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Relying on this Bulletin

Self-Managed Superannuation Fund Regulators Bulleting outfine our concerns about new
and emerging arrangemenis that pose potential risks 1o SMSF trustees and their members
fram a superannuation requiatory and / or income tax perspective. To the extent that this
Bulletin provides guidance fo you, and you apply it in good faith to your own
circumsiances, the Commissioner will administer the faw in accordance with the guidance
outlined in this Bulistin.

Table of contents Paragraph
What has caught our attention? |

\What are our concemns?
\//hat are we doing?
What should you do’
Appendix

o |15 1165 L1 1

What has caught our attention?

1. We have seen an increase in the number of self-managed superannuation funds (SMSFs) entering inta
arrangements, with related or unrelated parties, involving the purchase and development of real property for
subsequent disposal or leasing.
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2. In particular, we are seeing a number of arrangements in which the investment activity is undertaken utilising
joint venture arrangements, partnerships or investments through an ungeared related unit trust or company.

3. Property development can be a legitimate investment for SMSFs, and the Commissioner does not have any
concern with SMSFs investing in property development where It complies with the Superannuation industry
fSupervision! Act 1893 (SISA) and Superannuation Industry (Supervision) Regulations 1894 (SISR).

4, However, these fypes of investments can cause concerns wheare they are used o inappropriately diver! incorme
into the superannuation environment, or if SMSF assets are used to fund property development ventures in a
manner that is inappropriate for and sometimes detrimental to retirement purposes,

5. Property development veniures may also involve complex structures and the manner in which they are
implemented can lead o inadvertent but serous contraventions of the regulatory rules.

G. If you are considering developing property within your SMSF or inyesting in a refated property developrment
entity or venture, we strongly encourage you to seek independent professional advice. In some cases you may
also wish to approach us for advice before doing so.

What are our concerns?

7. There are no specific prohibitions preventing an SMSF investing directly or indirecitly in property development.
Hawever where an SMSF seeks to undertake investrments of this nature, care needs to be taken to ensure that
there are no breaches of the SISA and the SISR,

8. Regulaiory concerns that can arise in some arrangements include:

« whether the arrangement amounts to the SMSF being maintained for a purpose outside those permitted by
the sole purpose test (referred to as a collateral purpose)ll

« whether tha SMSF continues to meet the relevant operating standards, including record-keeping
requirernents, ensuring assets are appropriately valued and recorded at market value, and keeping SMSF
assets separate from mernbers' assets(Zl

» whether the arrangement includes the provisions of a loan or financial assistance (directly or indirectly) to a
marmber or their relativelZl

« whether the arrangement includeas the SMSF acquiring assets from a related partylél

« ifthe arrangement features the SMSF borrowing money, vhether that borrowing falls to meet the
reguirements to be exempted from the prohibition on borrowing for a limited recourse borrowing
arrangement (LRBA)E!

= whether the SM5F has contravenead the in-house assets rules by exceeding the level of In-house assets
allowed!8

» whether payiments out of the SMSF under the arrangement are in fact payments of benefits contravening
the relevant payment standards (commonly known as illegal early release of superannuation)Z!

« whether the SM5F's invesiments are made and maintained on an arm's length basis and if they are nof,
whether the terms and conditions of the transaction are not more favouraile to the other party than would
be expected in an arm's length dealing!8l

9. SMSFz also need to be conscious of:
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» income tax matters such as the non-arm's length income (NALI) provisions!®! and the general anti-
avoidance rulesll, particularly where the arrangement involves other related parties!!], and

+ goods and services tax (GST) matters such as GST registration requirements, carrect reporting and the
application of the margin scheme.[12]

10. Where an SMSF, or entities that the SMSF invests In, conducts a property development, care needs to be
taken that the parties are dealing with each other at arm's length, including (but not limited to):

» the purchase of land or other agsets

= the value of senices provided

« the terms (including the use of personal or related party guarantees) of any borrowing arrangements of the
SMSF or other entities invalved in the development, and

« the return on investment and income ar capital entitlements.

11. Similarly, we would be concerned where circumstances indicate that the arrangement has been used {o
manipulate the members' transfer balance accounts, for example, by deliberately undervaluing an asset when it
enters retirement phase and counts towards the transfer balance cap, allowing a grea‘er amount of earnings
within the SMSF to be treated as exempt current pension income:,

12. We have previously seen property purchases funded by poorly implemented LRBAs and/or funding
arrangements in SMSF-related entities result in breaches of the superannuation regulatory provisions and/or give
tise to application of the N&LI provisions.

What are we doing?

13. We will continue to monitor property development arrangements involving SMSFs, particularly those that
include LRBAs and related party transactions, to ensure that SMSFs are not contravening any of the provisions
listed in this Bulletin.

14. Further explanation regarding areas of concem is provided in the Appendix attached ‘o this Bulletin.

What should you do?

15. We strongly encourage you to seek independent professional advice before entering into these arrangements,
as there may be significant adverse consequences for trustees and members including the forced sale of assets
of having to wind up the SMSF. In some cases you may also wish to approach us for advice,

16. If your SMEF iz currently developing property or has invested in a related property development entity or
venture, it is important to regularly check in with your SMSF professional advisor and your auditor to ensure that

the investrent stays on track and that there are no contraventions or regulatory concermns,

17. Where contraventions or regulatory concerns are identified we would encourage you 1o disclose this
information to us early and work with us to put rectification plans in place where possible.

hitps:fwwe, ato, gov.aw|awviewldocument Tdocid=SRB/SRB2Z0201MATIATD 3Me



SM4/2020 SMSF Aegulator's Bulletin - Sef-managed superannuation funds and propery development | Legal database

Commissioner of Taxation

13 March 2020
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18. As the nature of property development depends on the type of development, the parties involved and the
structure adopted, we cannot provide a comprehensive guide on all regulatory and income tax and GST matters
that an SMSF trustee will need to consider when investing in property development through their SMSF,

18. This Appendix is designed to outline the concermns and insights that the Commigsioner, as SMSF Regulator,
hias conceming superannuation regulatory rules that may be particularly important in the contexd of property
developrnent, The topics covered in this Appendix are:

» in-house assets

= ungeared related companies or unit trusts

+ the use of LRBAs

« non-arm's length dealings and non-arr's length income
= joint venture arrangements

= providing financial assistance to a mamber or a ralativa
« record keeping

= z0le purpose test

In-house assets

20. Subsection 71(1) of the SISA provides that, subject to certain exceptions, an in-house assetof a
superannuation fund iz an asset that is;

+ aloan to arelated party of the fund, or
« aninvestment in a related party of the fund, or
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« aninvestment in a related trust of the fund, or

= an asset of the fund that is subject to s lease or lease arrangement between the trustee of the fund and a
related arty of the fund.

21. Under the SISA, frustees must ensure that no more than 5% of the market valuel'3l of the fund's assets in any
financial year is invested in in-house assets [14] Trustees are also prohibited from acquiring an in-house asset if
the acquisition of the asset would cause the fund to exceed the 5% limit [22]

22, Certain assets are excluded from baing In-house assets depending on the type of investrment or because the
asset is held subject to certain conditions. Examples of some exceptions relevant 1o property development are:

« For an SMSF, business real property (BRP)8 subject to a lease, or to a lease arrangement, between the
SMSF and a related party of the fund, is not an in-house asset[].

» Property owned by the superannuation fund and a related party as tenants in common is not an in-house
asset of the fundl8l, other than property subject to a lease or lease arrangement belween the trustee of the
fund and a related party. 112

23. SMSFs underiaking property development or participating in property development ventures need io be aware
of the in-house asset rules as these arrangements often include assets or arrangements that are only excluded
from being an in-house asset because of certain conditions. Trustees should take particular care to understand:

« when another entity is considered a related party or related trust of the SMSF]

+ how to calculate the value of the SMSF's in-house assetsl&ll each year and the requirements of the trustes
if the SMSF's in-house assets exceed the 5% limit'22], and

+ if the as=set is excluded from being an in-house asset, on what condition it is excluded and what is the
consequence if that condition ceases o be satisfied.[23]

Ungeared related companies or unit trusts

24. Of particular relevance to property development is the in-house asset exception for investment in ungeared
related companies or unit trusts as this is often a popular option for SMSFs undertaking property development
investments,

25. Investments in a related company or unit trust that would otherwise be an in-house asset are excluded from
being an in-house asset if the related cormpany or unit trust is maintained subject to certain conditions 24 These
are sometimes referred to as 'ungeared related companies or unit truste’ or as '12.22C companies or unit trusts'.

26. Ta meet the exclusion to being an In-house asset it is critical that the related company or unit trust complies
with the conditions both at the time that the investment is acquired and at all times the investment is held.
Conditions that are relevant for property development include, but are not limited to, the requirements that the
company or unit trust cannaot:

+ hold an interest in another entity (including units in another trust}

+ lease propery to a related party of the fund, or enter into a lease arrangement with a related party of the
fund, except for a legally binding lease over BRP

« borrow money
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+ acquire an asset from a related party of the fund, or an asset that had been owned by a related party of the
fund within the previous three years (unless the asset is BRF)

+ conduct a non-arm's length dealing

« conduct a business

+ glve a charge over an asset or allow a charge to be given over an asset.

27. If any of these events happen, the investrment in the related company or unit trust will no longer meet the
exception to baing an in-house asset23] yith the result that all iInvestments hield by the SMSF in that related
company or unit trust, including future investments in it, will be in-house assets 1281 The asset can never be
returned to its former excluded state. even if the trustesa fixas the issue that caused the assel to cease meeting
the relevant conditions [27]

28. While it is common to see SMSFs make use of ungeared related companies or unit trusts for the purpose of
property development investments, SMSF trustess need to consider how they are going to mesat and maintain the
conditions. If the shares or units cease to meet the in-house asset exception, the fund will be required to dispose
of the shares or units it holds in excess of the 5% limit within 12 months 281 In many cases *his requires the sale of
underlying property or a significant restructure that could be costly to both the development and the SMSF,

29. We are concerned that in some cases, trustees do not understand in detail the structure of their property
developrent investment or the how the ungeared related company or unit trust exception operates.
Consequently, decisions are made or actions taken during the property developrnent that cause the exception to
cease, often vithout the knowledge of the trustee of the SMSF. This can lead to contraventions of the SISA in
addition to costly rectification action to bring the SMSF back into compliance with the in-house asset rules.

30. Additionally, vie have concemns that some of the lease arrangernents being established or renewed are not
being done so via a formal vitten process. This makes it difficult to determine the terms and conditions of the
arrangement and may also lead to a finding that there was no valid lease in existence or the lease agreement was
not legally binding. This has significant implications for the fund in respect of the in-house assst rules, and may
also have NAL! or arm's length transactions implications.

Example 1 - Ungeared unit frust leases property to a related party of the SMSF

31. Al and Emily would like to invest in property with their SMSF. Al and Emily have $600,000 ($300,000 each) fo
invast and the SMEF has $800.000.

32. An ungeared unit trust (s established where Al invests 300,000 which eguals 21.4% ownership, Emily invesis
£300,000 which equals 21.4% ownership and the SMSF invests 800,000 which equals 57.2% ownership.

33. A property is then purchased within the urit trust, which bears all the cosis associated with purchase and

ongoing property costs. The net income s distributed to the unit holders in proportion to their invesiment therefore
Al and Emily would both receive 21.4% and the fund would receive 57.2% of the net rent.
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34. The unit frust wishes to subaivide the property and then consiruct bath residential ana commercial buildings.
The frustee of the unit trust undertakes the process of developing the propenty. Onee the buildings are
astablished, they sell the residential property making a profit and lease the commarcial property (considered fo be
businass real property) i & related pary at market value for a five-vear term as specified in the lease contract. At
the end of the lease conlract, due to an oversight, no renewed lease is entered info. The original lease agreement
didd not include a ‘continualion clause’ or other provision o deal with the perind of time after the end of the five-
vear terr.

35. There may be an event that causes the in-house assetf exception to cease to apply to the invastment by the
SMSEF in the unit trust. As the previous fease contract did not provide for a continuing fegal relationshio after its
five-year term, and the trustee has not renewed the lease, upon the end of the term the lease arrangenment that
was in place with the related party ceased to be legally hinding. 2 This event would result in the fund being
subject to the 5% in-house asset rule requining the fund to dispose of some of the units.

36. The SMSF has tofal assets with a mart-et value of §1,000,000. Therefare the investment in the unit frust
represerits 80% which is well above the allowable 5%. As Emily and Al do not have available funds to further invest
and are not in a position to borrow, they may need to sall the praperty to allow the SMSF to redeem units.

a7. While this example does not consider the broader activities of the unit trust, the trustee should also be aware
that in some circumstances, depending on the scope of its operations and activities, the trustee could be camying
on & business, which would also cause the in-house asset exceplion fo cease 2]

The use of limited recourse borrowing arrangements

38. Subject to limited exceptions allowed under the SISA, trustees of SMSFs are prohibited fram barrowing money
or maintaining an existing borrowing of money. 211

39. An LEBA is one of the limited exceptions to the borrowing prohibition and involves an SMSF trustee taking out
a limitad recourse loan from a lender 28] Those funds are then used in the purchase of a single acquirable asset
{which may include a collection of identical assets that have the same market value! that is held in a separate
trust, where the SMSF has a beneficial interest in the acquirable assel. The SMSF trustee also has the right to
acquire the asset from the holding trust once the SMSF has repaid the loan in full

40. LRBAs are often utilised by SM5Fs investing in property development, either to fund the purchase of the real
property to be developed or to acquire shares or units in a property development entity. However, SMSF trustees
need to be mindful of certain requirements of the LRBA exception that may impose limitations that need to be
factored in when undertaking property devalopment,

41, For example, the LREA reguirements do not allow for amounts borroveed under the LEEA to be used to

imprave the acquirable asset. Therefore, while a LRBA can be used to acquire the real property to be developed
no amount of the borrowed funds can be put towards developrment costs.
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42. This restriction doesn't prevent money from other sources being used to develop the property. However,
SMSF trusteas need to be aware that if the development fundamentally changes the character of the property, it
may fail the LRBA requirermnents by ceasing to be the same acquirable asset.[2E A property development will
generally change the character of the property.

43. Alternatively, the property development may be undertaken by another entity such as a company or trust, with
the SMSF using an LRBA to acquire shares or units in that entity. In these circumstances, as the single acquirable
assetis the shares or units, the SMSF trustee does not need to be concerned with either the use of borrawed
funds to imprave the asset or the asset fundarmentally changing in character,

44. However, this arrangement Is only permitted if the acquirable asset is an asset that the SISA allows the SMSF
to acquire. VWhere the LRBA is being used to acquire shares or units in a property development entity it is essential
that SMSF trustees ensure that:

» the property development entity is not a related party or related trust of the SMSF, or

+ if the property development entity Is a related party or related trust, the imvestment in the related property
development entity is acquired at market value and covered by one of the in-house asset exceptions, or

+ the acquisition of the asset is at market value and would not result in the SMSF exceading the 5% limit on
in-house assets 121

45. Where the SMSF trustees are relying on the ungeared related company or unit trust exception to being anin-
house asset, the same requirements and concems as set out at paragraphs 20 to 30 of this Bulletin are
applicable. SMSF trustees should also be mindful that if an event occurs that causes the in-house asset exception
to cease, and there is an LRBA over the shares or units, the SMSE will have a borrowing contravention!3] in
addition to in-house asset issues.

46. Other factors SMSF trustees should consider when using an LRBA to invest in a related property development
entity ara:

+ the SMSF trustes cannot rely on mirroring the 'sate harbour terms in Practical Compliance Guideline PCG
2018/5 income tax - amr’s length ferms for Limited Recourse Borrowing Arrangements established by self
managed superannuation fundsi28l to show that their terms are consistent with an arrn's langth dealing.
This is bacause these safe harbour terms only apply to borrowings over real property or listed shares/units.
Therefore the trustee would need to demonstrate that their terms reflect an arm's length dealing, for
example by showing that they replicate terms of a commeicial loan that is avallable under the same
cireumstances 22l However, it may be difficult for a trustee to identify an arm's length lender that would
generally provide finance for this kind of transaction, given the unigue nature of the single acquirable asset,
and the fact that a lender can only be provided a personal security over the units and nat the underlying
real property, 128!

« |f the arrangement involves multiple LRBAs aver discrete bundles of units in the unit trust, the LRBAs could
fail to meet the reguirernents of section 67A of the SISA if the lender's right to recourse on default of one
LREA extends to the underlying property or the units under a different LRBA.

47. Trustees must also enzure that all LRBAs are set up correctly, including ensuring the ownership of the
underlying asset and units is recorded for the correct entities.
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Example 2 - Ungeared unit trust gives a charge over an asset

48. Kaifo and Panyo have an SMSF with investmants tolalling $500,000. An amount of $400,000 is invested in a
related ungeared unit trust that owns a residential apartment which is not leased to a related party of the fund. At
this time, the refated unit trust is not an In-house asset as it meets the requirernents of regulation 13.22C of the
SISA. The remaining $100,000 is invested in cash.

49. The SMSF wishes to enter a proparty developrmant profect through the related ungeared unif trust. The urit
trust sells the residential apartment and uses the sale amount of $400,000 to buy the fand that s to be developed.

B0. To fund the development the SMSF subscribes for additional units for an amournt of $300,000 in the unit frust
and funds the 300,000 by way of an LRBA. The plan is to build a duplex with this amournt,

51. In order to grant the loan the lender asks for securty over the land which is granted by the trust,

52. As the unit trust has allowed a charge over the asset of the trust a 13.220 event arises.33 This causes the
investment in units of the related ungeared umnit frust by the SMSF to now be considered in-house assels.

53, The fotal amount invested in the unit trust of 3700 000 (= more than 5% of fotal assets of the fund ($800,.000),
49 The frustee will need to prepare a plan on how to get this amount below the alfowable 5% which will most likely
result in the unit trust having to sell the land and abandan the development.

Non-arm's length dealings and non-arm's length income

54. There are both regulatory and income tax rules that require the trustee of an SMSF to deal at arm's langth with
other parties.

5. The regulatory rules require the SMSF trustee when entering into a transaction to deal with the other party to
the transaction at arm's length, or if the dealing is not at arm’s langth ensure that tha terms are not maore
favourable to the other party.4] Therefore if the parties are not dealing with each other at arm's langth and the
terns are more favourable to the SMSF there will be no breach of section 109 of the 5134142 However, if terms
are more favourable to the SMSF there may be income tax consequenceas. The NALI provisions remove the tax
concession provided to superannuation funds where the SMSF and other parties are nol dealing at arm's length in
relation to a scheme and the SMSF ordinary or statutory income from the scheme Is more than If the SMSF and
the other party had been dealing at arm's length. (431

56. The NAL! provisions seek ta tax at the highest marginal rate schemes that inappropriately seek to benefit the
SMSF.

&57. The MALl provisions can apply to:

« ordinary or statutory income derived from schemes
s dividends or amounts attributable to dividends, and
« entitlements to trust income (both fixed and non-fixed entitlernents). 44!
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58. For the 2018-18 income year and later income years, NALI will also include income derived from a scheme
where a loss, outgoing or expenditure is less than the amount {including a nil amount) that the entity might have
been expected to incur in gaining or producing income.

59. Additionally, if the SMSF trustee has an LRBA that |s not on arm's length terms, the SMSF trustee needs to
consider if the income from the arrangement is greater than the income from a ‘hypothetical borrowing
arrangement' that was at arm's length terms. 431

0. The factors to be taken into account when considering if an LRBA is an arm's length dealing will depend on
the structure of the development arrangement. The following aspects of the LRBA should be considerad by
trustees vihen determining whether the LRBA is an armn's-length dealing:

« repayments and ability to repay

« arrangemeants to provide security to a lender, and

+ related party fees, particularly where these would be considered to be outside the ordinary course of
normal commercial arrangements.

61. The meaning of arm's-length dealing has been considered in numerous court cases 8! Importantly, where
parties are related, there is an inference that they will not deal with each other at arm's length. However, this
inference can be reversed if the parties can show that despite being related they have conducted the transaction
as if they were at arm's length.

G2. SMEFs investing in property developrnent will often deal with related parties as part of that development. It is
impartant therefore for SMSF trustees to recognise in dealing with those related parties that each transaction must
be conducted on arm's length terms and clearly recorded as such.

63. Even where the other party to the transaction and the SM5F are not related, SMSF trustees should still ensure
that the independent minds and wills of the parties are applied to the transaction and their dealing is a maiter of
real bargaining.[4]

€4. SMSF trustees in property development investments need to have regard to ensuring that both the overall
structure, as well as the specific transactions that make up the property developrment, are conducted on arm's
length terms. Some examples of transactions SMSFs trustees should ensure are an arm's length dealing are:

« the purchase of land or other assets

= the terms (including the use of personal or related party guarantees) of any borrowing arrangements of the
SMSF or other entities involved in the development

« where a related party is engaged to provide seryices in their professional capacity (such as building or
construction works) and they do not charge for these services, or are paid less than an arm's length ratel42]

= the return on investment and income or capital entitlements,

£5. The parties to the arrangement should also be aware that there is the potential for non-arm's length property
development arrangements to attract the application of Part IVA of the [TAA 1936 and/or Division 165 of the A New
Tax Systemn (Gooas and Services Tax) Act 19920f it is objectively concluded that there was a sole or dominant
purpose of obtaining a tax benefit.
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Example 3 - Whether dividends received by SMSFs are NALI

B6. John and Vanessa are unrelated individuals who come together to enter info a property development venture.
Jotin is the sole member of the J SMSF and Vanassa is the sole member of the v. SMSF. John and Vanessa
Incorporate a company, JV Co, fo conduct the property development activities. J SMSF and v. SMSF each
acquire 200,000 shares in JV Co at $1 per share.

67. JV Co uses the §400,000 invested to acquire vacant land. [t ther: borrows $4 million from an unrelated bank.
The banf will not lend this amount without additional security, and John and Vanessa need to provide personal
guarantess and assurances, taking o the full financial and commercial risk of the development. JV Co also
borrows & further $3 million from related parties for additional working capital.

B8. After two years of development JV Co realises a profit and pays tax. JV Co distributes its profits as fully
franked dividends to J SMSF and v. SMSF, funding these aistnbutions by taking further loans from related parties.
As the SM5Fs are fully in retirerment phase, they do not pay tax on these dividends and receive g substantial
refund of franking credits.

62. Although the documented arrangements on face value appear fo be at arm's length, when viewed holistically it
/s clear that these dividends are not consistent with an arm's length dealing.[¥3 An unrelated SMSF would not
have been able to access these dividenas by investing in JV Co for the same value as the J SMSF and v. SMSF,
{as) the risk was barr by John and Vanessa personally. [t is also uniikely that unrelated lenders would be willing to
lend to JV Co for additional working capital and to fund dividend's, which would prevent JV Co from realising its
profif and distributing fo the SMSFs.

70. As such, the dividenads from JV Co may be NALI for the two SMSFs.128 Consideration may also be given o
whether the arrangemaeni is & scheme to which Fart V4 of the ITAA 1936 applies.

Joint venture arrangements

71. A joint venturel2ll is defined in the Butterworths Cancise Australian Legal Dictionaryl22] as:

An assoclation of persons for particular trading, commercial, mining, or other financial undertakings or
endeavours with a view to mutual profit. It Is not a technical legal term with a selttled common law
meaning: United Dominions Corp Lirmited v. Brian Pty Ltd (1885) 1567 CLRE 1; G0 ALR 741. The association
is usually for the paricipation in a single project rather than a continuing business. A joint venture may be
carmed out by way of a partnership, compary, trust, agency, joint ownership, or other arrangement. it may
include an activity carried on by a body corporate which was formed to carry on the activity by means of
joint control or ownership or shares in the body corporate: (Cth) Trade Practices Act 1874 sdJ(a).
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72. This definition indicates that a joint venture may be carried out in the form of a partnership, company, trust or
other arrangerment. While there may be different tax outcomes depending on the chosen structure, for the
purpose of the risks that this Bulletin is concerned with, the term joint venture is used under its general meaning.

73. Care must be taken by SMEF trustees undertaking property development via a joint venture to ensure the
arrangement, particularly when undertaken with a related party, is a true joint venture. That is, the contribution
{whether it be financial or time) made by the SMSF and its members must be reflected in the proceeds received
{whether it be rental income or sale proceeds).

74, If the SMSFs return from the arrangement s excessive when compared o thelr input inte the arrangement, we
would be concerned that the income derived from the joint venture is NALLL

75. In & joint venture with a related party, SMSF trustees also need to ensure that their stake in the joint venture
does not amount to an investment in or loan to that related party and is therefore an in-house asset. Ve would
expect the SMSF to hold a proprietary interest in the real property *hat is being developed, and to be comfartable
that the SMSFs investment is in' that property and not an investment in' the related party.

76. However, where the SMSF has only provided a capital outlay for the arrangement, and has no rights other
than a contractual right to a return on the final investment, ve would be concerned that they may instead hold an
investment in or loan to the other party, depending on the terms of the joint venture agreement. 23

Providing financial assistance to a member or relative

77. In these kinds of circumnstances we may also be concerned that the SMSF has provided financial assistance
to members or their relatives. SMSFs are prohibited frorn providing loans or financial assistance (direct or
indirectly to members or their relatives 241

78. WWithin a property developrment context, circurnstances that could cause us concerns in respect of financial
agsistance would be where:

» the SMSF becomes an investor in the property development being carried out by the related entity because
otherwizse there would be insufficlent funds to complete the property developrment

« arelated party is engaged to provide services as a means of providing them with work or where they are
paid more than market valua

= SMSF funds are used to finance elements of the propaity development on non-arm's length terms, orin
situations where the SMSF receives little or no consideration.

Record keeping

79, In determining whether the reguiremenis in the SISA and SISR are met it is also important that the fund kesp
the necessary records to establish its position. All transactions should be carefully documented o ensure that

« there is proof of arm's length dealings
+ the arrangemenis put in place reflect the legal status
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» the parties intend, and they are permitted by the SMSF's deed and investment strategy[23], to underiake the
property development transactions,

B0. Where there is poor or na record keeping, we would be concerned that the arrangements may contravene the
SISA or SISR, or give rise to NALL

B1. Where SMSF trustees are dealing with related party businesses, it is also important that they ensure good
record-keeping procedures are followed for the payment of expenses that relate to the property developrment. (58]

82, We recognise that property development can be a complex and invalved investment with many transactions
and unexpected expenses. SMSF trustees should establish and maintain good procedures to ensure the correct
entity is paying for the correct expense and when acquiring assets that the accounts comrectly record and
establish the property development venture.

83. This ensures that trustees can establish when payments are being made for the purpose of the property
development so there is no confusion that the amount may instead be the payment of retirement benefits.

Example 4 - Property development - SMSF engages related party business

B4. Tahini is 45 years old. Tahini's SMSF is undertaking the devefopment of property an land owned by her SMSF,
Tahinf alsc owns and operales a carpenlry business. As part of the property develapment, Tahini has engaged
her business fo provide carpentry services. As part of the terms of engagement it was agreed that the SMSF
would pay for materials fo be used in the properly develapment but that all tools and related costs were to be
borne by the business.

85. During the course of the development, aver a five-year period, Tahini buys matenals to be used in the
development and tools and equipment for her business on her credit card. The businass does not invoice the
SMSF for the materials and insfead the SMSF's records show payrnents direchly onto Tahini's credit card during
the period. Tahini also charged personal expenses against the credit card. Tahini then pays the outstanding
balance of the credit card using funds from the SMSF.

B&. In these circurnstances the Commissianar may consiger that there has been a breach of the payrment
standards as the SMSF has made payrments against Tahini's personal credit card in circumstances that dor't

clearly eviderice that the paymerits were solaly related to the SMSF's property development lnvestment

B87. If so, Tahini will be assessed personally for these amourits, which are now considered assessable income, 3]
in her {ax returm.

B8. The SMSF trustee may alzo have contravened section 68 of the SISA by acquiring an asset from a related
party, as they have in fact acquired the materials from Tahini affer she purchased them personally.

Sole purpose test
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B9. If an SMSF trustee wishes to participate in propearty development ventures ar make use of businesses owned
or controiled oy & member in property development, care needs to be taken to ensure decisions that SMSF
trustees make in maintaining these investments is at all times for the sole purpose of providing retirerent benefiis
for the SMSF mermbers.

90. The sole purpose test requires trustees of a regulated superannuation fund to ensure the fund is maintained
for certain core and ancillary purposes. Broadly these are focused on such as providing benefits for retirernent,
death, and/or ill-health.[28] Ay trustee who maintains an SMSF for other purposes will contravene section 62 of
the SI5A.

91. Where the trustees of an SMSF have other roles within the property development venture, either through
businesses or control of other entities, it is important they can demonstrate that their degision making in respect of
the property development is sclely pursuing the retirement purpose of the SMSF, and is not being influenced by
other goals or purposes in relation to those businesses or other entities.

92. For example, if an SMSF trusiee decided to cease paying its members a pension so that the SMSF could use
its cash reserves to make an additional capital contribution to a struggling property development venture, this
decision may gemonstrate that the SMSF is being maintained for the purpose of ensuring the property
development's success above the retirement reguirerments of the SMSF's members. As such, this may cause a
contravention of the scle purpose test.

Related Rulings/Determinations  SMSFR 20081
SMSFR 2008/4
SMSER 201041
SMSFR 2012/1
TH 2006/7
IR 2008/1
TR 2010/1
LCR 2018/D3
GSTR 2004/2
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Leqislative references jITAA 1997 295-560
ITAA 1897 285-550(2)
ITAA 1997 295-550(3)

SISA 34(1)

SISAB7A

SISA B7A(2)(0
SISA B7A(1)(d)
SISA 71(1))
SISA 71(1)()

:

SISR 1984 4.09
Other references PCG 2016/5
TA 200916

[1] Section 62 of the SISA,

[2] Regulations 4.004 and 8.02B of the SI1SH.
[3] Subsection E5(1) of the SISA,

[4] Subsection 86{1; of the Si3A,

[5] Section 67A of the SISA,

(6] Part 8 of the SI5A.

[7] Section 371 of the BISA contains operating standards for regulated superannuation funds and Division 6.2 of
the SISR regards the payment of benefits. Superannuation benefits in breach of legislative requirements are
included in azsessable income under section 304-10 of the ITAA 1997,

[8] Section 109 of the SISA.
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[9] See section 285-550 of the [TAA 1687,

[10] Part IWA of the Income Tax Assessment Act 1936 (ITAA 1938).

[11] Trustees also need to be aware of ather issues that are outside the scope of this Bulletin, such as the tax
treatment of the proceeds on sale, and GST.

[12] Division 165 of the A New Tax Sysfem (Goods and Services Tax! Act 1999,

[13] Refer to ATO websie Valuation guidelines for self-rmanaged super funds. The value of a fund's tolal assats

naeds to be determined on 30 June of the financial year that the In-house assets are held.

[14] Section B2 of the SISA,

[15] Section B3 of the SISA.

[16] Subsection 66(5) of the SISA.

[17] Subsection 66(2A) and paragraph 71(1}{g) of the SISA,

[18] Note that the trustee cannot acquire part of the property from a related party to become tenant in comman,
zee subsection B6(1) of the SISA,

[18] Paragraph 71(1)(i) of the SISA.

[20] Related party and related frust are defined in section 10 of the SISA with reference to the Part 8 associate
rules in Subdivision B of Part § of the SISA. Also refer to paragraphs 134 to 162 of SMSFR 2009/4 The meaning of
‘assel, Joan, investment in', lease’ and lease arrangament’ in the definition of an in-house assat' in the SISA.

[21] Section 75 of the SISA.

[22] Sections B2, 83 and 84 of the SISA.

[23] Paragraphs 163 to 180 of SMSFR 2009/4 provide a detailed description of the various in-house asset
exceptions,

[24] Paragraph 71(1){]) of the SISA provides that an asset is not an in-house asset if it is included in a class of
assets specified in the Reguilations. Regulations 13.22C and 13,220 of the SISR are relevant to investments in
related companies or units trust acquired on or after 28 June 2000,

[25] As=ets acquired afier commencement of Divizion 13.34 of the SISR.

[26] Subregulation 13.220D(3) of the SISR.
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[27] See subrequlation 13.22D(3) of the SISR. See alzo Self Managed Superannuation Funds Determination
SMSFD 2008/1 Self Managed Superannuation Funds: how does the happening of an event in subreguiation
13.220(1) of the Superannuation Industry (Supervision) Requiafions 1994 affect whether a self managed
superannuation fund's investments in related companies or unit trusts are in-house assets of the funa?

[28] Section 82 of the SISA.

[29] See paragraph 13.22D(1)(h) of the SISR.

[30] See paragraph 13.220(1)(d! of the SISR. V/hether you are in business is determined by examining the
relevant facts in relation to a particular scenario - see Taxation Ruling TR 201911 Income tax: when does a
company carry on a business?, Taxation Ruling TR 97/11 Income tax: am | carrying on a business of primary
proguction? and Taxation Ruling TR 32/3 lncorme tax. whether profits an isolated fransactions are income.

[41] See section 67 of the SISA.

[32] Section 67A of the SISA.

(23] Self Managed Superannuation Funds Ruling SMSFR 201211 Self Managed Superannuation Funds: limited
recourse barrowing arangements - aoplication of key concepts provides further explanation of single acguirable
asset and examples on whether a change fo this asset results in a different asset.

[24] Paragraph 66{2A)(b) and (c) of the SISA.

[35] Paragraph 67A(2)(b) of the SISA. The asset is not an 'acquirable asset',

[36] This Guideline outlines ‘safe harbour' terms on which SMSF trustees may structure their LRBAs consistent
with an arm's length dealing where the asset acquired is either real property or a collection of stock exchange
listed shares or units,

[37] Paragraph 4 of PCG 2016/5.

[38] Subparagraph 13.220(1(c){ii) of the SISR.

[38] The security also falls the reguirements in paragraph 67A(1}(d) of the S15A as it provides rights that are not
limited o the acguirable asset.

[40] Section B2 of the SISA.

[41] Section 109 of the SISA.

[42] For more infarmation refer to ATO Interpretative Decision ATO 1D 2010162 Self managed Superanniuation
Fund: limited recourse borrowing arrangement - borrowing from a related party on terms favourable fo the self
managed superannuation fund.
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[43] Section 285-550 of the [TAA 1897,

[44] For a further explanation on the operation of the non-arm's length income provisions see Taxation Ruling
TR 2006/7 Income tax. special income derived by a complying superannuation fund, a complying aporoved
deposit fund or a pooled superannuation trust in refation to the year of Income.

[45] For further Information refer to Taxation Determination TD 2016/16 lncome tax: will the ordinary or statutory
income of a self-managed superannuation fund be non-arm's length income under subsection 285-550(1) of the
fncome Tax Assassmant Act 1887 (ITAA 1897) when the pariies fo a scheme have entered into a limited recourse
borrowing arrangement on terms which are not af arm's length?

[46] See the succinct summary by Dowsett J in Commissioner of Taxation v AXA Asia Pacific Holdings [2010]
FCAFC 134 at [26].

[47] Paragraph 76 of TR 2006/7.

[48] See |LCR 2019/0D3 Nan-arm's length income - expenditure incurred under & non-anm's length arrangement
and TR 201011 Income tax. superannuation contributions.

[42] Subsection 295-550(3) outlines factors to be considered in deciding vihether an amount is consistent with an
arm's length dealing.

[50] Section 295-550(2) of the ITAA 1997,

[51] A joint venture may alsc have GST consequences, refer io Goods and Services Tax ruling GSTR 2004/2
Goods and services tax: What is a joint venture for G5T purposes?

[52] Butterworthsconcise Ausfralian legal dictionary, 2nd edn, (Nygh P. E. (Peter Edviard), Butt, Peter),
{Butterworths), (Sydney) (1998).

[53] See for example the arrangement outlined in Taxpayer Alert TA 2009/16 Circumvention of in-hause asset
rules by salf-managed superannuation funds using related party agreermenis.

[54] Section €5 of the SISA.

(58] Regulaticn 4.09 of the SISR prescribes as an operating standard that a trustee must formulate, give effect to
and review regularly an investment strategy. The trustee declaration (section 104A of the SI5A) also recognises
this.

[56] Section 354 and 35E of the 318A. Also section 103 of the 3154 reguires trustees to keep and retain for at
least 10 years minutes of all meetings of the directors at which matters affecting the entity were considered.

[57] Section 304-10 of the TTAA 1997,
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[58] Section B2 of the SISA,
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If you follow our information and it turns out to be incorrect, or it is misleading and you make a mistake as a resuit, we
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Some of the information on this website applies to a specific financial year. This is clearly marked. Make sure you have
the information for the right year before making decisions based on that information.

If you feel that our information does not fully cover your circumstances, or you are unsure how it applies to you, contact

us or seek professional advice.
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