
 

  

Issue:  February 2008  

Borrowing in your SMSF 
 
Super funds have been restricted from borrowing money for 
many years.  The reason is that the legislators thought that if 
super funds were allowed to borrow money, they could subject 
the fund's assets to an unacceptable level of risk.   
 
During the 90's, we did however see funds investing in related 
entities which had loans (known as geared unit trusts).  A 
typical structure was that a super fund would invest in units in a 
unit trust and the unit trust would borrow money to buy a 
property.   
 
Many of the structures that were set up then still exist today, but 
in 1999 new rules were introduced which restricted the use of 
these structures because they were seen as just a way around 
the rules that a fund should not borrow.  The risk in these 
structures was that the property might fall in value relative to the 
loan putting at risk the retirement savings of the member.   
 
So since 1999 a super fund has not been able to borrow money 
to invest in assets. 
 

Instalment Warrants for Shares 
 
During the last 10 years, financial institutions have developed 
sophisticated products which are a form of gearing known as 
instalment warrants.  With an instalment warrant, the product 
provider, such as a bank, holds the shares on trust for the 
purchaser, who has paid a deposit to the lender to acquire the 
shares.  The investor receives 100% of the dividends, capital 
growth and franking credits which are used to cover loan 
interest and repayments.   
 
In the case of default in repayment, the lenders recourse is 
limited to the proceeds from the sale of the share. 
 
Once the final instalment of the purchase price is paid 
(including interest) the warrant holder is entitled to receive a 
transfer of the share. 
 
Instalment Warrant investments in Super 
 
So if a super fund invests in instalment warrants, is this a 
breach of the law which states that super funds cannot borrow?   
 
During the 90's and early part of this decade, there was 
confusion as the ATO had not given clear direction on its view.  
Consequently there was growing use of Instalment Warrants in 
Super.  
 
In 2002 the ATO and APRA expressed the view that an 
investment in an instalment warrant may constitute a borrowing 
by the fund.  Such a borrowing would have resulted in a breach 
of s 67(1) of the Superannuation Industry Supervision (SIS) Act. 

 
However the ATO never exercised its powers to clamp down on 
these arrangements and they continued to grow in use.  So in a 
classic case of fixing the law to cover up what has gone on a 
widespread basis around Australia for years, the Government 
saw fit to amend the SIS Act on 24 September 2007 to make it 
clear that instalment warrant financing arrangements were 
acceptable, subject to certain rules. 
 
This came as no surprise – but what was a surprise is that the 
law was drawn more widely than to just cover instalment 
warrant arrangements over shares.   
 
The law in effect allows instalment warrants over any asset that 
a fund is ordinarily allowed to invest in – for example, shares, 
real estate and even art. 
 
New Changes to Legislation September 2007 
 
The legislation, which is embodied in s 67(4A) of the Act, is 
worded in such a way that it refers to the structure of the 
financing arrangement rather than defining an instalment 
warrant itself. 
 
Under the new clause, any borrowing arrangement by a super 
fund that satisfies the requirements of s67(4A) will qualify for 
the exception, even if it does not constitute an instalment 
warrant as traditionally understood.   The essential nature of 
allowable arrangements is that they are on a limited recourse 
basis, and that the asset is held on trust for the fund, rather 
than directly by the fund. 
 
It is interesting to note that the lender to the arrangement does 
not have to be an independent third party – so, for example, a 
member of a super fund, with significant assets outside of the 
fund, could be a lender (on commercial terms of course) to the 
arrangement.  This is however currently being clarified by the 
ATO. 
 
The new instalment warrant rules allow borrowing by  a 
super fund to acquire an asset.  This is possibly t he most 
significant change in rules in the past decade. 
 
 
What can be financed under the new rules? 
 
Apart from shares, anything that can ordinarily be purchased by 
a super fund can form part of a debt instalment financing 
arrangement.  Typically, however, it is likely to be real estate 
and shares which form part of these arrangements, and most of 
the enquiry we have been receiving is regarding real estate. 
 
Other potential investments could include units in widely held 
trusts and shares in private companies. 
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Essential Features of the Financing Arrangements 
 
It is important that any structures comply with the following 
rules: 
 
�  The borrowed money is applied to the acquisition of an 

asset.  Borrowing money before applying it to an acquisition 
(e.g. added to general funds in anticipation of a purchase) 
would not qualify.  Neither would capitalisation of interest be 
allowed. 

 
�  The asset cannot be of a type that is prohibited – such as 

residential real estate purchased from a member, or an in-
house asset.  Commercial real estate would generally be 
acceptable, including commercial real estate already owned 
by a member. 

 
�  The fund trustee must not be the legal owner of the asset – 

instead the asset must be held on trust so that the fund 
trustee acquires a beneficial interest in it. 

 
�  The fund trustee has the right to acquire legal ownership of 

the asset by making one or more payments after acquiring 
the beneficial interest.  This must be a right, not an 
obligation. 

 
�  The lenders rights against the fund trustee for default under 

the loan are limited to rights in respect to the asset itself (i.e. 
the borrowing is limited recourse). 

 
What is Permissible? 
 
The law does not restrict a member or related entity from being 
the lender to the super fund. 
 
Similarly, the custodian of the asset (the entity that holds it in 
trust) could be a member or related party.  There are reasons 
however in our opinion as to why it should not be the member.  
It could be the vendor or the lender itself. 
 
The law is silent as to the term and characteristics of the loan – 
of course if via a related party it would have to be on 
commercial terms. 
 
So the loan could be secured by a personal guarantee for 
example, or by another mortgage over real estate owned by a 
related entity. 
 
Other Tests 
 
Of course any instalment financing arrangement would need to 
generally comply with all the other rules of the SIS Act. 
 
This would include 
 
�  the sole purpose test (s62); 
 
�  being consistent with the investment strategy of the fund 

(s62(2)(f)); 
 
�  related party acquisition rules (s66); 
 
�  the in-house asset rule (s71); 
 
�  the arms length dealing requirement (s109); 
 
�  Special Income rules (if investment is in a related entity). 

�

How to Do It 
Example 1 – Bank Finance 
 
Limited recourse loan from bank to fund trustee, ba nk 
purchases the property on behalf of the fund, from 
independent vendor. 
 
In this example, let’s assume our client Fred has identified a 
property (could be residential or commercial) which he believes 
will be an ideal investment for his super fund. He has 
approached the bank to obtain a limited recourse loan to the 
super fund to fund the purchase of the property from the 
vendor.   
 
This is likely to be a common example, and in this case, it is 
likely that the financier (the bank) will control many aspects of 
the transaction, and that the bank will hold the property as 
custodian.  In this case, legal agreements are likely to be 
arranged by the bank, and even rent might be received and 
managed by the bank or its agents. 
 
As it is a loan with limited recourse (the bank does not have 
access to other assets of the super fund) the lending ratio of the 
bank is unlikely to exceed 70% of the property value. 
 
It may be possible, however, for the bank to supplement its 
security with security provided directly by the member – for 
example, a mortgage over the member’s home. 
 
Please note that in this example the property has been 
identified on the open market and is not owned by an 
associate. 
 
We would caution Fred as to the tax issues associated with the 
transaction – primarily that the fund will only get a tax deduction 
at the rate of 15% for the borrowing, and that it is likely to have 
a negative cash outflow in the early years however if he holds 
the asset until retirement he may escape paying any capital 
gains tax when it is sold.  This might compare with a similar 
investment in Fred’s personal name which might be negatively 
geared providing a tax advantage of up to 46.5% each year but 
subject to Capital gains Tax on sale. 
 
Fred would need to be convinced of the potential for capital 
gain for this to be a worthwhile strategy. 
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Example 2 
 
Full recourse loan to member, who then on lends to the 
super fund, to purchase the property via the custod ian, 
from independent vendor. 
 
In this example, similar to above, Fred decides that he does not 
want the bank to have custodianship and control over the asset.  
 
He arranges a full recourse loan from the bank to himself, on 
the basis of a mortgage over his home. 
 
Fred then on lends that money to the fund, which uses the 
money to purchase the property, via the custodian, which is a 
company, of which Fred is the Director. 
 
The loan value is 90% of the value of the property being 
purchased. 
 
Fred’s loan to the fund is limited recourse – if the fund does not 
pay him back interest and principal, he is able to force the sale 
of the property to get his money back.  Hence the fund would 
have its 10% deposit and equity at risk in the event it defaults 
on the loan. 
 
Interest is paid by the trustee of the fund to the lender.  Rent is 
paid from the custodian to the fund trustee.  As rent may not be 
enough to cover interest, the fund could face a negative cash 
flow which would need to be covered by other income or 
assets. 
 
Over time the super fund would make further instalments of the 
purchase cost to the lender thereby increasing its equitable 
interest in the asset. 
 
The rate of interest Fred charges to the Fund would have to be 
higher than the interest he is charged by the bank due to the 
higher risk he is facing in the transaction. 
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Example 3 
 
Full recourse loan to member, who then makes limite d 
recourse loan to super fund, and purchase of asset from 
related entity e.g. commercial premises. 
 
This example is as per Example 2 above, but instead of buying 
a property from an independent vendor, the fund purchases an 
existing commercial property from a related party – for 
example, from one of the members. 
 
Note the SIS Act prohibits a fund from acquiring a residential 
property from a member or a relative, it can only be a 
commercial property.  
 
If the commercial property is freehold, it is effectively sold from 
the vendor (member) to the custodian entity.  This would attract 
capital gains tax in the hands of the vendor, and would be 
subject to stamp duty, as it is a transfer for consideration, rather 
than a contribution. 
 
If the commercial property has an existing mortgage, the 
mortgage must be discharged prior to or as part of the sale 
transaction so as to ensure the only charge over the property is 
by the Instalment lender – in this case the member. 
 
Let’s say the property is worth $900,000, and the fund has 
$100k cash to contribute towards the cost of the property.  The 
$100k would be paid to the vendor at the time of transfer.   
 
As for the remaining $800k, a loan would be created between 
the fund and the vendor, at a commercial rate of interest.  Rent 
would be paid from the custodian to the fund, which would be 
used to cover interest. 
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Example 4  
 
Commercial Property owned by member, transferred to  
fund in part as a contribution, remainder via insta lment 
loan. 
 
As per example 3, but owned 50/50 by two members being 
husband and wife, and instead of a sale of the entire property to 
the fund, part of the value is made up by contributions and part 
is done by way of instalment finance.   
 
For example, suppose the valuation of the property was $2.2m 
and the members were limited to $200k of concessional 
contributions and $900k of non-concessional contributions so 
they needed to fund $1.1m through a loan arrangement.  The 
fund acquires 50% of the property by way of a contribution 
which may be exempt from stamp duty if there is no change in 
beneficial owner.  The balance of the 50% could be funded by 
way of an instalment loan with the vendor providing vendor 
finance, and stamp duty applying to this portion of the property 
value. 
 
The super fund would then receive 100% of the rental income 
which would be used to make instalment (principal & interest) 
payments to the vendor. 
 
The vendor will be subject to Capital Gains Tax on the whole of 
the value of the property, and care should be taken to ensure 
the transfer is done on an arms length market value. 
 

Trustee Issues 
Before embarking on such a structure, trustees need to be very 
careful that they understand the risks and issues of introducing 
gearing into the investment portfolios of the super fund. 
 
Leverage can increase returns but can also increase and 
accelerate losses.  For many funds, this opportunity will be the 
first time they have been exposed to paying interest in a fund, 
and the investment management of the fund will not have had 
to contemplate interest rates and the prospects for those rates 
increasing or decreasing. 
 
In general the net rental returns in real estate are not high, 
especially after imposts such as land tax, council rates and 
management fees are taken into account.  For many 
investments, even with a moderate level of gearing, funds will 
experience a negative cash flow on their investments. 
 
Hence capital gain will be extremely important if funds are to 
maintain their long term investment objectives. 
 
The issue of cash flow will impact more greatly on those funds 
that are in pension phase or considering moving to pension 
phase soon. 
 
These issues are further compounded by tax issues.  The 
benefit of the tax deduction for interest for most funds will be at 
only 15%, and maybe even less.  So where negative gearing 
may work outside of super due to the ‘benefit’ of higher 
personal marginal tax rates, negative gearing in super may turn 
out to be detrimental. 
 
In the case where a fund member is the lender, it is possible 
that the fund will claim a deduction on interest at a 15% tax 
rate, but the member will pay tax on interest received in their 
capacity as lender to the fund at 46.5%. 
 

In cases where the lender is the member or a related party, 
careful consideration of tax issues and structures will be 
required to achieve the best outcome for the member.   
 
For example, if there is a company in the group with tax losses 
carried forward, perhaps this should be considered as the 
lender to the arrangement, so that the tax losses are absorbed 
with the interest received on the loan to the fund. 
 

Other legal implications 
Many of these transactions will be financed and managed by 
banks.  In that case, the banks will prepare the legal 
documentation and will most likely hold the asset as custodian.   
 
Where SuperGuardian and general non-bank entities are likely 
to be involved is in providing general advice and compliance 
information to funds that are considering related party 
transactions, primarily with commercial real estate. 
 
There are important legal documents that must be prepared as 
part of this structure and it is likely that each situation will 
require specific legal advice.  This is because not every deal 
will be the same - the lender will have their own individual 
requirements, super funds trust deeds may require review, and 
stamp duty laws, an important consideration, differs between 
different states.  Capital gains tax issues will also need to be 
addressed, and to do this properly requires a full understanding 
of the member’s asset structure. 
 
Legal issues to be addressed and managed would include: 
 
�  reviewing and updating the trust deed if required; 
 

�  establishment of the trust/custodian entity to be used to 
acquire the property; 

 

�  establishment of the trustee company; 
 

�  review of contract for the purchase of the property; 
 

�  review of SMSF trust deed; 
 

�  preparation of instalment loan document; 
 

�  stamp duty advice regarding transfer of property. 
 

Summary 
For more information relating to this newsletter please call Phil 
Jaquillard  or Brendan Daw of our office on 1300 787 576. 
 
Disclaimer:  SuperGuardian Pty Ltd is not a licensed financial adviser and 
cannot provide advice in relation to investments or dealing with superannuation 
balances.  SuperGuardian Pty Ltd is limited by legislation to only provide factual 
taxation and accounting advice.  You should obtain independent financial 
advice that takes into account your personal financial situation. 

 
 


