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Over the last couple of years one of the issues giving rise to technical queries
for advisers with SMSF clients was the transfer of business premises into their
client’s fund from a related party under a sale and lease back arrangement.

Not only was there a substantial appetite for property from an investment perspective,
there are also considerable tax and estate planning benefits to be gained from shelter-
ing business assets in the superannuation environment. However, advisers need to be
mindful of some of the regulatory impediments which need to be considered.

This paper outlines the benefits that trustees of SMSFs can avail themselves of by pur-
suing such a strategy, as well as some of the regulatory challenges (together with sug-
gestions for circumventing these impediments).

Also considered in this paper are the options for trustees for whom this sort of strat-
egy is appealing but which may not have accumulated sufficient funds to permit the
fund to acquire the asset outright.

ADVANTAGES OF TRANSFERRING THE ASSET FROM A
RELATED BUSINESS ENTITY INTO THE SUPERANNUATION
ENVIRONMENT
Apart from the perceived investment merits offered by property, there are advantages
including tax and estate planning.The table that follows is a summary of these advan-
tages (see figure 1).

ISSUES TO BE CONSIDERED
Prior to embarking on a sale and lease back arrangement the following issues need to
be considered.

1. Permissibility of transfer
Whilst there are restrictions on SMSFs transferring assets from related parties, one of
the exceptions to the general rule (under SIS) is for “business real property”. The
business real property exceptions provide scope for small business owners to use their
superannuation savings to transfer and invest in premises which are leased to related
business entities.

The definition of business property in relation to an entity is defined in sub-section
66(5) of the SIS Act and includes:

! any freehold or leasehold interest in real property;

! any assignable or transferable interest in Crown land (other than leasehold 
interest); or

! any other interest in relation to real property as prescribed in the Regulations;

where the real property is used wholly and exclusively in one or more businesses.
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Real property on which an entity conducts a business, for exam-
ple, a shop, a factory or office, will be business real property pro-
vided the property satisfies the wholly and exclusively business
use requirement.

2. Management of tax consequences
When trustees intend to acquire a property from a related party,
the trustees can either buy the asset (provided sufficient funds
have been accumulated) or have it transferred in-specie as a con-
tribution.

Either way, the transfer of property into the superannuation envi-
ronment is deemed to be a disposal for CGT purposes notwith-
standing the fact that there has been no real change in beneficial
ownership. Consequently, the trustee needs to be mindful of this
and manage it accordingly.

Upon the disposal of a property, the business will be entitled to
the 50 per cent discount on capital gains that ordinarily applies to
individuals and trusts if the asset has been held for 12 months.
However, the balance of the capital gain crystallised will need to
be managed.Two strategies are ordinarily considered in these cir-
cumstances: utilising the small business retirement concessions, or
claiming a tax deduction for the contribution.

By utilising the small business retirement concessions, the balance
of the gain may be able to be further reduced or eliminated for
CGT purposes. If the property is part of the member’s business,
it could be entitled to extra capital gains concessions. Firstly, if it
can satisfy the active asset test (ie the CGT asset must be an asset
used or held ready for use in the course of carrying on the tax-
payer’s business, or an intangible asset inherently connected with
the business) it is entitled then to a further 50 per cent discount
on the balance of any capital gain.A member who is prepared to

transfer the remainder of any capital gain into his or her SMSF
and leave it there until retirement is entitled to claim up to
$500,000 of the gain as a small business capital gains tax retire-
ment exempt amount, provided that all requirements are met.

The other commonly used strategy is to claim a deduction for the
transfer using the so called drip feed strategy, whereby portions of
the property’s value are progressively transferred into an SMSF
each year (up to the member’s cumulative aged based deduction
limit). By using this strategy, the effect of the capital gain and the
deduction for the contribution will negate one another.

3. Regulatory challenges
Other broader regulatory challenges need to be considered prior
to embarking on a sale and lease back arrangement.The follow-
ing table summarises only some of these regulatory challenges
(see figure 2).

PRACTICAL CONSIDERATIONS
The prohibition on superannuation funds borrowing and other
practical issues gives rise to ramifications that need to be consid-
ered.

Illustrated below are options for trustees who consider the trans-
fer of an asset from a related business entity into the superannua-
tion environment desirable but which have accumulated insuffi-
cient funds.

Joint investment by a superannuation fund and its members (co-
ownership) are permitted under section 71(1) of the SIS Act.This
can be achieved by either the fund and the member acquiring the
assets as tenants in common (see option 1) or, alternatively, a trust
could be settled with units being allotted to the fund and its
members in their desired ratios (see option 2, following).
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FIGURE 2.

Liquidity Properties are lumpy assets, which is particularly problematic
for pension funds which are required to satisfy minimum
pension standards.
Ordinarily, trustees of pension funds which intend to devote
a substantial proportion of the available capital to acquire
property could invite accumulation members to join the fund
(such as adult family members) so that their contributions
offset pension payments.
However, by interposing an non-geared unit trust (ie establish a
trust, allot 100 per cent of the units to the superannuation fund
and then have the trust acquire the desired property), when the
fund has insufficient cash to pay the pensions, units in the
trust can be transferred to the pensioners (in-specie) in lieu of
cash. This is an alternative for trustees which are not inclined
to invite new accumulation members to their fund.

Diversification The investment by a fund in a single lumpy asset gives rise to
prudential challenges for trustees. In the event that the related
small business fails, owing the fund rent, not only is there
likely to be a default on the rent but the fund will lose the
source of income from a major asset.
Contrary to policy objectives, the member’s retirement savings
are not divorced from the business fortunes of the member in
that the fund’s investment strategy may be subordinated to
the circumstances of the member’s business.

FIGURE 1.

Tax advantages By holding a property in an SMSF and renting it to an
operating entity, trustees can avail themselves of the benefit of
a tax rate arbitrage – a tax deduction for the rent is claimed at
marginal tax rates by the operating entity and the income
received by the fund is taxed at a maximum rate of 15 per cent.
Similarly, the gains upon ultimate disposal of the asset are 
concessionally taxed (or eliminated if sale is deferred until 
commencement of a pension).

Estate planning Inter-generational transfer of assets: When business assets are
advantages passing from one generation to the next the transfer may give

rise to capital gains tax and stamp duty obligations. By holding
the property in a family superannuation fund with the parents and
their adult children as members, as the parents cease working or
contributing to the fund (subsequently commencing pensions),
their children’s ongoing SG contributions into the fund results
in a change in the respective proportion of account balances,
and consequently the ownership of the underlying assets.
Ultimately the parent’s accounts will be completely eroded
by pension payments and the assets of the fund will be
represented entirely by the member accounts of the next
generation. Whilst it’s a slow process, the property will have
effectively been transferred from one generation to the next in
circumstances which are unlikely to give rise to the imposition 
of CGT or stamp duty.
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OPTION 1:  TENANTS IN COMMON ARRANGEMENT

Option 1 illustrates an SMSF investing in property with a relat-
ed party on a tenants in common arrangement without the
investment being classed an in-house asset (SIS section 71(1)(i)).

Example: Mr and Mrs Mitchell have established an SMSF in which
they are the members/trustees of the fund.The fund has $40,000 in
cash, with which it would like to purchase a one-third interest in
residential property used for holiday letting.Mr and Mrs Mitchell as
individuals will own the other two-thirds of the interest.

The SMSF and Mr and Mrs Mitchell as trustees of the SMSF can
invest as tenants in common in a residential property, as it falls
within one of the exceptions of an in-house asset under the SIS
Act section 71.The property would need to be acquired from an
unrelated party.

A member or any related party would not be permitted to rent
or reside in the property, as it would then constitute an in-house
asset. The in-house asset rule is a day by day test and any stay by
Mr and Mrs Mitchell or a related party would require the trustee
to include the market value of the property as an in-house asset
of the fund. If the market value exceeds the 5 per cent rule then
the trustee is in breach of the in-house asset rules.

It should be noted that, where the fund and the member have
invested as tenants in common, current interpretation regarding
the permissibility of borrowing by the co-owner appears to be
that whilst it may not be prudent for trustees to invest in a prop-
erty where the co-owner has used their interest in the property
as security (in that the investment strategy of the fund may be
subordinated to the circumstances of the other party), the SIS
Act’s prohibition on charging of an asset (SIS Regs 13.14) does
not extend to the non-super fund investor.

OPTION 2:  RELATED NON-GEARED UNIT TRUST

Option 2 illustrates an SMSF jointly investing with members in
a related trust that owns business real property. While the assets
that may be owned by the trust are not restricted to business real
property, certain conditions apply to the trust so that the objec-
tives of the investment rules that apply to regulated superannua-
tion funds are maintained.The trust must also not directly or indi-
rectly lease assets to related parties, other than business real prop-
erty (SIS Regs section 13.22A to 13.22D).

The general requirements for a company or trust to satisfy
Regulation 13.22C are:

! It does not borrow.

! It has not directly acquired an asset from a related party of the
superannuation fund (after 11 August 1999) apart from busi-
ness real property.

! It does not directly acquire an asset (apart from business real
property) that has been owned by a related party of the fund
in the previous three years (excluding any period of owner-
ship before 11 August 1999).

! It does not directly, or indirectly, lease an asset of the trust to
a related party, except business real property.

! It does not use its assets as security.

! It does not run a business.

! It makes all transactions on an arm’s length basis.

Example: Mr and Mrs Buck have established an SMSF in which
they are the member/trustees of the fund.Their SMSF has not
accumulated sufficient funds to acquire a property outright, and
Mr and Mrs Buck only want to commit part of the funds capital
to property as part of a diversified investment strategy.

The Buck’s have personal savings (or are prepared to borrow against
their private dwelling). Accordingly the Buck’s and their SMSF set-
tle a trust in which both they and their SMSF subscribe for units.
The trust can then acquire property provided that the trust com-
plies with all of the conditions that would have applied if they had
acquired the asset within the superannuation environment, ie it is
not permissible to interpose a trust in order to conduct transactions
that would not have been permissible in the superannuation envi-
ronment.

Discussion regarding the merits of the two alternatives generally
resolves around the flexibility afforded by the unit trust in that, if the
co-owners wish to change their respective ownership proportions,
one would simply transfer units to the other (unit trusts offer a more
commercial means by which co-owners’ interest can be changed
over time).

CONCLUSION
It can be seen from the above that there are considerable tax and
estate planning benefits to be gained from sheltering business assets
in the superannuation environment. However, advisers need to be
mindful of some of the regulatory impediments which need to be
considered, including and not limited to the permissibility of the
transfer of assets, the management of tax consequences and regu-
latory challenges.
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