undersupply and periods of oversupply Impacting capital prices and rental yields.

However, in the experience of the companies and individuals endorsing this submission, real
estate investors have a longer range investment horizon (7-10+ years) and invest in the asset

class for its performance over the longer cycle.
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6 COoNCLUSION

The Financial System Inquiry is welcome and leng overdue. While many of the FSI
considerations are provocative, they have provided an opportunity for all stakeholders to stand
back and think, discuss, and respond. That 6,500 submissions were received demonstrates this
wide consideration by many,

We belleve there |s enormous opportunity for Australia’s financlal services sector to demonstrate
leadership through this process.

What concerns us is the potential for 'ad hoc’, reactive, or short-term populist reform.

This would have real impact on the sector, at a time of low confidence and economic uncertainty
for investors., We urge decision-makers to avoid such mowves at all costs, and to tread carefully
through the minefield of unintended consequences on this financial service reform pathway.

We understand the FSI desire to manage risk in the system. We would ask government to
caution against interpreting "a need to manage collective risk in the system” as meaning further
policy favouritism to the four-pillar banks.

These banks already have substantial competitive advantages and do not need further policy
support to assist their ability to attract wealth management fees - considered some of the
highest by cross-jurisdictional comparison.

One of the key drivers of SMS5F growth is concern about wealth management fees. SMSFs
therefore play a legitimate role in providing competitive pressure, and to the overall efficiency of
the sector.

Evidence is also weak that tries to position individual risk management as “riskier’ than bank risk
management. On the contrary, based on exposure during the GFC period of 2008-2010, SMSFs
proved themselves as no more risky than alternate options.

It is agreed that compensation is available for non-SMSFs through different leglslative
instruments, which is not available for SMSFs, when issues of fraud or illegality cccur. The Trio
Capital case has highlighted these differences.

Compensation is provided because of legislation however. Risk exposure was the same for both
SMSFs and non-SMSFs in the Trio Capital example. It is policy that has chosen to treat them
separately at this stage.

This is not an argument against risk in SMS5Fs, but an argument for consistent policy settings in
superannuation. It is consistent policy settings that will assist with smoothing out risk in
superannuation, and this includes consistent policies across all of government
legislation/considerations.

As the government statistics above demonstrate, as a cohort SMSF members and trustees are
not unsuspecting, unsophisticated investors who need to be shielded from their own logical
decisions. It should not be assumed that they are less capable of managing the risks associated
with gearing (or investing generally) than trustees and investment managers running retail and
industry funds (and the myriad of sub-funds in which they invest) are.
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There |s no systemic risk to the system through the use of LRBAS.

Growth is sensationalised by the FSI Report threugh the use of "percentages” rather than proper
analysis of the relativity of the debt levels to the total value of assets,

The prudent use of investment debt is a legitimate strategy both Inside and outside a retirement
savings environment,

As such it is Irrational to sugoest that "indirect” gearing should be allowed to prevail whilst
*direct” gearing should be allowed to continue.

Under such a scenario SMSF trustees would be prevented from buying say a $400,000 properly
using modest borrowings of say $250,000 (using $150,000 of cash) yet they (or any retail
investor) could Invest their entire superannuation savings into a geared share fund like the
Commonwealth Bank's Colonial First State Geared Global Share Fund®® that has provided a
negative return since its inception 10 years ago (and at times has been negative greater than
50%) yvet continues to charge its investors 2.6% pa for the privilege,

SMSFs simply should not be penalised versus their retail and industry fund peers.

Further as a leading economist and former Director of the Menzies Research Centre, Christopher
Joye, pointed out in @ recent article written for the Australian Financial Review™:

The FSI's inconsistencies ore ocute in the cose of self-managed super funds (SM5Fs) using leverage.

Today, banks permit SMSFs ta barrow up ta 80 per cent of the value of an investment property on o
“limited recourse” basis. Specifically, the bonk only has recourse to the property asset that secures the
loan — it cannot touch the rest of your super savings ar go qfter your non-super wealth.

The sover therefore gets access to investment property returns with a moximum of five times leveroge
fgiven o 20 per cent deposit). If the 5600 billion SMSF sector allocates 30 per cent of fts cash to housing
equity, that would translate inte 5900 billion of potential housing demand. With Australin’s population
expected to expand by 15 million people aver the next 35 years, we are going to have to underwrite
the construction of & million to 7 milion additional homes. SIASFs could be one impartant solution.

The fundamental question for Murray, however, is how investing in housing equity with five times
leverage is any riskier, or o greater financial stability problem, than investing in major bank equities
that corry 22 times leverage?

The former exposes you to substantiolly less leverage ond could help fund vital housing supply. The
waorst case in either scenario is you simply lose 100 per cent of your equity.

If Murray wants to ban SMSF investments in leveroged housing, he should in theory ban oll forms of
leveraged equities, including bank shares.

A better approoch would be to simply mandate a minimum level of non-feveraged SM5F holdings.

Arguments thal property does not belong in superannuation because it is a relatively illiquid
asset miss a vital point. This tilliquidity’ creates a stable asset class and stable income streams
{unlike more volatile "liquid’ assels such as shares or managed funds that have shares as their
underlying investments).,

- Ittpffwww colonialfirststate.com.au/prospects/FS1636.pdt
® http:yfwww.afr com/opinion/murray-should-leave-smsfs-alone-20141202-11ygiq
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The most important factors in residential real estate investing versus share market investing are
the lack of volatility and the lack of a "panic button'. Investment in stable, income-producing
assets that have a history of stable asset value appreciation should be encouraged within
retirement savings plans, not discouraged.

Investment in Residential Property is not a risky folly = it is Vital to Australia’s
Economic Stability and Social Fabric.

As ASIC has noted an estimated 85% of financial advisers are associated with financial product
issuers so effectively act as a product pipeline (for the issuer)™.

Perhaps because of consumer dissatisfaction with this model, retail and industry funds are losing
many of their best members as they move te the lower-cost direct-control environment offered
by SMSFs,

To put it in perspective, in FY2014 retail and industry funds lost 63,000 members or around
$11.7Bn of funds outflow to SM5Fs, This loss also cost them an estimated $2Bn plus pa of future
new inflows.

Perhaps most significantly, over the average ‘revenue life’ of those departing members retail and
industry funds will miss out on an estimated $4Bn of superannuation administration and asset
management fee revenue,

This number is important because (based on modeling using ATC and APRA data) all things being
equal those members departing to SMSFs will save an incradible $1.38n in fees over that same
period. That is the difference between what they were paying and the cost of running their
SMSFs. That is money they, not the retail and industry fund managers, will retire with,

This loss of revenue for the retail and industry funds; and gain to SMSF member retirement
savings, is being repeated every year.

Policy setting should be such to foster this completive environment as it is likely to lead to more
competitive behaviour in the retail and industry fund sector, therefore potentially improving
retirement savings outcomes for all Australia’s not just those maoving to SM5Fs.

Allowing the prudent use of leverage within SMSFs is good policy that
can improve retirement outcomes for many Australians.

Government concerns relating to LRBAs can, and should be, readily
addressed through means other than a ban.

o hitp:/ /downlead.asicgov.aw/media/21 25918/ rgl 75-ris. pdf
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APPENDIX A —Equy_h'E ARE AND THE REASONING FOR OUR SUBMISSION TO GOYERNMENT

We are a diverse group of company’s and individuals who collectively provide products and
sarvices to more than 30,000 property investors as well as SMSF trustees and members; many
of whom have investments in residential and commercial real estate and many of whom have
used LRBAs Lo assist in acquiring those assets, Our individual contact details are provided below.

At the urging of many of our customers and clients we have held several round-table meetings
over the past 12 months to discuss the current superannuatian and housing refarm agenda.

Following that process we are assisting our clients and customers to fully consider the ways in
which they can collectively have a voice in critical national debates of this nature. One such
consideration is the establishment of a new national residential property investors association to
represent the interests of, and advocate for, the 1.76M Australians who collectively own 2.78M
residential investment properties (that provide housing for more than 7 million Australians).

As the foundation stones for such an association are yet to be laid for we make this submission
at this stage in its place.

We do not claim to be specialists in any broader national policy debate. Our specialties are in
maximizing wealth accumulation for retirement investars, portfolio diversification, legal,
accounting, taxation services and in the development of residential property.

The main reason we have felt the need to organise and make a submission is concern that some
issues raised in the FSI process may impact on existing wealth management, superannuation,
retirement planning and property investment strategies, which we belleve would be detrimeantal
to the financial system, and the national interest.

We acknowledge the national interest reasons behind the FSI, the Tax Reforrn White Paper, the
Inter-Generational Report, and the Future of Federation White Paper, and offer to work in
partnership with government to establish a strategic and long-term approach to all these issues,
and to give due consideration to all these processes in the development of stable, secure,
competitive policy for Investors and the nation,

Because of this, we endorse the F5I suggestion of feeding tax and transfer
recommendations into the separate Tax Reform White Paper process,

We would go a step further, and strongly encourage government to combine considerations of
the Finandial Services Inguiry, Tax Reform and Future of Federation White Papers, and Inter-
Generational Report. All four processes of inquiry must "talk to each other’ if we are ta
maximize this reform agenda. Each needs to feed into the other. Mo reform decision should
be made in isolation, as this is not the reality of how the marketplace warks now, or in the future.

The opportunity exists for a roadmap to be developed based on combining the four separate
strands of government work - the Financial Services Inquiry, the Inter-Generational Report, the
Tax Reform White Paper, and the Federation White Paper. The key to reform would be an
encouragement of long-term investment strategies.

We would welcome engaging with government on this long-term agenda, and would assist where
possible.
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Such a sensible, longer-term approach stands in contrast to current investment uncertainty
created by a Finandial Services Inguiry perception that a ban on Self-Managed Superannuation
Funds borrowing capacity will be re-introeduced, that negative gearing on rental investments is in
doubt, along with an unexpected decision to introduce a charge on foreign residential property
investment. These are each examples of isolated decisions in the short-term that could be
addressed through a much more strategic process, and in partnership with the investment
community.

We look forward to being involved in such a process.

Keith Cullen
Managing Director
Spring FG Limited

Level 4, 99 Bathurst Street
Sydriey NSW 2000

P: 02 9245 0422
M: 3411724 449

E: keith.cullen@springFG.com

Spring FG Limited (Spring FG) is an ASX-listed (ASX:5SFL) diversified financial services company
with products and services encompassing financial planning and investment advice; insurance
and superannuation; finance; and tax & accounting services,

Spring FG's advice and product offerings are broad and include a specialisation in self-managed
superannuation funds (SMSFs); and direct and SMSF residential real estate investment.

Spring FG's clients hold more than $250M in residential property investments.

Brian Schech
Principal
McInnes Wilson Lawyers

Level 14, 345 Queens Street
Brisbane Qld 4000

P1 07 3231 0600
M: 0400 035 022
E: bschechi@mos . com.au

Mclnnes Wilson is one of Queensiand’s largest privately-owned law firms. It is a full service firm
with a wealth of experience in a broad range of specialised legal services.

This includes advising investors, owner-occupiers and developers on private residential
acquisitions and sales as well as major residential developments, including existing community

title structures and off-the-plan sales for projects.

It has advised on hundreds of millions of dollars of residential and commercial property asset
purchases and sales and also has extensive experience in SM5Fs.
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Brendan Tutt
Managing Director
Tessa Group

Level &, 400 Queaen Street
Brisbane Qld 4000

P: 07 36368 4610
M: 0405 225 682
E: bremdan. tutt@essaqrous. com.au

Tessa Residential is a full service property and building management company managing
residential property assels valued in excess of 5300M.

Its team of specialist managers are highly experienced and extremely knowladgeable, having
collectively over thirty successful years in the property industry.

Tessa's mission is to maximise investor returns by implementing effident property management
systems and best practice building management procedures. 100% privately owned and
operated, Tessa Residential is a market leader in property and building management services.

Luke Hartman
Managing Director
Metro Property Development

Level 9, 77 Pacific Highway
MNorth Sydney NSW 2060

P: 02 8912 9200
M: 0488 442 450
E: luke hartmanEimetroprop.com.au

Metro Property Development is one of the most active develapers in inner city Brisbane with
mare than $2.5 billion worth of projects in the development pipeline, while its Melbourne,
Adelaide, Perth and Sydney operations are rapidly expanding their hausing and master planned
communities business.

Its knowledge and expertise was gained through its directors being the founding directors of
Devine Limited for over 25 years, guiding the business from a small southeast Queensland
company to one of Australia’s leading publicly listed property organisations.

Metro's directors have delivered maore than 30,000 homes and apartments for Australian
families.
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Jonathon Hallinan
Managing Director
BPM Corp

332 South Road
Hampton East Vic 3188

F: 03 9555 9821
M: 3425 750 861

E: jonathomit bpreors o

BPM Corp is a Melbourne-based boutique developer with a track record that extends over two
decades and is synonymous for delivering architecturally iconic developments that are truly
inspired,

Founded by Jonathan Hallinan in 1995, BFM has emerged as cne of Australia’s most acclaimed
property developers with an uncompromising attitude to both guality and design with exclusive
projects extending from Melbourne’s prestigious Inner city suburbs through to Queensland’s West
End.

Jamie Kay
Executive Director
Oliver Hume

Lewvel 2, Riverside Quay
Southbank Vic 2006

P: 03 96584 B110
M: 0408 727 248
E: i.kav@gliverhume.com.aul

Oliver Hume is a multi-disciplinary Australian property services company with over 60 years of
success in residential and mixed-use property developments. Organised into specialist divisions,
its people specialise in the delivery of corporate advisory services, project marketing, asset
management, project management, development site sales or acquisitions and strateaqic research
to and on behalf of public and private organisations throughout Australia.

Acclaimed as Australia's leading residential project marketer, Oliver Hume is the marketing force
behind an enviable list of some of the nation's mast reputable residential communities and
residential development companies. Backed by a research division that provides the Oliver Hume
network with real time intelligence into the state of the Australian residential property market,
Qliver Hume has grown to become a multi-office organisation with operations in Victoria,
Queensland and New South Wales.
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Cameron Mana
General Manager - Development & Apartments
Devine Limited

Level 1, 485 Kinosford Smith Drive
Hamiiton QId 4007

P: OF 3608 6310
M: D424 540 752
E: cameron, mana deyine. com. ag

Establishad in 1983 the ASX-listed Devine Group (ASX: DVN) has become a widely respected and
trusted home builder, meeting the needs of homebuyers in Queensland, Victoria and South
Australia, As an Australian brand Devine proudly stands by its record for quality and value in
delivering superior housing solutions to more than 30,000 Australian families. Its property
experience portfolio extends across large-scale master planned community development, home
building, inner-city high-rise apartment buildings, commercial and retail property as well as
establishing a major construction company.

David Kortlang
Associate Director
Colliers International - Residential

Colliers works with investors, developers and occupiers across all sectars of the Queens|and
property market including office, industrial, retail, hotels, healthcare and retirement living,
residential project marketing and site sales and rural and agribusiness. It offers a range of
specialised services such as valuation and advisary services, real estate management, project
sarvices and tenant representation.

Level 30, 111 Eagle Street
Brisbane Qld 4000

F: 07 3370 1776

M: D418 729 083
E; david.kortlang@colliers, com
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