
Instalment warrants are now an eligible form of gearing for a self managed superannuation fund (SMSF) following
a recent amendment to the borrowing restriction contained in the Superannuation Industry (Supervision) Act (SIS). 

Instalment Warrants for Super Funds Receive the Green
Light in a Change Providing Further Opportunities 

Self Managed Superannuation Fund Specialists • Group Life & Disability Insurance

Background to the Change
In the past, instalment warrants have been used by
superannuation funds (including SMSFs) as a means to obtain
larger holdings in a security without borrowing funds directly.  

However, during 2006 the Australian Prudential Regulation
Authority and the Australian Taxation Office issued a joint
statement advising that instalment warrants were a form of
borrowing and this breached the general prohibition on
borrowing by superannuation funds.  Shortly thereafter, the
Federal Government announced that it would legislate to
allow this form of investment to continue.

What are Instalment Warrants? 
Instalment warrants are a specialised derivative financial
product which, in effect, allows an investor to borrow to
purchase an underlying asset by making a part payment
upfront and delaying the final payment until a later date. 

In a typical arrangement, an investor purchases instalment
warrants over a security from a warrant issuer (usually a
large financial institution/bank).  

An initial payment is made by the investor, the value of
which is derived as a proportion of the security value (e.g.
20% of the security value) plus fees and borrowing costs
(calculated on the remaining 80% of security value and the
length of time before the final instalment becomes payable).  

The securities are purchased and held in trust by the financial
institution for the investor, who immediately becomes eligible
to receive all income from the asset.  At the end of the
warrant term (usually one to five years), the investor may
decide whether or not to make the final instalment payment
and purchase the securities, or to forego the final payment
and let the warrant lapse thus relinquishing any interest in the
securities. For example the investor may choose not to
exercise the warrant if a share price had decreased
significantly over the term of the warrant.  
The benefits for an SMSF are they:

• Provide leverage in that they allow a fund to gain
exposure to an underlying security for a smaller monetary
outlay than buying the security outright. As a result a small
increase in the percentage value of a security will result in

a larger percentage change in the value of a warrant. 
For this reason warrants are not for everyone as they
involve increased risk compared to investing directly in
an underlying share as a decrease in the price of the
underlying share will make a larger percentage decrease
in the value of the warrant.

• Offer the opportunity for extra income as they entitle the
investor to the full dividends and franking credits paid on
an underlying share despite only paying a portion of the
share price. For an SMSF where it receives fully franked
dividends the tax credits you receive of 30% are greater
than the tax liability on investment income (15% in
accumulation mode or 0% in pension mode). Excess
credits then can be used to offset contributions tax or tax
on other fund income. 

What are the Law Changes? 
The new exemption inserted into Section 67 of SIS allows a
fund to borrow under an arrangement where:

• The money is used to acquire an asset which the fund
trustee would be allowed to acquire directly;

• The asset or replacement asset is held on trust for the fund
trustee so that the fund trustee initially has a beneficial
interest in the asset and has the right to acquire legal
ownership after making one or more payments; and  

• The loan is of a limited recourse nature in that the rights
of the lender for default on the borrowing and related
charges are limited to the right relating to the asset (or its
replacement).

The legislation also provides a new exception to the in-house
asset restrictions in that an investment in a related trust
forming part of an instalment warrant arrangement will not
be an in-house asset unless the underlying asset would be
itself an in-house asset of the fund if it were held directly.
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Previously the regulators were concerned about the risk
associated with geared investments as where an investment
turned bad, a lender would have claim over all fund assets.
The new law addresses this issue by only allowing instalment
arrangements. 

Direct Property Opportunities?
These changes go a lot further than the superannuation
industry expected. As Instalment warrants may be issued over
other asset classes such as real property. Superannuation
lawyers have been reviewing whether this provides
opportunities for an SMSF to borrow funds, enabling the
SMSF to acquire direct property under an instalment
arrangement.
This would involve a special trust arrangement being
established to buy the asset. This new trust (which would be
more of a security trust arrangement), borrows the money to
purchase the asset. The super fund then makes the initial
payment to the trust which must exhibit the characteristics of an
instalment warrant arrangement. The fund would then have an
immediate entitlement to the property rent.  The instalment
arrangement would enable the SMSF to accumulate more
savings to pay the balance of the instalments.  
Prior to undertaking this type of investment specialised legal
advice would be required due to the nature and complexity of
the new laws and the need for the operation of any instalment
arrangement to be properly documented. Particular care
would need to be taken to ensure compliance with current
investment restrictions under SIS including acquisitions from
related parties.

Death Benefits Considerations

All SMSF members should regularly review that they have
made appropriate nominations as to the payment of any
benefit from their SMSF in the event of their death. 

This is due to superannuation not being covered by a
member's Will unless any death benefit is ultimately paid to
the Members' estate.

A superannuation death benefit is generally paid either as a
pension or as a lump sum and must be paid in accordance
with the terms of a Fund's Trust Deed.

Typically, payment of any death benefit is made direct from the
Fund to the dependants or the legal personal representative of
the deceased member (the Estate) or a combination. A pension
benefit cannot be paid to a non-dependent.

Who is a Dependant
A dependant is:

• a spouse or de facto spouse 
• a former spouse or de facto spouse 
• a child of the deceased under 18 years of age 
• any person who relied on the deceased for financial

maintenance at the time of their death, or 
• any person who lived with the deceased in a close

personal relationship where one or both of them provided
financial and domestic support and personal care.

A non-dependant person is a person who does not fall into one
of the categories of dependant listed above.

Taxation of Death Benefits
A lump sum death benefit payment will be tax free if paid to a
person who is a dependant. 

If the lump sum death benefit is paid to a non dependent, any
taxable component of the benefit will be taxed at 15% plus the
medicare levy. A taxable and tax free component will be
calculated using the new proportioning rule. 

The taxation of a death benefit paid as a reversionary pension
will depend on the age of the primary and reversionary
beneficiary. If the primary beneficiary was aged 60 or over at
the time of death, then payments to the reversionary beneficiary
will be tax exempt. If the primary beneficiary was under age
60 at the time of death, the taxable component of the pension
(any tax free proportion is excluded) will be taxed at the
reversionary beneficiary's marginal tax rate (less pension
rebate) unless, or until, the reversionary beneficiary is aged 60
or over, in which case the pension becomes tax exempt. 

Death benefits will be able to be paid as a pension to a
dependant if the member dies before commencing a
pension.Maximum Deductible Contributions for the 2006/07 

The Types of Nominations 
A member is able to make a:
• Discretionary Nomination 

Typically a member is provided with a nomination form
when they first join the SMSF to nominate one or more
beneficiaries to receive any death benefits. The
nomination is discretionary and is not binding. However,
completing the nomination provides some guidance to the
remaining trustees as to how the Member would like
his/her benefit to be paid. Generally the Legal Personal
Representative of the deceased member will act as a
trustee on his/her behalf.  This may be less
straightforward where there is a corporate trustee. 

• Binding Nomination
If permitted by the Fund's Trust Deed a member can also
make a nomination of beneficiary which is binding on the
Trustee. Subject to the requirements of the Deed and
Superannuation Law, the Trustee must then pay the death
benefits in accordance with the nomination. However, the
requirements contained in Superannuation law are
complicated. Generally, binding nominations are not
used as a matter of course but prepared as part of the
Estate Planning process by solicitors. 
If you have a situation where a binding nomination may
be appropriate or you would like more information on
binding nominations, please contact our office or speak
to your financial advisor/solicitor. 

Reversionary pensions  
Where a pension has been established as a reversionary
pension it would automatically revert to the reversionary
pensioner on the death of the original pensioner provided
the reversionary pensioner was a dependant as this would
supersede any nominations. A pension cannot revert to a
non-dependant as they are only able to receive a lump
sum payment. 

Instalment Warrants (Cont'd) 
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