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Transitional In-House Asset Rules to end soon

Superannuation law has “in-house” asset rules that regulate the extent to which a self managed superannuation fund
(SMSF) can invest in related parties. These rules are designed to protect member’s superannuation if a related party
of the SMSF gets into financial difficulty. In these situations the superannuation of the member is protected and not

lost to the creditors of the related party.

These rules were amended with effect from 11 August 1999 to extend the definition of an ‘in-house asset’ and
transitional provisions were introduced to remain in place until 30 June 2009.

For SMSF Trustees that have been availing themselves of the ten year transitional period it is time to prepare for
the change so that breaches of the in-house rules can be avoided.

What is the meaning of “in-house
asset”?

Superannuation law defines an in-house asset as an asset of
the superannuation fund that is:
® A loan to a related party of the fund;

® an investment in a related party of the fund,;
® an investment in a related trust of the fund; or

® assets subject to a lease or lease arrangement with a
related party of the fund.

In general, SMSFs are restricted from lending or leasing more
than 5% of the superannuation fund's total assets to a related
party of the superannuation fund and are generally restricted
from investing more than 5% of the superannuation fund's
assets in a related party of the superannuation fund. Some
exceptions do exist, including allowing an exemption for
'business real property', which is subject to a lease between
the superannuation fund and a related party of the
superannuation fund.

A 'related party' of a superannuation fund covers all members
of the superannuation fund and their associates and all
standard employer sponsors of the superannuation fund and
their associates. Associates of members include their relatives,
partners and any companies or trusts that they control (either
alone or with their other associates). Associates of standard
employer sponsors includes partners and any companies or
trusts that the employer controls (either alone or with their other
associates) or companies and trusts which control the
employer.

The current in-house assets rules also have provisions that
allow investment in related non-geared trusts or companies.
SMSFs may invest in a unit trust or a company, without that
investment being considered an ‘in-house asset', if certain
conditions are met. The main conditions are that the trust or
company:

® does not borrow;

® has no assets with a charge over them;

® does not have an interest in another entity

® does not invest or loan money to individuals or other
entities (other than deposits with authorised deposittaking
institutions);

does not acquire an asset from a related party of the
superannuation fund other than business real property
acquired at market value;

does not directly or indirectly lease assets to related
parties, other than business real property;

does not conduct a business; and

conducts all transactions on an arm's length basis.

In addition SMSFs may invest in a widely held unit trust.

Common strategies prior to 1999

The in-house asset definition above applies to loans,
investments and lease or lease arrangements after 11 August
1999. Before 1999, only investments in and loans to
standard employerssponsors and their associates were
considered in-house assets. The current definition is much
more restrictive than what applied in 1999.

Many SMSFs were affected by the changes in 1999
because using related unit trusts was a common way to
invest in geared investments. The strategy followed was for
the SMSF to invest in a private unit trust which in turn
borrowed to finance the acquisition of an asset. SMSF
trustees would purchase an increasing number of units in the
trust or would make additional payments on partly paid
units. The loan in the unit trust would be repaid through
contributions to the fund and earnings of the unit trust.
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Rules to end soon (Cont'd)

Prior to the changes lease arrangements with related parties
were also common and were a popular way of facilitating the
use of fund assets (such as property and art work) by the
employer-sponsor and their associates under arm's length
leasing arrangements. Although SMSFs are still permitted to
lease business real property to related parties, the legislative
changes in 1999 significantly impacted on these strategies.

Why the need for transitional rules?

The Government recognised the changes would significantly
affect many existing SMSF arrangements.

In response to concerns that some related entities may have
difficulty repaying existing debt the Government introduced
grandfathering rules and transitional provisions.

What transitional concessions will end
on 30 June 20097

After 30 June 2009, if a SMSF has investments with
related parties or related trusts that were made before 11
August 1999 it will no longer be able to:

® pay up any partly paid share or units;
® reinvest any earnings;

SMSFs could make further investments in a related
company or trust during the period 11 August 1999 and
30 June 2009. However, the amounts invested must not
exceed the sum of the amounts 'received’ by the SMSF
as dividends or trust distributions during that period in
respect of the original investment or further investments in
that entity (through reinvestments).

If the SMSF makes additional investments in the company
or trust over and above the total of all of the dividends or
trust distributions it has received during the relevant
period the invested amounts not exceeding the limit will
not be treated as in-house assets whereas those in excess
of the limit will be in-house assets of the SMSF.

For clarification on when a dividend or trust distribution
is 'received' before the end of 30 June 2009 the ATO
has released SMSFD 2007/D1 available on the ATO
website www.ato.gov.au.

® make any additional investments

SMSFs were able to invest up to the level of debt held by
the related unit trust as at 11 August 1999. Funds were
required to make a written election by December 2000 if
this exemption was to apply. Additionally then first two
exemptions above were not available. The purpose of this
concession was to allow the SMSF to acquire additional
units or shares in the related geared entity in order for the
geared entity to reduce their debt.

If an SMSF continues to reinvest earnings or make
additional investments or loans after 30 June 2009, the
additional investments or loans will be treated as in-house
assets that count towards the 5% limit. This will apply even

if there is an outstanding debt. If an SMSF pays up partly
paid shares or units after 30 lune 2009, a proportion of
those shares or units (equivalent to the proportion of the
payments made after 30 June 2009) will be treated as an
in-house asset.

What will remain the same after 30
June 2009?

Assets will not be treated as in-house assets if they are:

® investments you entered into on behalf of your SMSF
before 11 August 1999, or

® additional investments or loans you made between 11
August 1999 and 30 June 2009, in line with the
transitional provisions.

Also, any lease arrangements you entered into before 11
August 1999 on behalf of your SMSF that have not been
interrupted will not be considered in-house assets.

What are the penalties of ignoring the

end of the transitional provisions?

Trustees run the risk of the fund exceeding the 5% in-house asset
limit and becoming non-complying. The penalties for failure to
comply are considerable and can include fines for the trustee
and loss of complying status for the fund which has serious tax
consequences.

What should SMSF trustees be doing now?

Trustees with investments in related companies or unit trusts
who have been relying on the transitional rules should
review whether any outstanding borrowings will be repaid
by 30 June 2009. The related entities may need to consider
refinancing or other alternative means of funding repayments
such as the sale of property. It may be that any remaining
borrowings after 30 June 2009 need to be interest only.

SMSF trustees should be making best use of the available

time in conjunction with their financial advisers to plan
alternative strategies.

Superannuation changes in the

2008 Federal Budget

It was pleasing that the first Federal Budget for the new Labor
Government contained no changes to superannuation for
SMSF members, providing some stability to an industry that
has seen significant change over recent years.

The only Budget superannuation change may be of benefit to
small business as the Government will establish a
superannuation clearing house facility that will allow an
employer to pay the superannuation contributions for their
employees (who may have selected a number of different
funds) to a single location. The clearing house will then
distribute them to the relevant superannuation funds as selected
by the employees. The clearing house facility will be offered
free of charge to businesses with less than 20 employees.

Businesses that use the clearing house facility will have their
legal obligation to make superannuation contributions
discharged when payment of the correct amount is made to the
clearing house. The facility will be available from 1 july 2009.
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