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Introduction

The 2023-24 tax season is upon us. Accurium'’s SMSF Compliance Day aims to equip you to service your clients efficiently
and effectively by addressing what is new this season, what are the current risks to be aware of and considerations for
preparing for audit.

Together with this reference guide there is an accompany presentation and whilst this event focused on the 2023-
24 financial statements, return and audit, the majority of topics covered will apply to each year. Consequently, the
presentation slides and this reference guide, will be an ongoing valuable resource.

The March 2024 ATO quarterly statistical report noted that there were 616,400 SMSFs. Consequently, that’s around
600,000 annual financial statements and annual returns to be prepared, as well as independent audits to be conducted,
each and every year. As preparers of SMSF annual financial statements and the annual return, there are many areas within
both the SIS Act and Regulations, as well as the Income Tax Act and Regulations, that provide challenges to ensure that at
the end of the day errors and mistakes are minimised, a correct annual return is lodged and the right tax outcome for the
SMSF is achieved. SMSF Compliance Day endeavours to help you achieve this as well as make the audit process as least
frustrating as possible.

Regarding SMSF auditors, there has been a net decline in the number of SMSF auditors in recent years. The number of
SMSF auditors declined by 319 over the 2021-22 income year to 5,172. At 17 August 2023 the number of registered
SMSF auditors was 4,362, a further net decline of 810 auditors. As of 24 July 2024, there were 4,110 registered SMSF
auditors, a significant reduction from the 7,032 SMSF auditors that audited SMSFs for the 2012-13 income year. With

the enforcement of the revised independence guide for audits conducted from 1 July 2021, just over three years ago, we
continue to see a decline in SMSF auditor numbers with a consolidation of audit firms. It will be interesting to see whether
this decline continues at the current rate and how this may or may not affect the annual audit process and costs.

Accurium education

Accurium is the market leader for actuarial certificates for an SMSF to claim ECPI providing services to around 4,000
accounting firms and producing over 40% of the actuarial certificates required by SMSFs'. Accurium is also an award
winning education provider, being awarded the inaugural best SMSF Education provider in the 2021 annual SMSF adviser
SMSF awards.

Accurium provides education and training focused on delivering practical knowledge, not just theory, through a range
of formats providing flexibility to fit professional development into your busy schedule. Our respected team are highly
qualified, experienced, and passionate about providing engaging and practical training in a way that reduces complexity
and helps you understand what's important.

Accurium is an SMSF Association Accredited Educator which allows us to accredit SMSF Association CPD hours and
Legislated CPD hours. You can also self-assess our events for other professional bodies such as CPA, CA ANZ, IPA, FAAA
and IFA, and we help you achieve your Continuing Professional Development (CPD) requirements by providing a CPD
certificate for attendance at our events.

Practical. Flexible. Trusted. Take charge of your professional development with Accurium Education.

For further information visit the Accurium website, accurium.com.au/education/, or contact Michael Bennet,
Accurium’s Business Development Manager at_sales@accurium.com.au.

1 CountPlus Annual Report 2022, CEO report, page 8



http://accurium.com.au/education/
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Session 1: A stock-take of changes for SMSFs
Our first session looked at the changes made that affect the preparation of an SMSF's annual financial statements and
SMSF annual return for the 2023-24 income year.

What's new in the 2024 SMSF annual return

There are no changes to the actual return to be prepared, completed and lodged by an SMSF from the previous 2023
SMSF annual return. However, there may be an additional new schedule to be prepared for an SMSF that receives
distributions from a trust.

Trust income schedule (TIS)

From the 2024 income year, if an SMSF received one or more distributions from trusts, they must complete a Trust income
schedule 2024 and attach it to the SMSF annual return. The TIS details each distribution that the SMSF received from
trusts.

Complete the schedule if you report a distribution from a trust at the following SMSF annual return labels:

e [tem 11 income, labels
o A Net capital gain
o D1 Gross foreign income
o M Gross trust distributions
o U2 Net non-arm’s length trust distributions.

For information to help you complete the trust income schedule and who must complete the schedule, see Trust income
schedule and instructions 2024 (ATO website QC 101716).

Tip — Check out how your SMSF admin platform helps with completing the new Trust Schedule
Refer to your SMSF administration and compliance platform provider for the features and functionality in relation to

this new requirement. Understanding any automation provided can help with minimising the time needed to meet
this new requirement.

Fund claiming ECPI: Trust schedule requirements

An SMSF will still be required to complete the TIS where it receives a distribution from a trust, notwithstanding that it
claims exempt pension income (ECPI). This includes the scenario of where an SMSF's income wholly consists of ECPI for
the entire income year. For this scenario, whilst section B of the SMSF return will not be completed and none of the
abovementioned relevant return labels will have a value, the TIS is still required to be completed. When this scenario was
raised with the ATO via the ATO Digital Service Provider channel, the ATO responded:

‘We know the fact that when all of an SMSF’s income is exempt from income tax under the ECPI rules, Section B
Income of the SMSF’s Annual Return can be left blank and do not need to complete. However, the ATO’s current
position for ECPI rules, for the 2024 year onwards, all SMSF will need to prepare the TIS. If this position was to
change, further advice will be provided on the ATO website.’

Tip — Validation warning arises for SMSF with 100% ECPI, but will not prevent lodgement
We have reviewed the validation tests in respect to the SMSF annual return and the TIS. Where section B of the

SMSF annual return has not been completed as the SMSF is claiming all of it's income as ECPI and has no other
assessable income, but is required to complete a TIS for trust distributions received, it is likely that the SMSF admin
and compliance platform will generate a validation warning in respect of the SMSF annual return. However, as this
is a warning and not an error, it will not prevent the SMSF annual return and TIS from being successfully lodged
with the ATO.

Tip — Validation warning arises where values at labels A; D1 and U2, but not M
Our review of the validation tests also showed that only label M in section B of the SMSF annual return is subject to

a validation test. That being the case, where an SMSF reports a value at either of labels A; D1 or U2, but no value
reported at label M in section B of the SMSF annual return, and prepares the TIS (as required), this will also likely
result in a validation warning. However, once again, as this is a warning and not an error, it will not prevent the
SMSF annual return and TIS from being successfully lodged with the ATO.



https://www.ato.gov.au/forms-and-instructions/trust-income-schedule-2024-instructions
https://www.ato.gov.au/forms-and-instructions/trust-income-schedule-2024-instructions

Other changes

In the ‘What's new for SMSFs?’ ATO webpage (QC 101714) in relation to the 2024 SMSF annual return, the

following were also noted:

e Non-arm’s length expenses (NALE): The Treasury Laws Amendment (Support for Small Business and Charities and
other Measures) Act 2024 amends the rules for NALE for superannuation entities. We discuss this separately in this
update section of session 1. You can also refer to the separate non-arm’s length income (NALI) and NALE session
which address other issues concerning NALI and NALE in respect of the 2023-24 income year.

e Small business energy incentive: The Treasury Laws Amendment (Support for Small Business Charities, and other
Measures) Act 2024 provides businesses with an aggregated annual turnover of less than $50 million with access to
a bonus deduction equal to 20% of the cost of eligible assets or improvements to existing assets that support more
efficient energy use. We do not believe that this measure is relevant to SMSFs.

NALI: Where are we at?

The following is not a complete discussion on NALI and NALE. It aims to outline where we are at with respect to the
application of the 2018-19 NALE amendments, particularly the changes to address the issue of a small amount of NALE
that's general in nature, that is, relating to the whole of the fund and not to a specific fund asset(s), potentially tainting all
of the fund’s ordinary and statutory income as NALI and being taxed at the top marginal rate (45%).

Progress of NALE legislation

The Bill? containing the changes to the determination of the amount of NALI that results from when an SMSF has NALE
that's general in nature was passed by both houses 25 June 2024 received Royal Assent on 28 June 2024. Whilst the
amendments commence on the start of the first quarter after the day the Act receives Royal Assent, being 1 July 2024,
they apply to income derived and any expenditure incurred, or not incurred but which might have been expected to have

been incurred in the 2018-19 financial year or later.

The changes and comparison to the previous law and its application, as outlined by the ATO in LCR 2021/2 is summarised

as follows:

New law

Non-arm’s length expenses rules don’t apply to

large APRA-regulated funds, exempt public sector
superannuation funds, PSTs and ADFs.

Current law

Non-arm'’s length expenses rules apply to all complying
superannuation entities.

For SMSFs and small APRA-regulated funds, the amount
of NALI taxed at the highest marginal tax rate is twice the
difference between the amount that would have been
expected to have been incurred for a general expense at
arm’s length, and the amount actually incurred, with no
deductions applying against that amount. However, the
fund’s total non-arm’s length component cannot exceed
the fund’s assessable income minus deductions, excluding
assessable contributions and deductions against them.

Expenses incurred or expected to have been incurred
before 1 July 2018 cannot result in the application of the

non-arm’s length expense rules

Non-arm’s length general expenses incurred in deriving all
income result inthat income being taxed at the highest
marginal tax rate.

Non-arm’s length general expenses that might have been
expected to be incurred, if the parties had been dealing

at arm’s length, in deriving all income, result in that income
being taxed at the highest marginal tax rate.

Expenses incurred or expected to have been incurred
before 1 July 2018 can result in the application of the non-
arm’s length expense rules in relation to income derived in
2018-19 and later income years.

2 Treasury Laws Amendment (Support for Small Business and Charities and Other Measures) Bill 2023



https://www.ato.gov.au/forms-and-instructions/self-managed-superannuation-fund-annual-return-2024-instructions/whats-new-for-smsfs
https://www.ato.gov.au/law/view/document?docid=COG/LCR20212/NAT/ATO/00001
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Whilst this measure resolves the issue of a small amount of NALE that's general in nature tainting all of an SMSF's income
as NALI, it's not the end for this issue as the following would now be
expected to be addressed:

e TD 2023/D1: How the NALE and capital gains tax provisions interact to determine the amount of statutory income
that is NALI

Update: TD finalised!

The ATO finalised the tax determination on 17 July 2024 and was published as TD 2024/5. There is no significant
change from the draft. The issue with the ruling is that with the application of the current law, it means that arm’s
length capital gains are tainted if there is also a non-arm’s length capital gain in the same income year. We understand
that the SMSF Association will be advocating for a law change so that a proportionate approach applies to non-arm’s
length capital gains, ensuring that the non-arm’s length provisions target only income derived from specific assets.

e TR 2010/1DC: Superannuation contributions. explains the interactions between the NALI provisions and the rules
concerning superannuation contributions. It also contains changes to reflect the removal of the maximum earnings
test for the purpose of deducting personal contributions, which commenced from 1 July 2017.

e | CR 2021/2: NALI - expenditure incurred under a non-arm’s length arrangement. Given the passage of the changes to
NALE that's general in nature, it would be expected that the LCR would be revised to accommodate these changes.

When an income stream commences and ceases: Update to TR 2013/5

Whilst the focus was on end of financial year matters, the ATO released the final updated version of their pension ruling
TR 2013/5: when a superannuation income stream commences and ceases on 26 June 2024. It appears that it has
somewhat flown under the radar with yours truly only looking at it in the past day or so, but there is an interesting, and
some may say concerning, concept that has been included in the final version, that was not in the original draft.

It was generally understood that the update to this ruling was to simply:

e Incorporate the legislative amendments flowing from the 2016 Budget announcement of the transfer balance cap,
which limits the superannuation interests that a person can have in retirement phase;

e Clarify how the general principles in this ruling apply in the context of successor fund transfers; and

e Remove practical compliance approaches that are no longer current.

The draft update, published 27 September 2023, included these updates. In the main, from an SMSF perspective, nothing
new and nothing that would require a change to approach when dealing with pensions paid from an SMSF. However, it's
one particular paragraph in the final version that gives pause to consider the potential implications where an SMSF fails to
pay the minimum pension for an income year.

We know that where the minimum pension is not paid that the consequences are:

e The pension ceases for income tax purposes from the start of the income year in which the minimum pension was not
paid. The fund will not be able to claim ECPI in respect of the failed pension.

e The pension ceases for transfer balance account (TBA) purposes at the end of the income year in which the minimum
pension was not paid. This is a reportable TBA event which will give rise to a TBA debit equal to the value of the
pension at 30 June.

The original version of the Ruling further stated at paragraph 20 that:

‘If the requirements are again met in the following year this results in the commencement of a new
superannuation income stream.’

The draft version of the updated Ruling merely removed the word ‘again’ from the paragraph. Further, there
were varying views on what was required for the ‘requirements are met in the following year’.



https://www.ato.gov.au/law/view/document?docid=DXT/TD2023D1/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=DTC/TR20101DC1/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=COG/LCR20212/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=TXR/TR20135/NAT/ATO/00001
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In the final version of the updated Ruling, released on June 26, paragraph 20 now says:

‘If a superannuation income stream ceases for income tax purposes for the reasons outlined in paragraph 18 of
this Ruling, it cannot recommence meeting the SISR requirements in a future year. This means it will not be a
superannuation income stream for income tax purposes from the time of cessation, even if the member remains
entitled to receive payments from the superannuation fund. For the member to receive a superannuation
income stream, any income stream payable from the superannuation interest must cease (for example, by
commutation) and a new superannuation income stream must commence under the principles in paragraphs 9
to 13 of this Ruling.’

Paragraph 18 refers to a superannuation income stream ceasing for income tax purposes if any of the SIS requirements are
not met, e.g. failure to pay the minimum pension.

From our initial reading of this revised paragraph, it appears that the ATO is making it quite clear that for the failed
pension to be fixed, the member must consciously commute the pension and commence a new pension. If this is the case,
then there are potentially the following implications:

e Whilst the failed pension will end for TBA purposes on 30 June of the relevant income year, it will only effectively
re-commence when it is known that the pension failed for that income year. This could be sometime after 30 June.

e The TBA debit arising on 30 June and the TBA credit arising when the member restarts their pension are likely to be
different amounts and potentially give rise to an excess TBA amount.

e In addition to the fund not being entitled to claim ECPI for the income year the pension failed, it would potentially
also not be entitled to claim ECPI in respect of the pension until it was commuted and restarted by the member.

e There will be a requirement to re-calculate tax components for the restart of the failed pension, as well as for each
benefit payment from the failed pension.

e There may be a requirement for a new Statement of Advice in respect of the member ceasing their (failed pension)
and commencing a new pension.

This new version of the Ruling is likely to see additional costs borne by the member and the SMSF to ensure that
the approach in the Ruling is followed and ensure that any new pension is indeed a superannuation income
stream, both for income tax and SIS purposes.

Finally, for now, this is just looking at the potential implications for an account-based pension. We also need to
consider what effect this will have on other pensions: transition to retirement pensions and for those SMSFs with
legacy pensions.

Total superannuation balance: The proposed new calculation method

As part of the proposed new Division 296 tax that will affect individual with a total superannuation balance (TSB) of more
than $3 million, it is also proposed that from 30 June 2025 there will be a change to how an individual’s TSB is calculated.
In additional to being the determinant measure for the proposed Division 296 measure, TSB is relevant for a number of
concessions and caps, including:

Non-concessional contribution cap;

Catch-up concessional contributions measure;

Work test exemption for claiming personal contributions for those aged 67 to 743;
Government co-contribution;

Spouse (contribution) tax offset; and

Using segregated method for ECPI.

TSB is generally calculated as at 30 June of an income year.

3 Including up to 28 days after the end of the month in which the individual attains age 75.




An individual’s TSB is determined in accordance with section 307.230 ITAA 1997 and is currently calculated as
follows:

Add:

e The accumulation phase value of the individual’s superannuation interests that are not in the retirement phase.

e The retirement phase value of the individual’s superannuation interests.

e The amount of each roll-over superannuation benefit not already included in the accumulation phase value or the
retirement phase value. This is rollovers that are in transit between superannuation funds on 30 june.

e The outstanding limited recourse borrowing arrangement (Irba) amount in an smsf or an apra fund with fewer than 7
members entered into from 1 july 2018, if either:
o The Irba loan is with an associate of the fund; or
o The individual has satisfied a condition of release with a nil cashing restriction.

Subtract:

e Any personal injury or structured settlement contributions that have been paid into the individual’s superannuation
funds.

Accumulation phase value
The accumulation phase value (APV) of an individual’s superannuation interests is the total amount of superannuation

benefits that would be payable if they chose to cease all of their superannuation interests by, for example, closing all of
their superannuation accounts. Generally, this is the withdrawal value for an accumulation fund.

The APV does not include superannuation interests that are in the retirement phase.

If the individual has a defined benefit interest, the superannuation regulations may specify a different method for
determining the APV. Your APV is generally not the balance of the individual’s defined benefit account.

The APV also includes:

certain deferred superannuation income streams
transition-to-retirement income streams that are not in the retirement phase

e superannuation income streams that have not complied with the pension or annuity standards or a commutation
authority

Retirement phase value
If the individual has a TBA, their retirement phase value (RPV) is their transfer balance at the end of 30 June. However, the

individual’s transfer balance is modified, for the purpose of calculating the RPV if they have either:

e one or more certain account-based superannuation income streams; or
e made structured settlement contributions to their superannuation fund

Account-based superannuation income streams
Account-based superannuation income streams will have the transfer balance account items modified to be the current

value of the superannuation interest that supports the superannuation income stream at the end of the financial year. The
current value is the amount that would become payable if the individual were to choose to close the interest.

Where the individual only has account-based income streams, their RPV will equal the current value of these
income streams. For the purpose of calculating TSB, the following are considered account-based superannuation income
streams:

Account-based pension.

Market-linked pension.

Transition to retirement income stream in retirement phase.
Allocated pension.

12
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For all other superannuation income streams the transfer balance account items are not modified when calculating RPV.

Certain other transfer balance account items are not modified, including:

e  (Credits for excess transfer balance earnings; and
e Debits for non-commutable excess amounts.

Structured settlement contributions

If the individual has made a structured settlement contribution to a superannuation interest, their transfer balance is
modified by disregarding the debit in their transfer balance account that is due to the structured settlement contribution.
This modification applies to both account-based and non-account-based income streams.

Proposed calculation of TSB from 30 June 2025

A new concept of TSB is proposed to start on 30 June 2025, being the first ‘prior 30 June TSB’ of the first year of

the proposed new Division 296 tax measure — an additional 15% tax on ‘superannuation earnings’ attributable to an
individual's TSB in excess of $3 million. The proposed new calculation method for an individual’s TSB will mean that there
will no longer be a distinction between APV and RPV. Essentially, an individual’s TSB will be the ‘withdrawal benefit’ of

all their superannuation interest. The ‘withdrawal benefit’ is the total amount of the superannuation benefits that would
become payable if an individual had the right to cause the superannuation interest to cease at that time and the individual
voluntarily caused the superannuation interest to cease.

The proposed changes to the calculation of an individual’s TSB removes the link to a transfer balance account. The

original intention underpinning the link to the transfer balance account was to remove the requirement for certain

income streams, such as defined benefit income streams, to be valued on an annual basis for the TSB, instead leveraging
the existing transfer balance account value. The calculation of earnings for the proposed Division 296 tax requires these
valuations to be applied on an annual basis. The amendments to the TSB intend to streamline the definition of TSB to align
with this annual valuation requirement.

The proposed amendments do not change the treatment of structured settlement contributions. The TSB is reduced by the
sum of a structured settlement contribution made at or before a time in respect of an individualunder the current existing
calculation of TSB and the proposed TSB calculation method.

The amendments to the TSB apply beyond Division 296 and will apply in working out an individual's TSB for all other
purposes from immediately before 1 July 2025 or on or after 1 July 2025.

Who's affected?
The proposed change to the calculation of a TSB will have no practical impact for individuals:

e Who only have an accumulation balance.

e Who only have account-based pensions, including market-linked pensions and transition to retirement income stream
both not in retirement phase and not in retirement phase.

e Who have a combination of the above.

Under the current calculation methodology and the proposed calculation methodology, the individual’s TSB is
essentially their withdrawal value of benefit, on the assumption that the individual could withdraw their
superannuation benefit*.

The individuals who will be affected by this proposed change are those who are in receipt of a defined benefit pension.
Under the current calculation methodology, the amount of their defined benefit pension interest included in the
calculation of TSB is the relevant TBA transactions. For the majority, this will be the 1 July 2017 special credit value that
arose in their TBA. This is the value that has been used for each following 30 June for the purpose of calculating their TSB.
However, as noted above, the TSB amount of this interest will change from 30 June 2025 and each following 30 June by
being calculated as the withdrawal value of that interest.

4 An individual's TSB may also be increased by ‘notional earnings’ applied to their transfer balance account where they have exceeded their personal
transfer balance cap




Given the nature of defined benefit pensions, draft regulations have been released for determining the withdrawal value
of defined benefit interests and defined benefit pensions. From an SMSF perspective, we only need to focus on defined
benefit pensions.

Essentially, the withdrawal value of an SMSF defined benefit pension interest will be based on the value for family law
purposes. The family law method is based on the method in the Family Law (Superannuation) Regulations 2001 (Family
Law Regulations), which contain default valuation factors and methods of calculation to be used for the valuation of
superannuation interests, including defined benefit interests, for the purpose of dividing superannuation in a family law
separation process. The methods and factors are designed to provide a best estimate of the value of these superannuation
interests at a given point in time.

The Family Law Regulations also provide the Attorney-General with the power to approve, by legislative instrument,
valuation methods and factors that apply to a specific scheme or interest. Generally, this occurs if the default valuation
methods or factors are considered inappropriate considering the benefit design or underlying experience of a particular
scheme. Under these provisions, if a scheme or interest has methods or factors approved in such an instrument, the family
law method will be based on those methods or factors.

The current default valuation methods and factors in the Family Law Regulations were produced in 2001. The Family

Law Regulations are due to sunset on 1 April 2025 and will be remade. As part of this process, the Attorney-General’s
Department is reviewing the Family Law Regulations to ensure they are fit for purpose. This includes reviewing the default
valuation methods and factors to ensure they can continue to provide an accurate and reasonable estimate of the value of
a superannuation interest.

Alternative to family law method
An alternative valuation method can be used for certain interests instead of the family law method. However, to use an
alternative valuation method, there must be a family law value for the interest.

A superannuation actuary can issue an alternative valuation certificate if certain criteria are met. A superannuation actuary
may issue a certificate if the actuary is requested to do so by the trustee of the fund. The certificate may set out an
alternative method for valuing the interests in the fund. To issue a certificate, the actuary must be of the opinion that if
the alternative valuation method is used, the value determined for each interest would be no less than 90%, and no more
than 110%, of the value that would be determined if it was the family law valuation method that was used for those
interests.

Who will perform the calculation of TSB for a defined benefit interest?

Generally, the ATO calculates an individual's TSB from information provided to them by their superannuation funds.
For an SMSF, such information is in the SMSF Annual Return. It would seem, at this time, that the value of an SMSF
member’s defined benefit pension interest would need to be included in the return and not a figure calculated by
the ATO. This would mean the preparer of the SMSF's financial statements and return will likely be responsible for
calculating this amount.

Given the option to use the alternate method, which is calculated by an actuary, who has to ensure that the value
they calculate is within the 90% to 110% range of the family law value, it may be prudent and cost effective to
engage an actuary to perform the calculation.

Advice fees: Deductions and GST credits
On 13 December 2023 the ATO issues the following:

e TD 2023/D4: Deductions for financial advice fees paid by individuals who are not carrying on a business (replaces TD

95/60).
e QGuidance: Eligibility of superannuation funds and investor-directed portfolio services investment platforms to claim
reduced input tax credits on adviser fees.
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https://www.ato.gov.au/law/view/document?docid=DXT/TD2023D4/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=TXD/TD9560/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=TXD/TD9560/NAT/ATO/00001
https://www.ato.gov.au/law/view/view.htm?docid=%22SGM%2FIDPS-adviser-fees%22
https://www.ato.gov.au/law/view/view.htm?docid=%22SGM%2FIDPS-adviser-fees%22
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We have received many questions concerning these two publications and have experienced a level of confusion
surrounding their respective application to SMSF. Let's consider what each of these publications mean for
SMSFs.

Deductions: Financial advice fees paid by individuals

On 13 December 2023 the Commissioner issued TD 2023/D4 Income tax: Deductions for financial advice fees paid by
individuals who are not carrying on a business. The draft determination sets out the Commissioner preliminary view on
when an individual may be entitled to a deduction under s. 8-1 or s. 25-5 of the ITAA 1997 for fees paid for financial
advice. It outlines the requirements that need to be satisfied for an individual to claim a deduction for financial advice fees.
It does not apply to individuals carrying on a business.

Relevant legislation
Section 8-1
General deductions
1. You can deduct from your assessable income any loss or outgoing to the extent that:
a. itis incurred in gaining or producing your assessable income; or
b. it is necessarily incurred in carrying on a * business for the purpose of gaining or producing your assessable
income.
2. However, you cannot deduct a loss or outgoing under this section to the extent that:
a. itis a loss or outgoing of capital, or of a capital nature; or
b. it is a loss or outgoing of a private or domestic nature; or
c. itis incurred in relation to gaining or producing your * exempt income or your * non-assessable non-
exempt income; or
d. a provision of this Act prevents you from deducting it.

Relevant legislation
Section 25-5
Tax related expenses
1. You can deduct expenditure you incur to the extent that it is for:
a. managing your * tax affairs; or
b. complying with an obligation imposed on you by a * Commonwealth law, insofar as that obligation relates to
the * tax affairs of an entity; or
c. the * general interest charge or the * shortfall interest charge; or
ca. a penalty under Subdivision 162-D of the * GST Act; or
cb. levy under the Major Bank Levy Act 2017; or
d. obtaining a valuation in accordane with section 30-212 or 31-15.

While individuals may be entitled to a deduction for fees paid to a financial adviser if they satisfy the requirements in s. 8-1
ors. 25-5, in certain circumstances, it may be necessary to apportion the deduction because the full amount of the fees
paid may not be deductible. This will be the case where the expense is:

e notincurred in gaining or producing assessable income
e capital or capital in nature or
e private or domestic in nature

Where an expense is deductible under both s. 8-1 and s. 25-2, the fees will be deductible only under the most appropriate
provision, which will likely be the specific deduction in's. 25-5.

A taxpayer will also need sufficient evidence of the expenditure in order to claim the expense as a deduction, such as an
itemised invoice (including for example, a fee disclosure statement or an advice fee consent form) from a financial adviser.

While TD 2023/D4 replaces the former advice in TD 95/60, it does not represent a change in view. This is confirmed in
paragraph 4 of TD 2023/D4.



https://www.ato.gov.au/law/view/document?docid=DXT/TD2023D4/NAT/ATO/00001
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Both TD 95/60 and TD 2003/D4 state that expenditure on advice in drawing-up or establishing the income earning
investment will be incurred too early and therefore not have the required nexus to assessable income to be deducible
under s. 8-1 of the ITAA 1997. Whereas expenditure on advice incurred on a regular or recurrent basis for an existing or
ongoing income-producing investment are deductible. (See paragraph 17 and 18 of TD 2023/D4).

A deduction, however, may be available under s. 25-5 to the extent that the advice relates to managing the tax affairs of
the taxpayer.

'Tax affairs’ are defined in s. 995-1(1) as affairs relating to tax and therefore has a broad meaning. ‘Tax" is defined as
income tax imposed or assessed under the ITAA 1936 and the ITAA 1997.

Significantly, what has changed is that from 1 January 2022, entities that provide tax (financial) advice services for a fee

or other reward must either be a qualified tax relevant provider registered with the Australian Securities and Investments
Commission (as defined in the Corporations Act 2001) or be a tax agent registered with the Tax Practitioners Board and
meet the eligibility requirements to provide tax (financial) advice services. Meaning that some of the advice from an advisor
may fall within s. 25-5 and qualify for a deduction.

The ATO notes that not all advice provided by a financial adviser will be considered to be tax (financial) advice. For
example, factual information about a financial product that does not involve the application or interpretation of the
taxation laws to the client’s personal circumstances would not be considered to be tax (financial) advice and the taxpayer
must be able to identify that the payment was for advice in order to assist them in managing their tax affairs. This will be a
question of fact and the ATO suggests in paragraph 42 of TD 2023/D4 that an itemised invoice from the financial advisor
would be sufficient evidence to claim the deduction.

See also Examples 1 and 3 of TD 2023/D4.

So, firstly, this TD applies to individuals not carrying on a business and not to SMSFs. For deductions applicable to SMSFs
reference can be made to TR 93/17, last updated in May 2017.

Adviser fees paid by an SMSF can be grouped with investment related expenses. The exact nature of the investment-
related expenses is critical in determining deductibility. Examples of deductible investment related expenses include:

interest expenses

ongoing management fees or retainers paid to investment advisers

costs of servicing and managing an investment portfolio, such as bank fees, rental property expenses, brokerage fees
the cost of advice to change the mix of investments, whether by the original or a new investment adviser. This is
provided it does not amount to a new financial plan

Tip — investment related expenses
If the investment related advice covers other matters or relates in part to investments that do not produce

assessable income, only a proportion of the fee is deductible.

The following case studies are ATO provided examples® of the deductibility of investment related expenses:

Case study - investment strategy fee
The trustees of Jim’s SMSF approach a financial adviser to put in place a long-term financial strategy. It needs to have

sufficient liquidity to:

e pay superannuation income stream benefits
e pay lump sum payments
e continue with investments that in the long term will provide superannuation or death benefits for the members

The trustees pay a fee to an investment adviser to draw up an investment strategy for the fund. The fee is a capital
outlay under these circumstances. This is even if some of the existing investments are maintained as part of the
plan. That is because the fee is for advice that relates to drawing up a new investment strategy. The character of the
outgoing is not altered because existing investments fit in with this new strategy. It is still an outgoing of capital.

5 ATO website: Webpage ‘Self-managed superannuation funds — deductibility of expenses’ (QC 53481).



https://www.ato.gov.au/individuals-and-families/super-for-individuals-and-families/self-managed-super-funds-smsf/in-detail/smsf-resources/smsf-technical/smsf-deductibility-of-expenses#Investmentrelatedexpenses2
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Case study — investment advice

The trustees of a fund decide to seek the advice of an investment adviser. They want to know what listed securities
they should invest in. This is specified in the fund’s investment strategy and permitted by the governing rules of the
fund.

The trustees deduct the cost of the advice on listed securities to invest in. This is because the advice is part of the
ongoing maintenance of the current investment strategy. It is not part of a new investment strategy or plan.

Reference can also be made to ATO Taxation Ruling TR 95/60 which considers whether fees paid for obtaining
investment advice is an allowable deduction under section 8-1 ITAA 1997.

Tip — investment fees may be added to CGT cost base
Where the expenditure is regarded as capital in nature and not deductible under section 8-1 ITAA 1997, it may
qualify as an incidental cost of the acquisition of asset(s), forming part of the CGT cost base(s)°.

Where the expenditure relates to the acquisition of more than one CGT asset, the expenditure would need to be
apportioned across all relevant CGT assets, on a reasonable basis

Guidance: Superannuation funds claiming RITCs

This guidance was issued by the ATO following their review of some examples of arrangements in respect to fund claiming
reduced input tax credits (RITC) in respect of adviser fees deducted for advice paid to the member of the superannuation
fund, and not the superannuation fund itself.

Broadly, the arrangements the ATO considered had the following features:

e Anindividual (or other entity) engages an adviser to provide them with personal financial advice, under an agreement
between the member and the adviser. The advice relates to the individual’s interest (or prospective interest) in the
Fund.

e The individual completes a request that authorises the Fund to pay the adviser services fees to the adviser, by
deducting the amount from the individual’s interest or the assets held for them in the Fund. The fees may be for initial
or one-off financial advice or ongoing adviser services provided to the individual in respect of their interest in the Fund.

e If the Fund does not pay the fees (whether at its discretion, because the conditions for payment are not met, or there
are insufficient funds or assets held for the individual), the individual remains liable to pay the adviser.

e While the adviser may also provide other services to the investor such as providing instructions to the Fund on the
individual’s behalf or accessing information and reporting on the individual’s investment in the Fund, the adviser is not
involved in executing any of the underlying transactions.

e The adviser may be required to be registered with the Fund and agree to certain terms and conditions, including self-
assessment about the subject matter of the advice, in order to receive payment from the Fund.

Under such an arrangement, there is only a supply of financial advice by the adviser to the individual. The ATO considers
that the arrangement between the adviser and the Fund is best described as an administrative arrangement to provide
payment. As such, the Fund is not the recipient of a supply for which the adviser services fees are consideration. The
adviser services fees are only consideration for the financial advice (and related services) supplied by the adviser to the
member. Accordingly, the Fund is not eligible to claim RITCs for GST paid on the adviser services fees on the basis that the
Fund is not making a creditable acquisition of the adviser services or of any other supply for which the fee is consideration.

Application to SMSFs
This guidance has no application to SMSFs as adviser fees in respect of a member cannot be paid by an SMSF.

Whilst section 99FA SIS Act permits certain advice fees charged to a member to be paid by their superannuation fund and
deducted from their member interest, the section is included in Part 11A — General Fees Rules, section 99A SIS Act states
that Part 11A does not apply to SMSFs.

6 Refer sub-sectn 110-25(3) & sectn 110-35 ITAA 1997



https://www.ato.gov.au/law/view/document?DocID=TXD/TD9560/NAT/ATO/00001&PiT=99991231235958
https://www8.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_act/sia1993473/s99fa.html
https://www8.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_act/sia1993473/s99a.html
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An SMSF should only pay adviser fees in respect to advice provided to the fund, not advice in respect of the
member. To do so is a potential breach of:

e Section 62: Sole purpose test.
e Section 65: Giving financial assistance using the resources of the fund to a member or their relative.
e SIS Regulations Part 6: Payment standards, that is, illegal early access to preserved benefits.

Claiming GST on advice fees
To be eligible to claim GST embedded in a supply, the SMSF needs to be registered for GST. A reduced credit acquisition

is a specified type of purchase for which a reduced GST credit is allowed, when the purchase is used to make financial
supplies. For these purchases the SMSF can claim 75% of any GST included in the purchase price.

Some of the common reduced credit acquisitions are:
Investment portfolio management functions: Investment management services include, but are not limited to:

e Establishing a financial plan or investment strategy together with the ongoing implementation, execution or
refinement of that plan or strategy;

¢ Ongoing implementation or execution of a given investment mandate;

e Providing ancillary reports or statements to clients.

Tip — what does ‘management’ mean?
It important to note that ‘management’ involves more than just providing advice for the SMSF trustee(s) to act on.
This means that obtaining financial advice by itself is not a reduced credit acquisition.

Administrative functions: The following administrative functions are reduced credit acquisitions if they relate to
investment funds, including superannuation schemes:

e Maintaining member, employer and trustee records and associated accounting;
Processing applications, contributions, benefits and distributions;
e Ensuring compliance with industry regulatory requirements (excluding taxation and auditing services).

Tip — what are ‘regulatory requirements’?
A regulatory requirement in this context refers to a Commonwealth, state or territory law. For example, any
requirement in the SIS Act is a regulatory requirement for SMSFs.

Trustee records include minutes of trustee meetings, records of all decisions affecting the trust and similar documents.

Associated accounting refers only to those accounting tasks that are associated with maintaining member, employer or
trustee records. It includes:

e Posting entries to accounts to record individual member or employer contributions;
e Debiting charges to individual member accounts;
e Recording payments to members and investors of a managed investment scheme.

Tip — GST rulings

GSTR 2002/2: GST treatment of financial supplies and related supplies and acquisitions. This ruling explains and
clarifies what is, and what is not, a financial supply under Division 40 of the GST Act and Part 3-1 GST Regulations.
It also provides guidance on the types of acquisitions that are reduced credit acquisitions and entitle a financial
supply provider to a reduced input tax credit under Division 70 of the GST Act and Part 4-2 of the GST Regulations.

GSTR 2004/1: Reduced credit acquisitions. This ruling explains the application of Division 70 of the GST Act and
Division 70 of Part 4-2 of the GST Regulations in relation to reduced credit acquisitions. It also provides guidance on
which acquisitions are reduced credit acquisitions that entitle a financial supply provider, which includes an SMSF, to
a reduced input tax credit under Division 70 of the GST Act.



https://www.ato.gov.au/law/view/document?docid=GST/GSTR20022/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=GST/GSTR20041/NAT/ATO/00001

Update to the Independent Auditor’s Report (IAR)

The reference to Auditing Standard ASQC 1 has been removed from Part B of the report and replaced with reference
to Auditing Standard ASQM 1. None of the sections or regulations at Appendix 1 of the report requiring compliance
assurance have been changed.

This updated version of the IAR is to be used for reporting periods starting on or after 1 July 2024. When using this report
for earlier reporting periods, the auditor should make sure that they comply with the auditing standards and legislation
that applied to the earlier period.

Tip — when to use the new IAR

The new IAR must be used for all audits finalised after 1 July 2024, even if they were started before and not
completed, regardless of the year.




Session 2: Time to get NALI

This next session focused on the application of the NALI provisions in section 295.550 ITAA 1997 to SMSFs and in
particular the application of the 2018-19 amendments to introduce the concept of NALE which can result in the SMSF
having NALI.

Non-arm'’s length income
Although it is still possible for the trustees of self-managed funds to invest in and transact with related parties, including
related unit trusts and companies, issues such as the NALI provisions need to be considered.

Transacting on terms that are not commercial can result in the non-arm’s length (Special Income) provisions of section 295-
550 of the ITAA (1997) being applied.

295-550(1)
An amount of ordinary income or statutory income is NALI of a complying superannuation fund (other than an amount to
which subsection (2) applies or an amount derived by the entity in the capacity of beneficiary of a trust) if:
(a) It is derived from a scheme the parties to which were not dealing with each other at arm’s length in relation to
the scheme; and
(b) That amount is more than the amount that the entity might have been expected to derive if those parties had
been dealing with each other at arm’s length in relation to the scheme.

295-550(2)
An amount of ordinary income or statutory income is also NALI of the entity if it is:

(a) a dividend paid to the entity by a private company; or
(b) ordinary income or statutory income that is reasonably attributable to such a dividend; unless the amount is
consistent with an arm’s length dealing.

Essentially, all transactions that an SMSF carries out needs to be no more favourable than what would be commercially
acceptable by the market. In relation to property this becomes evident with related party property acquisitions, disposals,
rental agreements and in recent years, expenses.

NALI tests

Test 1

The income the SMSF has derived via a scheme where the parties are not dealing with each other on an arm’s length
basis and the income is greater than if the parties were dealing on an arm’s length basis — someone is getting an inflated
benefit.

Test 2

Companies — Dividend (income) received by the SMSF from a private company and that is not consistent with an arm’s
length dealing. Subsection 3 of 295-550 discusses a number of criteria that would be considered arm’s length - share
value, rate of dividend etc.

Test 3
Trusts — if an SMSF derives income other than a fixed entitlement. This is where Family Trusts and Hybrid trusts cause
issues.

SMSFRB 2020/1 discusses the ATO's view further on the issues facing non-arm’s length transactions and why the
ATO are placing scrutiny on these arrangements.



https://www.ato.gov.au/law/view/document?docid=SRB/SRB20201/NAT/ATO

Pertinent extracts include:

1. ‘We have seen an increase in the number of self-managed superannuation funds (SMSFs) entering into
arrangements, with related or unrelated parties, involving the purchase and development of real property for
subsequent disposal or leasing.’

4. ..."these types of investments can cause concerns where they are used to inappropriately divert income into
the superannuation environment, or if SMISF assets are used to fund property development ventures in a
manner that is inappropriate for and sometimes detrimental to retirement purposes.’

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 assets

the value of services provided

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, and

the return on investment and income or capital entitlements.

11. ‘Similarly, we would be concerned where circumstances indicate that the arrangement has been used to
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 greater amount of earnings
within the SMSF to be treated as exempt current pension income.’

Non-arm'’s length expenses
From 1 July 2018, the definition of NALI was broadened to encompass expenses that were related to schemes where the
SMSF was deriving income that was deemed NALI.

Treasury Laws Amendment (2018 Superannuation Measures No. 1) Bill 2019, which received Royal Assent on 2 October
2019, amends the way we treat and apply NALI within a superannuation fund. This Bill focuses on the NALE a fund might
incur as well as non-arm’s length acquisitions.

Some of the main points highlighted within the Bill include:

e NALI can apply where an SMSF has non-arm’s length expenses which have been incurred in gaining or producing
income.

e NALE will be considered both on a revenue and capital basis.

e Top marginal tax rates will apply when expenditure occurred when gaining or producing income was not at an arm’s
length basis.

e NALE can be evidenced both for specific and general expenses.

NALE are therefore present when there is a sufficient nexus between expenses incurred during the time that NALI is being
derived.

In looking at properties within an SMSF, if expenditure on properties held by the SMSF are reduced or nonexistent then
it is likely that the costs or lack thereof will be deemed NALE. An example of this would be a trustee carrying out the
development of the property and not charging for time and costs.
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NALE tests

Test 1

If an SMSF does not incur the correct or commercial rate of expense for property management by a related party, then
the rental income the property generates will be NALI. The ATO discuss that there must be a nexus between the NALE
arrangement and if NALE is present then NALI rules will apply.

Test 2

If an SMSF purchases real estate from a related party at a rate less than market value, then when the property generates
income, this income will be classified as NALI. Not only does it affect the income the property generates, but also
encompasses the capital gain that may occur later if the property was to sell. The usual CGT

rate and discount for an SMSF would not apply.

Test 3

If an SMSF purchases a property through an LRBA, or by a unit trust in which an SMSF is a unitholder, and that loan is

not on an arm’s length basis, then all the income the property generates will be NALI. Again, this also encompasses any
future CGT that may be applicable and the loss of the discounted rate. It should be carefully noted that even if the LRBA is
rectified and refinanced to become an arm’s length agreement, NALI will still be applicable.

Test 4
Where there is a non-arm’s length expense that is a general expense, NALE applies. Refer to end of notes for further
information on how the tax is calculated.

PCG 2020/5
If Test 4 applies, PCG 2020/5 manages a series unresolved issues.

The ATO will not apply compliance resources for the following financial years, 2018-19, 2019-20, 2020-21, 2021-22 and
2022-23 if the trustees of the complying superannuation fund may not have realised that the amendments will apply

to NALE of a general nature that has a sufficient nexus to all ordinary and/or statutory income derived by the fund in an
income year.

The ATO have confirmed that this arrangement will not extend to the 2024 financial year.

Arm’s length issues

e Where NALE exists — so does NALI.

e NALE can taint an asset forever, whereas NALE for general expenses only occurs in the year the expense is noted at
below market rates.

e For limited recourse borrowing arrangements, there is no solution — once tainted it remains NALI for the life of the
asset.

e (Can't call the difference between acquisition cost and market value a contribution. It will always be NALI.

Important transactions that SMSF trustees should ensure are on an arm’s length basis are:

e The terms of any borrowing arrangements of the smsf or other entities involved in a property development.
e Where there is a related party assigned to provide services 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 rate
e The return on investment is artificially inflated.

Income or capital entitlements are increased.
Purchase of land or other assets.




Limited resource borrowing arrangements

Initially, the NALE rules were centred on related party LRBA arrangements where interest rates, not considered to be at
market rates, created an inflated benefit to the SMSF. The extension to SMSF administrative costs has grown into a much
bigger issue with substantial consequences for trustees.

In regards to property and shares, under borrowing arrangements, the ATO holds that LRBAs that do not meet the set
criteria of the safe harbour provisions, are not on commercial terms and can be deemed as NALI arrangements. The view
is that these loans, where the interest rate is lower than what would be a commercial rate, would therefore derive NALI
due to the fact that the SMSF income is inflated by the reduced costs. Conversely, a higher than commercial interest rate
would also cause NALI to be present as the related party would receive the additional benefit.

LRBAs that adhere to the criteria of the safe harbour provisions can rest easier that this part of the LRBA will not cause
NALI for the fund. Those that have deviated from the guidelines run the risk of NALI being applied.

The consequences of NALI is that the income derived from the arrangement is taxed at 45% instead of the normal 15% or
0% if the members are fully in pension phase.

LCR 2021/2

LCR 2021/2 provides guidance on how NALE rules will apply when the trustee has completed work for the SMSF in a
capacity other than as trustee and an arm'’s length fee was not charged. We expect this ruling will be updated to reflect
how tax applies to NALE of a general nature.

The ruling also explores how NALE of a specific nature will apply; we do not expect the ruling in relation to these concepts
to change.

Example 2.1 - NALE of a superannuation entity
An SMSF acquired a commercial property from a third party at its market value of $1,000,000 on 1 July 2015.

The SMSF derives rental income of $1,500 per week from the property ($78,000 per annum).

The SMSF financed the purchase of the property under limited recourse borrowing arrangements from a related party
on terms consistent with section 67A of the SIS Act.

The limited recourse borrowing arrangements were entered into on terms that include no interest, no repayments until
the end of the 25 year term and borrowing of the full purchase price of the commercial real property (i.e. 100 per cent
gearing).

The SMSF was in a financial position to enter into limited recourse borrowing arrangements on commercial terms with
an interest rate of approximately 5.8 per cent.

The SMSF has not incurred expenses that it might have been expected to incur in an arm’s length dealing in deriving
the rental income. As such, the income that it derived from the non-arm'’s length scheme is NALI. The rental income of
$78,000 (less deductions attributable to the income) therefore forms part of the SMSF’s non-arm’s length component
and is taxed at the highest marginal rate. However, there will be no deduction for interest, which under the scheme
was nil.

Non-arm'’s length interest on borrowings to acquire an asset will result in any eventual capital gain on disposal of the
rental property being treated as NALI.



https://www.ato.gov.au/law/view/document?docid=COG/LCR20212/NAT/ATO/00001

Example 1 - Non-arm’s length expenditure was incurred to acquire an asset — NALI

During the 2019-20 income year, Armin holds commercial property with a market value of $800,000. During the
income year, he sells the commercial property to himself acting as trustee of his self-managed superannuation fund
(SMSF) for $200,000.

The SMSF leases the property to a third party.

For the purposes of subsection 295-550(1), the scheme involves the SMSF acquiring the commercial property from
Armin for an amount that is less than its market value. There is a sufficient nexus between the NALE incurred in
acquiring that property and the rental income the SMSF derives from leasing the property for the rental income to be
NALI. Further, there will be a sufficient nexus between the NALE and any capital gain derived on the disposal of the
property for the capital gain to be NALI.

See LCR 2021/2 NALI — expenditure incurred under a non-arm’s length arrangement

Example 6 - Internal arrangement within an SMSF — trustee provides services to the SMSF
Leonie is a trustee of an SMSF of which she is the sole member.

She is a chartered accountant and registered tax agent who is employed in an accounting and tax agent business.

Leonie (in her capacity as trustee) prepares the accounts and annual return for the SMSF. She does not use the
equipment or assets of her employer, nor does she lodge the annual return using her tax agent registration. As she
performs these duties or services as trustee of the SMSF, she does not charge the SMSF for this work.

The NALE provisions do not apply as the duties or services performed by Leonie are in her capacity as trustee rather
than under an arrangement in which parties are dealing with one another on a non-arm’s length basis.

See LCR 2021/2 NALI — expenditure incurred under a non-arm’s length arrangement
Example 9 - SMSF trustee carrying out duties — different capacities

Trang is the trustee of her SMSF of which she is the sole member. She is also a plumber by trade and runs her own
business as a sole trader in which she also employs an apprentice, Novee.

Trang’s SMSF has two investment properties which are leased for a commercial rate of rent.

After finishing work for the day, Trang stops by one of the SMSF's investment properties to connect a standalone
water filter provided (and to be taken away at lease end) by the tenant. She uses some of her tools of trade to
complete the installation.

Trang performs this activity as trustee of her SMSF and does not charge the SMSF for this work. Trang's use of the
tools of her trade in respect of this property is minor, infrequent or irregular in nature and will not, of itself, indicate
that she is undertaking these services in any other capacity other than as trustee for her SMSF. Accordingly, the NALE
provisions will not apply.

Example 10 SMSF trustee carrying out duties — different capacities
In respect of the second SMSF rental property, Trang undertakes a complete renovation of the bathroom and kitchen.

She schedules time in her work calendar to undertake the work and uses the tools of her trade to undertake

all plumbing work on the renovations. She also engages Novee in all works. Trang does not charge the SMSF for the
work undertaken in respect of the second SMSF rental property. In this instance, Trang's use of the tools of her trade
will not be considered minor, infrequent or irregular in nature. Considering all her activities, she will be considered to
be undertaking these services in her individual capacity, rather than as trustee for her SMSF. The rental income will
therefore be NALI. The NALE will also result in any capital gain that the second property provides.

See LCR 2021/2 NALI — expenditure incurred under a non-arm’s length arrangement
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Excerpt from example 3

During the 2018-19 income year, Russell (as trustee of his SMSF) purchased listed shares from a related entity for
$500,000. The market value of the shares at the time of purchase was $900,000. The terms of the agreement
specified the purchase price as $500,000, rather than $900,000. Accordingly, the arrangement did not involve an in
specie contribution being made to the SMSF.

Market value substitution rules
Continuing on from Example 3, two years later Russell's SMSF sells the shares it acquired for $500,000 for $1 million.

When calculating the capital gain for the SMSF on disposal of the shares, the cost base of the shares will be modified
by the market value substitution rule in section 112-2029 as the parties did not deal with each other at arm’s length in
relation to the acquisition.

This means that the cost base for the shares will be their market value at the time of acquisition by Russell’s SMSF,
which was $900,000.

The SMSF has therefore realised a capital gain of $100,000 ($1 million sale proceeds less deemed cost base of
$900,000).

The $100,000 capital gain derived by the SMSF is subject to the NALI provisions.

This is because the amount of expenditure incurred by the SMSF in acquiring the asset was less than what the SMSF
might have been expected to incur if the parties were dealing with each other at arm’s length.

See LCR 2021/2 NALI — expenditure incurred under a non-arm’s length arrangement.
NALE general expense changes

Treasury Laws Amendment (support for small business and charities and other measures) Bill 2023 received royal assent on
28 June 2024, and amends the NALE rules for superannuation funds.

For SMSFs and small APRA-regulated funds, the tax treatment for expenses that are incurred on a non-arm’s length basis
will depend on whether you are dealing with a specific expense or a general expense.

e General expense - An expense that is not related to gaining or producing income from a particular asset of the fund.
e Specific expense - Any other expense.

Specific expenses
The existing treatment will continue to apply. The amount of income that will be taxed as NALI will be the amount of
income derived from the scheme in which the parties were not dealing at arm’s length.

Specific expenses (related to gaining or producing income) are likely to include:

An expense incurred in relation to gaining or producing income as a beneficiary of a trust through holding or acquiring a
fixed entitlement to the income of a trust will always be a specific expense.

Maintenance expenses for a rental property.

Investment advice fees for a particular pool of investments.

A limited recourse borrowing arrangement for the purchase of a specific asset.
The purchase of an asset such as a rental property or shares.



https://www.ato.gov.au/law/view/document?docid=COG/LCR20212/NAT/ATO/00001
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General expenses
Previously, general expenses resulted in all fund income being taxed at the highest marginal rate. However, the legislation
changes this treatment.

Under the new rules, general NALE will result in a maximum of twice the difference between the amount that would
have been expected at arm’s length and the amount actually incurred being treated as NALI, with no deductions applying
against that amount. The total amount taxed at the highest marginal rate is then capped to income minus deductions,
excluding assessable contributions and deductions against them.

General expenses include:

Actuarial costs

Accountant fees

Auditor fees

Administrative costs in managing the fund

Trustee fees

Costs of complying with the regulatory obligations of the fund

Investment adviser fees, where those fees relate generally to the operation of the fund and not to a specific
investment or a particular pool of investments

See: Treasury Laws Amendment (Support for Small Business and Charities and Other Measures) Bill 2023

Example 1.1
Al, supplying accounting services to his SMSF (he is the sole trustee and member). The fees are worth $3,000 but are

provided free of charge to the SMSF.

The acquisition of accounting services by the SMSF constitutes a scheme between Al and his SMSF in which the parties
were not dealing with each other at arm’s length, and no expense was incurred when the SMSF would have been
expected to have incurred an expense had the parties been at arm’s length.

As a result, the NALE provisions apply.
The total income of the SMSF in 2023-24 is $20,000 in rent from a rental property to which $5,000 in eligible
deductions for maintenance apply, resulting in a taxable income in 2023-24 of $15,000. No assessable contributions

were made in that income year.

The accounting services are general in nature. The amount of NALI under the 2 factor approach will be twice the
amount that might have been expected to have been incurred: $3,000 x 2 = $6,000.

Applying the cap on the total non-arm’s length component, the cap amount is the total of income other than
assessable contributions, minus deductions other than deductions against assessable contributions. In this case, the
cap is the $20,000 in rental income minus the $5,000 in deductions against that rental income, giving $15,000. As
the cap on the total non-arm’s length component is higher than the non-arm’s length component arrived at above,
the non-arm’s length component remains at $6,000, to be taxed at the highest marginal rate. This leaves a low-tax
component of $9,000. The low tax component is any remaining taxable income after calculating the non-arm’s length
component.
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Example 7.2
Min is a trustee of an SMSF. The members of the SMSF are Min and Min’s spouse Tony. Min is a lawyer and through

her law firm, Min lawyers, provides general legal services, worth $10,000 to their SMSF which the SMSF acquires for
$5,000. These services were provided in circumstances such they were provided in a capacity other than as a trustee
and meet the other requirements of section 17B of the SIS Act.

Min offers the same services she provides to the SMSF to the general public and the market value of these services is
readily apparent from the fee schedule available on Min’s website.

The acquisition of legal services by the SMSF constitutes a scheme between Min and their SMSF in which the parties
were not dealing with each other at arm’s length, and the expense was incurred at a value less than what the SMSF
would have been expected to have incurred as an expense had the parties been dealing at arm’s length, so the non-
arm’s length expense provisions apply. The legal services were general in nature and did not relate to any particular
asset or assets so are a general expense that is a non-arm’s length expense captured under subsection 295-550(8).

The total income of the SMSF in 2023-24 is $23,000 in rent from a rental property to which $10,000 in eligible
deductions for maintenance apply. No assessable contributions were made in that income year. The taxable income is
calculated as $23,000 in rent income minus $10,000 in deductions minus $5,000 charged for legal services, equalling
$8,000.

As a general expense of $5,000 was incurred, which would have been $10,000 if the parties had been dealing at
arm’s length, the amount of NALI is twice the amount of the difference between what was incurred and what would
have been expected to have been incurred had the parties been dealing at arm’s length, which is $10,000.

Applying the cap on the total non-arm’s length component, the cap amount is the total of income other than
assessable contributions, minus deductions other than deductions against assessable contributions. In this case, the
cap is the $23,000 in rental income minus the $15,000 in deductions, giving $8,000. This cap is lower than the non-
arm’s length component arrived at above, so the non-arm'’s length component becomes $8,000 instead of $10,000, as
previously calculated.

This leaves a low-tax component of $0. The low tax component is any remaining taxable income after calculating the
non-arm’s length component.




Example 7.3
Andrew and Stephanie are married and are trustees of their SMSF and the only members of the fund. Andrew is a

lawyer and through his law firm, Andrew Lawyers, provides general legal services, which the SMSF acquires at no
charge. The market rate for these services is $2,000 which is readily apparent from the fee schedule available on
Andrew’s website. These services were provided in circumstances such they were provided in a capacity other than as a
trustee and meet the other requirements of section 17B of the SIS Act.

The acquisition of legal services by the SMSF constitutes a scheme in which the SMSF and Andrew are not dealing
with each other at arm’s length, and the expense was incurred at a value less than what the SMSF might have been
expected to have incurred at arm’s length. The legal services were general in nature and did not relate to any particular
asset or assets so are a general expense that is a non-arm’s length expense captured under subsection 295-550(9).

Stephanie is an investment advisor and through her business, Steph’s Advisory Firm, provides investment services

to her SMSF. Stephanie provides her SMSF with investment services for the fund as a whole, not on any specific
investment or pool of investments. The market value of these services is $2,000 which the SMSF acquires at no charge.
These services were provided in circumstances such they were provided in a capacity other than as a trustee and meet
the other requirements of section 17B of the SIS Act.

The acquisition of investment advice for free constitutes a scheme in which the SMSF and Stephanie are not dealing
with each at arm’s length, the advice is valuable and is provided at no cost and the facts establish that Stephanie can
and does charge $2,000 for the same service provided to unrelated parties. These services were general in nature,
being advice acquired by the SMSF on its general investment strategies, and do not relate to any particular asset or
assets of the fund. They are therefore a general expense that is a non-arm'’s length expense captured under subsection
295-550(9).

The total income from the SMSF in 2023-24 is $22,000, this is earned from a rental property. There are $7,000 of
deductions associated with this income resulting in taxable income for 2023-24 being $15,000. There were two
general expenses that are NALEs for which a total of $4,000 might have been expected to be incurred had the
parties been dealing at arm’s length, but no expense was incurred for either. The amount of NALI would be $8,000
representing twice the amount of the expenses that were not incurred but would have been if the parties had been
dealing at arm’s length.

Applying the cap on the total non-arm’s length component under the 295-545(2A)(b), the non-arm’s length
component cap is $15,000. As the cap is higher than the amount previously calculated, the non-arm’s length
component remains $8,000.

This leaves a low-tax component of $7,000. The low tax component is any remaining taxable income after calculating
the non-arm’s length component.
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How to complete the tax return when NALE general expenses apply
If the SMSF has incurred expenses by a trustee in their capacity as an individual, and the expense is not on arm’s
length terms, then you will need to complete T1 Tax on taxable income (section D).

T1 Tax on taxable income
Is the amount at label A zero?

Yes — Write O (zero) at label T1. Go to label J.
No — Read on.

Is the SMSF a complying SMSF for the income year?
If you answer No:
e All assessable income for a non-complying SMSF is taxed at 45%, whether arm’s length income, NALI or arising
from a change in the SMSF’s tax status.
Multiply A by 45%.
Write the result at label T1.

If you answer Yes, different tax rates apply to arm’s length and NALI.

e Add 45% of the lesser of (the ‘Lesser of’ calculation):
e UNet non-arm’s-length income (in Section B), plus the total NALI that arises due to non-arm’s length general
expenses (if any)

Where, for each general expense, the amount of the NALI is calculated

as:

o The difference between the amount of loss, outgoing or expense (revenue or capital in nature) expected
to be incurred if the parties had been dealing at arm’s length and the amount of loss, outgoing or expense
(revenue or capital in nature) actually incurred (nil if no loss, outgoing or expense was incurred), with the result
multiplied by 2 (the ‘twice the difference approach’ amount).

o Note: don't reduce this amount by any deduction, including the amount of non-arm’s length general expense
actually incurred and.

o The total taxable income for the year written at label o in section ¢ less any assessable contributions you have
written at label r in section b and adding any deductions against those contributions.

e 15% of (Ain Section D less the result of the ‘Lesser of’ calculation above).
e The result is the tax on the SMSF’s taxable income before applying rebates, tax offsets, and credits. Write the result
at label T1, then go to label J.
Label T1 is mandatory. If you leave label T1 blank, you will have specified a zero amount.
QC 101714
TD 2023/D1

The intent of TD 2023/D1 is to provide guidance on how the NALI and capital gains tax provisions interact to determine
the amount of statutory income that is NALI.

The reason for the confusion is because subsection 295-550(1) of the Income Tax Assessment Act 1997 (ITAA 1997) refers
to ‘an amount of ordinary or statutory income’ that is NALI as a result of a scheme in which the parties were not dealing
with each other at arm’s length in relation to the scheme.



https://www.ato.gov.au/forms-and-instructions/self-managed-superannuation-fund-annual-return-2024-instructions/appendixes-for-the-smsf-annual-return/appendix-3-definitions#Approvedpash
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The reason for the issues is that a capital gain is neither statutory income nor ordinary income. However, statutory income
includes the net capital gain as calculated using the method statement in subsection 102-5(1) of the ITAA 1997 (including
the application of capital losses, discount percentage and small business concessions). Therefore, the net capital gain is
relevant in calculating:

e Statutory income for the purposes of subsection 295-550(1) of the itaa 1997; and
e Tax payable by superannuation funds, approved deposit funds and pooled superannuation trusts using the method
statement in subsection 295-10(1) of the itaa 1997.

The draft ruling provides guidance on how the ATO interpret the legislation to calculate the capital gain.
Example 1 - non-arm’s length expenditure incurred to acquire a CGT asset at below market value,

paragraph 295-550(1)(b)
Anya is the trustee of the Forja SMSF which had the following income for the 2022-23 income year:

e $500,000 arm’s length capital gain

e $2 million non-arm'’s length capital gain as a result of a CGT event happening to a CGT asset of the Forja SMSF.
The CGT asset had been acquired by the Forja SMSF in the 2020-21 income year under a scheme where
the parties to the scheme had not dealt with each other at arm’s length such that paragraph 295- 550(1)
(b) applies. If the parties had dealt with each other at arm’s length and paid arm’s length consideration for
the asset, the capital gain would have been $1.3 million.

e other assessable income of $883,333.33 - not a capital gain.

Forja SMSF had a current year capital loss of $200,000 and no previous year net capital losses. Both capital gains are
discount capital gains, but the small business concessions in Subdivisions 152-C, 152-D and 152-E do not apply.

The net capital gain reported was $1,533,333.34, calculated using the method statement under subsection 102-5(1)
(the CGT market value substitution rule in section 112-20 that modifies the cost base was not applied by the trustee):

$2,500,000'- $200,0007 - $766,666.66° = $1,533,333.34

Where:
*is $500,000 + $2,000,000
¥is the capital loss[9]
Sis the 33 3% discount percentage for SMSFs.[10]

The net capital gain that should have been reported is $1,066,666.67 (applying the relevant CGT market value
substitution rule in section 112-20), calculated as follows:

$1,800,000'- $200,000%- $533,333.33% = $1,066,666.67

Where:
is $500,000 + $1,300,000
*is the capital loss[11]
5 is the 33 *% discount percentage for SMSFs.

The expenditure incurred by the Forja SMSF in acquiring the asset is NALE as it is less than the expenditure the
superannuation fund would have been expected to incur had it been dealing at arm’s length with the entity from
which it acquired the asset. There is a sufficient nexus between the expenditure incurred by the Forja SMSF in
acquiring the asset and the capital gain made on the asset for paragraph 295-550(1)(b) to apply.[13] While the non-
arm’s length capital gain as a result of a CGT event happening to the CGT asset was $1.3 million, the amount of NALI
calculated by reference to the non-arm'’s length capital gain cannot exceed Forja SMSF's net capital gain for the income
year, being $1,066,666.67. The amount of NALI is therefore $1,066,666.67.




As such, the tax payable by the Forja SMSF under subsection 295-10(1) is calculated as follows:
Step 1: Is not applicable

Step 2: Work out the entity’s assessable income and deductions taking into account of the special rules in Division 295
The assessable income is $1,066,666.67 (net capital gain) plus $883,333.33 (other income) = $1,950,000. The
deductions are nil.

Step 3: Work out the entity’s taxable income
The taxable income is $1,950,000 less nil deductions = $1,950,000

Step 4: Calculate the non-arm’s length component
The amount of the non-arm’s length component is $1,066,666.67:

$1,066,666.67" - nil* = $1,066,666.67

Where:
"is the NALI amount
*the capital losses and discount percentage are not ‘deductions’ for section 295-545 purposes

Calculate the low tax component
The low tax component of the taxable income is $883,333.33:
$1,950,000'- $1,066,666.67* = $833,333.33

Where:
"is the taxable income
*is the non-arm’s length component

Step 5: Apply the applicable rates as set out in the Income Tax Rates Act 1986
The non-arm’s length component of $1,066,666.67 is taxed at the highest marginal rate (45%) and the low tax
component of $883,333.33 is taxed at 15%

Step 6: Is not applicable.

Update: TD finalised!

The ATO finalised the tax determination on 17 July 2024 and was published as TD 2024/5. There is no significant
change from the draft. The issue with the ruling is that with the application of the current law, it means that arm’s
length capital gains are tainted if there is also a non-arm’s length capital gain in the same income year. We understand
that the SMSF Association will be advocating for a law change so that a proportionate approach applies to non-arm’s
length capital gains, ensuring that the non-arm’s length provisions target only income derived from specific assets.




Session 3: Maximising ECPI

From the 2021-22 income year SMSFs which have a period of deemed segregation may have a choice for how to claim
ECPI. This ‘ECPI choice” allows funds to elect to treat all assets of the fund as if they were not segregated current pension
assets for a year and solely use the proportionate method to claim ECPI for the entire income year.

This reform reduces complexity for funds who would otherwise need to use both the segregated and proportionate
method to claim ECPI, by enabling them to simply use the proportionate method for the full year... taking us back to the
approach which was common industry practice pre-1 July 2017.

However, despite an intent of this reform to simplify the impact of deemed segregation on a fund’s calculation of ECPI, the
ECPI Choice rules bring a new set of complexities... what choice should funds make?

Comprehensive ECPI technical paper

We have put together a comprehensive technical paper on getting the claim for ECPI right. This document, updated in
February 2024, has been provided separately and is also available for download from the Accurium Education website, or
by accessing via the link below:

‘Exempt current pension income: Getting it right’

Tip — accessing the ECPI technical paper
To access the Accurium Education ECPI technical paper via the link above you will need to log into your Accurium

Education account. Please contact us at 1800 203 123 with any questions or if you have any issues logging into
your account or accessing the technical paper.

Other Accurium ECPI resources
There are also numerous other resources available from Accurium to assist with understanding ECPI. Below are some of
the resources that you can utilise:

e ECPI crash course: This free short course will explore the ECPI tax concession available to SMSFs. It will include case
studies for fund losses and segregation, and some tips for maximising your ECPI. (1 hour CPD).
e Mark Ellem’s top 5 tips for claiming ECPI in 2021-22 and beyond.

We have also provided at the end of this ECPI section our ECPI related flowcharts:

e Isan actuarial certificate required?
e Does an SMSF have a choice of how to calculate and claim ECPI?
e Does your fund have disregarded small fund assets?

Tip — accessing the ECPI flowcharts
The above flowcharts are also available from the Accurium website:

https://www.accurium.com.au/actuarial-certificates/.
Just scroll down to ‘Helpful resources’.

Making the choice

Where the SMSF is eligible for ECPI choice, the trustee(s) only need to make a choice where they wish to apply the
proportionate method to the entire income year, despite there being a period or periods where it wholly consists of
retirement phase pensions’ (other than defined benefit pensions).

7 Commonly referred to as a period of ‘deemed segregation’.



https://www.accurium.com.au/articles/2024/03/ecpi-getting-it-right/
https://courses.accurium.com.au/courses/ecpi-crash-course
https://www.accurium.com.au/actuarial-certificates/
https://www.accurium.com.au/actuarial-certificates/
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Tip — Applying default ECPI method

Where the SMSF trustee(s) has ECPI choice for an income year but wish to apply the default method to calculate
and claim ECPI for the income year, that is, the segregated method for periods of deemed segregation and the
proportionate method for periods of mixed interests, there is no requirement to make or record a choice. However,
it would be good practice to record this in a trustee minute to acknowledge that ECPI choice was available, but they
chose not to make the choice to apply the proportionate method for the entire income year. This can be evidence of
ECPI choice being identified, reviewed and considered if it is questioned at a future date.

There is no formal process for an SMSF trustee to make the choice to effectively apply the proportionate method to the
entire income year, where eligible. There is no box or label in the 2024 SMSF annual return and there is no ATO form to
complete. Further, there is no requirement to inform the ATO of the choice being made.

The Explanatory Memorandum (EM) to the Bill that introduced this measure stated that:

e  Trustees will choose which method to use and calculate ECPI before submitting the fund’s SMSF annual return; and
e This choice is not a formal election and does not have to be submitted to the ATO. However, it is expected that
trustees will keep a record of any choice they make and the details of the calculation they use.

Tip — Retrospective ECPI choice
SMSF trustees will be able to make their choice of the ECPI calculation method on a retrospective basis, that is, as
part of the preparation of the annual financial statements and SMSF annual return.

In respect of recording the choice, we believe that this can be evidenced by a trustee minute, resolution or
declaration.

Tip — Recording ECPI choice

We've included at the end of this ECPI section a suggested wording for consideration where the trustee(s) decide to
make the choice to effectively apply the proportionate method for the entire income year and an alternate wording
for when the trustee(s) decide not to make the choice notwithstanding the SMSF’s eligibility for the ECPI choice
measure.

Completing the 2024 SMSF annual return for ECPI

Question 10 of the SMSF annual return requires completion where the SMSF claims ECPI for the income year. Where the
SMSF has no other assessable income, after claiming ECPI, there is no requirement to complete section B of the annual
return.

Question 10 requires the SMSF to indicate which method was used to claim ECPI. Where an SMSF uses both methods in
the income year, it will check both box B and C.

10 Exempt current pension income
Did the fund pay retirement phase superannuation income stream benefits to one or more members in the income year?

e To claim a tax exemption for current pension income, you must pay at least the mimmum benefit payrment under the law.
Record exempt current pension income at Label A.

No [:I' Go to Section B: Income.

Yes | ]} Exempt current pension income amount A $ DDD’DE”:L (11 s

Which method did you use to calculate your exempt current pension income? .
Segregated assets method B D

Unsegregated assets method © D} Was an actuarial certificate obtained? D Yes D

Did the fund have any other income that was assessable?
E Yes D' Go to Section B: Income.

N D’ Choosing 'No’ means that you do not have any assessable income, including no-TFMN quoted contributions.
o Go to Section C: Deductions and non-deductible expenses. (Do not complete Section B: Income.)
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Where the SMSF claims ECPI using the proportionate method it must obtain the relevant actuarial certificate prior to
lodgement of the relevant return. The SMSF will also be required to check box C in question 10 of the return. It will also
have to check box D to indicate that it has obtained the relevant actuarial certificate.

Effect of ECPI on deductions
An SMSF that claims ECPI must also be aware of the effect such a claim will have on deductions and losses. Refer to
session 5, ‘Critical tax issues for SMSFs’ which includes a review of the effect of ECPI on deductions and losses.

Documenting the ECPI choice

The following is a suggested wording for consideration when an SMSF is eligible to make a choice of how ECPI will be
calculated and claimed in an income year. This wording could be used in a trustee minute, resolution, declaration, or a
simple record of decision.

Suggested wording — SMSF eligible for ECPI choice and makes choice to apply proportionate method for the
entire income year:

It was noted that for the 2023-24 income year the SMSF had the following periods where all the superannuation interests
held in respect of members were in the retirement phase, commonly referred to as a period of ‘deemed segregation’ and
the retirement phase interests did not include defined benefit pensions:

Period(s) of deemed segregation
1 October 2023 to 15 January 2024
14 April 2024 to 18 June 2024

It was further noted that the SMSF did not have disregarded small fund assets, as defined in section 295-387 Income Tax
Assessment Act 1997. Consequently, the SMSF has a choice of how to calculate and claim ECPI for the 2023-24 income
year.

It was resolved that in accordance with subsection 295-385(9) Income Tax Assessment Act 1997, the trustee(s) choose
to treat all of the assets of the fund as not being segregated current pension assets of the fund for the 2023-24 income
year during the periods of deemed segregation, as noted above. The trustee(s) acknowledge and confirm that the
proportionate method will be used to calculate and claim ECPI for the entire 2023-24 income year in accordance with
section 295-390 Income Tax Assessment Act 1997 and the relevant actuarial certificate will be obtained from the fund’s
consulting actuaries, Accurium prior to lodgement of the fund’s 2024 SMSF annual return.

Suggested wording — SMSF eligible for ECPI choice, but does not make a choice and applies the default method
to calculate and claim ECPI for the income year:

It was noted that for the 2023-24 income year the SMSF had the following periods where all the superannuation interests
held in respect of members were in the retirement phase, commonly referred to as a period of ‘deemed segregation’ and
the retirement phase interests did not include defined benefit pensions:

Period(s) of deemed segregation
1 October 2023 to 15 January 2024
14 April 2024 to 18 June 2024

It was further noted that the SMSF did not have disregarded small fund assets, as defined in section 295-387 Income Tax
Assessment Act 1997. Consequently, the SMSF has a choice of how to calculate and claim ECPI for the 2023-24 income

year.




It was resolved that the trustee(s) would not be making a choice in accordance with subsection 295-385(9) Income Tax
Assessment Act 1997, and consequently the default approach to calculating and claiming ECPI for the 2023-24 would
apply. The trustee(s) acknowledged and confirmed that this means that the segregated method, per section 295-385
Income Tax Assessment Act 1997, will be used to claim ECPI for period(s) of deemed segregation, as noted above and

the proportionate method, per section 295-390 Income Tax Assessment Act 1997, will be used to claim ECPI for the

other period(s) of the income year. It is noted that in respect of ECPI claimed using the proportionate method that the
trustee(s) will be required to obtain the relevant actuarial certificate from the fund’s consulting actuaries, Accurium prior to
lodgement of the fund’s 2024 SMSF annual return.

Is an actuarial certificate required?
Use the flowchart below to determine whether an SMSF will require an actuarial certificate to claim ECPI for the 2021-22
and later income years.

You can also access the flowchart by clicking here.

Did the fund have any No actuarial certificate required

retirement phase The fund ome will be 100% taxable

{pensions) during the the fund cannot claim exempt current pe
Income year? income (ECP1).

“
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IS AN -
ACTUARIAL s —
CERTIFICATE G ——

All of the as supporting retirement phase

J:\’ l_ (] l J | ‘711 [__ D _) interests are segregal Incor ned on these
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£ the income year?
;

Did the trustees elect to segregate certain assets,
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following income years. m

Wiere there any days during the income year
where the fund was solely in retirement phase (i.e
had no accumulation, non-retirement phase TRIS,

or reserve accounts on those daysh?

o

The Trustee(s) have the choice of which ECP
method to use for penods solely in retirement
phase. Did the trustees elect to treat all periods
whikch were solely in retirement phase as
unsegregated for the income year?

”
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Flowchart: Does your SMSF have ECPI choice?

Use the flowchart below to determine whether an SMSF will have a choice of how it calculates, and claims ECPI for a

particular income year.

You can also access the flowchart by clicking here

WORKSHEET

DOES AN SMSF HAVE
A CHOICE OF HOW TO
CALCULATE AND
CLAIM EXEMPT
CURRENT PENSION
INCOME (ECPI)??

An SMSF may have a choice of how to claim ECPI
from the 2021-22 income year. Use this follow
your path flowchart to determine the options for
an SMSF calculating and claiming ECPI for the
2021-22 and following income years.

Phone: 1800 203 123

‘ ’ ACCURIUM act@accurium.com.au

www.accurium.com.au

Did the SMSF consist
wholly of retirement phase
interests (excluding DBP?) Does the SMSF have DSFA2?
for the entire income year?

&

SMSF uses
segregated method

to claim ECPI for the
entire income year

SMSF uses
proportionate
method to claim ECPI
for the entire
income year

Does the SMSF have period(s)
(not the whole year) where it
consists wholly of retirement
phase pensions (known
as period(s) of
‘deemed segregation’),
other than DBP'?

NO CHOICE MADE

regated method for period(s) of

d segregation’ and proportionate method for
other period(s) SMSF has choice to treat ALL

assets held during period(s) of
‘deemed segregation’ NOT as

segregated current
pension assets
CHOICE MADE
Must use proportionate method for
entire income year

" Defined benefit pensions
2 Disregarded small fund assets
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Flowchart: Does the SMSF have disregarded small fund assets?
Use the flowchart below to determine if an SMSF has disregarded small fund assets for a given income year (from the

2021-22 income year). An SMSF with disregarded small fund assets cannot use the segregated method to calculate and
claim ECPI for that income year and must use the proportionate method.

You can also access the flowchart by clicking here.

WORKSHEET

DOES YOUR
FUND HAVE
DISREGARDED
SMALL FUND
ASSETS?

A fund may have disregarded small fund assets
if a member has a total superannuation balance
of over $1.6 million. Use this follow your path
flowchart to see if your fund is affected for the
2021-22 and following income years. Whether
a fund has disregarded small fund assets or not
affects how it can claim exempt current pension
income (ECPI).

Phone: 1800 203 123

‘ ’ ACCURIUM act@accurium.com.au

Wwww.accurium.com.au

The information in thi
It

longer current

Is the fund an SMSF or
small APRA fund?

@

Were there any retirement phase interests at any
time during the income year?

@

Did the fund wholly consist of retirement phase
interests, other than defined benefit pensions, for
the entire income year?

o

Consider all individuals who were members of
the fund during the income year. Did any of them
have a Total Superannuation Balance (TSB) of
greater than $1.6 million at the previous 30 June?
An individual’s TSB is the value of all their
superannuation interests, including those outside

the SMSF.

Did the member with a TSB of greater than
$1.6 million also have a retirement phase interest

at the previous 30 June?

Does not have disregarded small
fund assets

The disregarded small fund assets legislation

only applies to SMSFs and small APRA funds.
It is only relevant for funds that have
retirement phase interests during the
income year.

Does not have disregarded small
fund assets

The fund can use the segregated method to
claim ECPI:

* for income earned on days where the fund was
solely in retirement phase (i.e. no accumulation or
reserve accounts)

* for income earned on assets that trustees have
elected to segregate to solely support retirement
phase interests. Best practice is to ensure decisions to
segregate were made before the start of the income
year and are well documented.

Has disregarded small fund assets

The fund cannot segregate assets for tax
purposes. The trustees will need to obtain an
actuarial certificate and use the proportionate

method to claim ECPI.

Subject to the fund’s trust deed, trustees may still
be able to adopt different investment strategies
for different members for the purposes of
allocating earnings.
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Session 4: The SMSF compliance risk areas

Section 35C SIS Act requires the trustees of an SMSF to appoint an approved SMSF auditor to provide a report, in the
approved form, on the operations of the fund. Trustees must provide all relevant information and documentation that is
required to prepare the report and requested by the audit within 14 days of the request.

Auditors must conduct their audit in accordance with the auditing standards and may be required to report contraventions
to the ATO in certain circumstances. Further details on the reporting criteria can be found on the ATO’s website (QC
17603).

Since the commencement of contravention reporting in 2004 the main areas of compliance breaches and concerns for the
ATO have been:

Providing loans and/or financial assistance to members or relatives
In-house assets

Separation of fund assets from those held by the trustees personally
Some purpose test

Loans, financial assistance and illegal early access
Members accessing their superannuation benefits early remains a key focus for the ATO, with resources being allocated

to combatting the issue. Using new programs, the ATO estimate that in the 2020-21 financial year an estimated $256
million of superannuation was accessed early, prohibited loans were estimated to be $209 million and the ATO were able
to protect $168 million from being accessed early at the registration of an SMSF stage. In recent times the ATO have
clamped down on historical practices of treating access to superannuation early as a loan to the member. Where the ATO
investigate instances of loans to members they will expect to see an arm’s length loan agreement that was drafted and
considered prior to any payments being made, as well as arm’s length repayments being made, in accordance with the
loan agreement.

Such agreements will not necessarily save the trustees or members from penalties, as loans to members is a breach of
section 65 SIS Act. In many instances such loan agreements will not be executed as the reporting of the loan in a fund’s
financial accounts is generally designed to attempt to cover up the breach and have the amount returned to the fund,
under the impression this will rectify the situation.

Where benefits are accessed early, and not in accordance with the superannuation law payment standards®, not only
can the trustees be penalised for allowing such breaches to occur, the members will also be assessed on the withdrawal
amounts as ordinary income.

That is, the full amount of the withdrawal is at risk of being defined as assessable income, with no reference to
tax-free/taxable components or the member’s age®. The ability to access benefits tax-free once you reach age 60 is only
applicable where you are able to access those benefits in accordance with the payment standards, i.e., you have met a
condition of release.

Care should be taken before reporting early access to superannuation as a loan account if this cannot be substantiated
with supporting documentation. Even greater care should be taken by trustees not to be tempted to allow early access
to superannuation benefits as the ATO have shown in recent years they are not afraid to disqualify individuals from being
trustees if they breach the rule™.

8 Refer Part 6 SIS Regulations
9 Refer Division 304 ITAA 1997
10 As increase in disqualifications can be observed in the Disqualified trustees Register
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In-house assets and related parties

The nature of an SMSF means that it will be common that transactions will involve related parties. Consequently, it's
important to identify who is a related party of an SMSF and the rules governing dealing with related parties. Throughout
the SIS Act and Regulations there are many provisions governing a superannuation fund dealing with a related party,
including:

e Section 17A SIS Act — The basic conditions for an SMSF.

e Section 62A SIS Act & SIS Regulation 13.18AA — Investments in collectables and personal use assets.

e Section 65 SIS Act — Prohibition on lending and/or using resources of the fund to provide financial assistance to
members of a superannuation fund.

e Section 66 SIS Act — Prohibition on acquiring certain assets from members of a superannuation fund.

e Section 67A SIS Act — Limited recourse borrowing arrangement (LRBA) rules, plus the ATO's ruling on related party
lending under an LRBA, PCG 2016/5.

e Part 8 of the SIS Act — In-house asset rules.
Section 109 SIS Act — Investments of a superannuation fund to be made and maintained on arm’s length basis.
Section 295-550 ITAA 1997 also needs to be considered when assessing arm’s length dealings

The in-house asset rules are contained in Part 8 of the SIS Act and have the purpose of limiting the risks associated with
superannuation funds entering into certain transactions with related parties by limiting the fund’s total exposure to certain
specified ‘in-house’ assets.

Defining an in-house asset
Sub-section 71(1) SIS Act defines an in-house asset of a superannuation fund is an asset that is any of the following:

e Aloan to, or an investment in, a related party of the superannuation fund;

e Aninvestment in a related trust of the superannuation fund; and

e An asset of the superannuation fund that is subject to a lease or lease arrangement between the superannuation fund
trustee(s) and a related party.

Tip

There are also a number of specific exclusions to the definition on an in-house asset included in sub-section 71(1),
listed in sub paragraphs (a) through to (j). Have a read of these subparagraphs to identify the common SMSF
exclusions.

In-house asset terms
The ATO has outlined in SMSFR 2009/4 their view of the meaning of the following terms as they apply to the definition of
an ‘in-house asset’:

e ‘asset’;

e ’loan’;

e ‘investmentin’;

e 'lease’; and

e 'lease arrangement’.

Review SMSFR 2009/4 to gain an understanding of the above terms, including a review the examples provided in the
Appendix.

Tip
An SMSF may be able to lease part of a property, for example, a single title with multiple buildings or a single title
with one building with separate areas. Where the SMSF trustee enters into a lease or lease arrangement with a
related party for a part of the property, that part of the property and the value of that part is the in-house asset and
subject to the 5% limit.

Tip

An asset of an SMSF will also be an in-house asset where it is subject to a lease or lease arrangement with a related
party for only part of the income year. It will be the full value of the asset subject to the lease or lease arrangement
that will be the in-house asset for that period it was leased to the related party and subject to the relevant in-house
asset rule(s).



https://www.ato.gov.au/law/view/document?docid=SFR/SMSFR20094/NAT/ATO/00001
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Defining a related party of an SMSF
A ‘related party’"" of a fund means any of the following:

(a) A member of the fund; and
(b) A standard employer sponsor of the fund,;
(c) A 'Part 8 associate’ of an entity referred to in (a) or (b) above.

A ‘standard employer sponsor’ of a fund is an employer who contributes, or would contribute, wholly or partly pursuant
to an arrangement between the employer and the trustee of the superannuation fund. However, if the employer only
contributes, or would contribute, pursuant to an arrangement between the employer and a member, then the employer is
not a standard employer sponsor'2.

Tip
Generally, an employer who contributes to an SMSF will not be a ‘standard employer sponsor’ as they will
contribute pursuant to an arrangement with the member, e.g. per an employment agreement and/or as required
under the Superannuation Guarantee requirements. An indication of an employer being a ‘standard employer
sponsor’ is where they are a party to SMSF’s trust deed, or the deed requires their approval for any changes. Again,
an employer will generally by an employer sponsor or contributing employer, but not a standard employer sponsor.

As it would be rare for an SMSF to have a ‘standard employer sponsor’ the related parties of an SMSF will be limited to:

1. The members of the fund; and
2. Part 8 associates of the members of the fund.

Fund member
The term ‘member’ has a meaning affection by section 15B SIS Act'3, which states:

1. The regulations may provide that a person is to be treated, or is not to be treated, as being a member of a
superannuation fund for the purposes of this Act or specified provisions of this Act.

2. This Act applies with such modifications (if any) as are prescribed in relation to a person who is a member of a
superannuation fund because of regulations made for the purposes of this section.

In the SIS Regulations, the meaning of ‘'member’ is modified in respect of a superannuation interest that is subject to a
payment split, or a non-member spouse interest that has been created under SIS regulation 7A.03B and the non-member
spouse in relation to the interest was not a member of the fund immediately before the operative time for the payment
split.™

Tip

Whether a person is a member of the fund will depend upon the provisions of the fund’s trust deed. From the
ATO's perspective, an individual is a member of a superannuation fund where they have an interest in the fund.
Consequently, a deceased individual with an interest in a superannuation is likely to still be a member of the fund.

11 Definition of ‘related party’ in section 10 SIS Act.
12 Sub-section 16(2) SIS Act.

13 Definition of ‘'member” in sub-section 10(1) SIS Act.
14 SIS regulation 1.04AAA.




Part 8 associate of a member
The Part 8 associates of a member of a fund are outlined in section 70B SIS Act, as follows:

(a) a relative of the primary entity;
(b) if the primary entity is a member of a superannuation fund with no more than 6 members:
(i) each other member of the fund; and
(ii) if the fund is a single member self-managed superannuation fund whose trustee is a company--
Each director of that company; and
(iii) if the fund is a single member self-managed superannuation fund whose trustees are
Individuals--those individuals;
(c) a partner of the primary entity or a partnership in which the primary entity is a partner;
(d) if a partner of the primary entity is an individual--the spouse or a child of that individual;
(e) a trustee of a trust (in the capacity of trustee of that trust), where the primary entity controls the trust;
(f) a company that is sufficiently influenced by, or in which a majority voting interest is held by:
(i) the primary entity; or
(i) another entity that is a part 8 associate of the primary entity because of another paragraph of
This section or because of another application of this paragraph; or
(iii) 2 or more entities covered by the preceding subparagraphs.

Part 8 associate — Relative
A ‘relative’ of an individual means'®:

(a) a parent, grandparent, brother, sister, uncle, aunt, nephew, niece, lineal descendant or adopted child of the
individual or of his or her spouse;

(b) a spouse of the individual or of any other individual referred to in (a).

Tip
Can you identify a relative that is not included in the definition of relative? Where else in the SIS Act is the term
relative used and is the same definition as this one?

Any relative who is not included in this definition would not be a Part 8 associate of a member.

Section 17A SIS Act has a separate definition of relative, for the purposes of that section only. In addition to those
individuals listed above, it also includes; great aunt/uncle, first & second cousins and former spouse.

[t's important to understand the meaning of the term ‘spouse’. This is defined in sub-section 10(1) SIS Act as:

‘spouse’ of a person includes:

(a) Another person (whether of the same sex or a different sex) with whom the person is in a relationship that is
registered under a law of a State or Territory prescribed for the purposes of section 2E of the Acts Interpretation
Act 1901 as a kind of relationship prescribed for the purposes of that section; and

(b) Another person who, although not legally married to the person, lives with the person on a genuine domestic
basis in a relationship as a couple.

Tip
Two persons may be regarded a spouse of each other where they merely live together on a genuine domestic basis
in a relationship as a couple.

15 Definition of 'relative’ in sub-section 10(1) SIS Act.

41



42

Included in the definition of an individual is a lineal descendant. A lineal descendant is a blood relative in the direct line of
the individual, which includes a child. The term ‘child’ is defined in sub-section 10(1) SIS Act as:

‘Child’, in relation to a person, includes:

(a) An adopted child, a stepchild or an ex-nuptial child of the person; and
(b) A child of the person’s spouse; and
(c) Someone who is a child of the person within the meaning of the Family Law Act 1975.

The term ‘adopted child’ is also defined in sub-section 10(1) SIS Act as:
‘Adopted child’, in relation to a person, means a person adopted by the first-mentioned person:

(a) under the law of a State or Territory relating to the adoption of children; or
(b) under the law of any other place relating to the adoption of children, if the validity of the adoption would be
recognised under the law of any State or Territory.

The term ‘stepchild” is not defined in the SIS Act or the SIS Regulations and is therefore given its ordinary or ‘common law’
meaning, having regard to the context in which it appears. The Macquarie Dictionary defines ‘stepchild’ as ‘a child of a
husband or wife by a former union’. Similarly, the Australian Oxford Dictionary describes it as meaning ‘a child of one’s
husband or wife by a previous marriage’. However, it is not clear from these definitions whether a child remains a stepchild
of a person after that person’s relationship with the child’s natural parent ends.

Tip

The issue of when a step relationship ceases is more relevant to the payment of a deceased member’s benefits.
Reference can be made to ATO ID 2011/77 as well as the decision by the Superannuation Complaints Tribunal (SCT)
in case D19-20\023 SCT, which is contrary to the ATO’s view outlined in the ID, but consistent with family provision
legislation.

Part 8 associate — Partner and partnership
Included in the list of Part 8 associates of an individual is a partner of the individual or a partnership in which the individual
is a partner. The term ‘partnership’ is defined to have the same meaning in the Income Tax Assessment Act 1997'°, being:

(a) an association of persons (other than a company or a * limited partnership) carrying on business as partners or
in receipt of * ordinary income or * statutory income jointly; or
(b) a limited partnership.'”

Tip
The term “partnership’ will include both a general law partnership, one that is carrying on a business, as well as
one that is generally referred to as a ‘tax law partnership’. A ‘tax law partnership’ is where there is a joint receipt

of income between two or more parties. For example, two individuals, Fred and Barney, who are not related to
each other, jointly own a rental property. As they are jointly receiving income, they are partners in a partnership and
consequently Part 8 associates of each other.

Part 8 associate - Company
Also included in the list of Part 8 associates of an individual is a company that is sufficiently influenced by, or in which a
majority voting interest is held by the fund member or their Part 8 Associates.

A company is ‘sufficiently influenced’ where it or a majority of its directors are accustomed or under an obligation
(whether formal or informal), or might reasonably be expected, to act in accordance with directions, instructions or wishes,
of the SMSF member and their Part 8 associates’®.

A majority interest means being in a position to cast, or control the casting of, more than 50% of the maximum number
of votes that might be cast at a general meeting of the company'.

16 Sub-section 70E(4) SIS Act.

17 Definition of ‘partnership’ in sub-section 995.1(1) ITAA 1997
18 Sub-section 70E(1)(a) SIS Act.

19 Sub-section 70E(1)(b) SIS Act.




Tip
Refer to the case of Gutteridge and Commissioner of Taxation [2013] AATA 947 and the ATO's Decision Impact
Statement. Whilst not a case specifically on SMSFs and control, it does provide insight on understanding what is
‘accustomed to act in accordance’ with a person’s wishes, particularly where that person does not hold an office of
the company.

You can also refer to following commentary on the case from two law firms and its application to the in-house
asset rules:
e Cooper Grace Ward — "AAT case gives insight into control considerations for SMSFs and structuresinvolving

related parties’.
e DBA Lawyers — 'Recent case has huge implications for control of a 50-50 ‘unrelated’ unit trust’.

Part 8 associate — Trust

A Part 8 associate of an individual includes a trustee of a trust which is controlled by the member. For determining
whether a trust is controlled by a member, reference can be made to sub-section 70E(2) SIS Act that states that an entity,
in this case an individual, controls a trust if:

(a) a group in relation to the entity has a fixed entitlement to more than 50% of the capital or income of the
trust; or

(b) the trustee of the trust, or a majority of the trustees of the trust, is accustomed or under an obligation
(whether formal or informal), or might reasonably be expected, to act in accordance with the directions,
instructions or wishes of a group in relation to the entity (whether those directions, instructions or wishes are, or
might reasonably be expected to be, communicated directly or through interposed companies, partnerships or
trusts); or

(c) a group in relation to the entity is able to remove or appoint the trustee, or a majority of the trustees, of

the trust.

For the purpose of control, a ‘group’ in relation to an entity means?°:

a) the entity acting alone; or

b) a Part 8 associate of the entity acting alone; or

<) the entity and one or more Part 8 associates of the entity acting together; or
d) 2 or more Part 8 associates of the entity acting together.

Py

Effectively, a trust will be controlled by a group, where the individual, the SMSF that they are a member of, and their Part 8
associates either:

have entitlement to more than 50% of the capital or income of the trust; or
provides directions or instructions to the trustee of the trust who acts in accordance with those directions or
instructions; or

e can remove or appoint the trustee or the majority of trustees of the trust.

Applying the in-house asset rules

Once it is determined that an SMSF has an in-house asset, due to its association with a related party, this is not by itself a
breach. The fund then needs to apply the applicable in house asset rules. The in-house asset rule effectively restricts the
amount of in-house assets that a superannuation fund, generally either an SMSF or a small APRA fund (SAF), can have.

20 Sub-section 70E(3) SIS Act.
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The relevant in-house asset rules are as follows:

Rule 1: The year end in-house asset market value ratio test

If, at the end of the income year, the market value ratio of in-house assets of an SMSF exceeds 5%, the trustees must
prepare a written plan to reduce the market value ratio of in-house assets to 5% or below. This plan must be prepared
before the end of the next following income year and each trustee must ensure that the steps in the plan are carried out?'.
For example, if an SMSF exceeds the 5% in-house asset market value ratio as at 30 June 2022, a plan must be prepared
and implemented on or before 30 June 2023.

Tip
If an SMSF initially does not exceed the market value ratio of 5%, but due to a fall in value of other fund assets,

the year-end market value ratio exceeds 5%, the trustee(s) must still implement a plan to dispose of the calculated
in-house asset excess amount.

The trustee(s) cannot simply wait for the fund’s other assets to recover in value such that the market value ratio
does not exceed 5% at the following year end, nor can contributions be made to decrease the market value ratio.

Rule 2: In-house asset market value ratio already exceeds 5%
Where the market value ratio of an SMSF's existing in-house assets already exceeds 5%, the fund is prohibited from
acquiring any further in-house assets??.

Rule 3: In-house asset market value ratio does not exceed 5%
Where the market value ratio of an SMSF's existing in-house assets does not exceeds 5%, the fund is prohibited from
acquiring any further in-house assets where it would result in the fund’s in-house asset market value ratio exceeding 5%?3.

Tip

For the purpose of rules 2 and 3, a reference to ‘acquiring’ includes a reference to making an investment or a loan,
or entering into a lease or lease arrangement, if the asset subject to the lease of the lease arrangement, would be
an in-house asset?*.

An SMSF trustee must ensure that the above in-house asset rules are complied with?®.

Calculating the market value ratio of in-house assets
The market value ratio of a fund’s in-house assets is calculated using the following formula?®:

[(Number of whole dollars in value of in house assets)
= (Number of whole dollars in value of all fund assets)] x 100

Tip
When applying the formula, ignore any fund liabilities. For example, an SMSF with a limited recourse borrowing
arrangement (LRBA) has gross assets of $2 million, but after allowing for the loan under the LRBA of $600,000, has
net assets of $1.4 million. Where the SMSF also has an in-house asset, the market value ratio will be based on the
fund’s gross assets of $2 million and not its net assets of $1.4 million.

21 Section 82 SIS Act.

22 Sub-section 83(2) SIS Act.
23 Sub-section 83(3) SIS Act.
24 Sub-section 83(4,
(1
(1

25 Sub-section 84
26 Sub-section 75

SIS Act.

)
) SIS Act.
)
) SIS Act.
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Identifying a breach of the in-house asset rules
As noted, having an in-house asset is not a breach of the in-house asset rules. A breach will occur where the in-house
asset rules, previously outlined, are not complied with?’, that is either:

e The SMSF acquires an in-house asset where the fund’s in-house asset market value ratio at the time of acquiring the
new in-house asset already exceeds 5%?; or

e The SMSF acquires an in-house asset where the fund’s in-house asset market value ratio at the time of acquiring the
new in-house asset does not exceed 5%, however, after the acquisition the ratio does exceed 5%2°; or

e The SMSF's year end in-house asset market value ratio exceeds 5%, but the trustee(s) does not put in place a written
plan to dispose of the excess in-house asset by the following year end and carries it out®.

When considering a particular investment, whether it be a potential acquisition from a related party and/or a potential
in-house asset, do not limit your considerations to those specific areas of the law. The Merchant case®' helps highlight this
point.

Although the trustees acquired listed shares from a related party at market value, in accordance with section 66 SIS Act,
they ATO found they had breached other areas of the law, including

e The sole purpose test

e Provisions of financial assistance to members

e Investment not in accordance with the fund’s investment strategy

e Aswell as anti-avoidance under Part IVA ITAA 1936

Market valuations

The market value of an asset is considered to be the amount that a willing buyer and willing seller would agree to in an
arm‘s-length transaction, assuming the sale occurred after proper marketing of the asset and the buyer and seller acted
knowledgably and prudentially in relation to the sale®?.

It is the trustee’s responsibility to provide objective and supportable evidence to the auditor for the valuation of the fund’s
assets, including all relevant documents requested by the auditor. Failure to do so could delay the audit and lodgement
process for the fund’s SMSF annual return (tax return). If there are material concerns with the valuation provided, an
auditor may also qualify their audit report, which may result in a contravention being lodged with the ATO.

The responsibility to value fund assets
It is not the auditor’s role to value an asset, but rather it is to consider the evidence supplied by the trustees in
support of the valuation recorded in the financial statements of the fund.

Earlier this year the ATO underscored the paramount importance of valuing SMSF assets at market value every income year
(refer ‘Valuing fund assets correctly for the SMSF annual return’). This responsibility falls squarely on the shoulders of SMSF
trustees. Prior to lodging the SMSF annual return (SAR), trustees must ensure that their fund’s SMSF auditor is able to
assess whether the basis for these valuations is appropriate and supported by relevant evidence.

Recent data analysis by the ATO has revealed a concerning trend in that a significant number of funds have maintained
the same values on reported SMSF assets in their annual returns over multiple income years. Of particular concern are
approximately 16,500 funds that have reported certain classes of assets at the same value for at least three consecutive
years. These assets include residential and commercial property, unlisted companies, and unlisted trust investments.

The ATO's scrutiny doesn’t stop there. Despite the high number of funds at risk, data indicates that no auditor
contravention reports (ACRs) were lodged for potential breaches of the market valuation rules for these assets. In
response, the ATO has initiated targeted messaging to trustees and auditors, reminding them of their obligation to value
and report assets at market value annually.

27 Section 84 SIS Act.

28 Not complying with sub-section 83(2) SIS Act.

29 Not complying with sub-section 83(3) SIS Act.

30 Not complying with section 82 SIS Act.

31 Merchant and Commissioner of Taxation [2021] AATA 915
32 Subsection 10(1) SIS Act
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Trustees must understand the implications of failing to meet valuation requirements. This includes:

e Failing to comply with SIS Regulation 8.02B to disclose assets in financial statements at market value. This could
lead to an administrative penalty being imposed on each trustee of 10 penalty points, a current monetary penalty of
$3,130.

e Failing to pay the correct minimum pension. Where assets are undervalued, this would result in the relevant pension
balance used to determine the required minimum pension to also be undervalued. Correcting the disclosed amount
of the asset to market value and the resulting effect on the pension balance could mean the fund failed to pay the
minimum pension. This in turn could result in the fund being denied it's claim for ECPI.

e Anincorrect amount being used for total superannuation balance. Again, where an asset is undervalued and the
member’s balance is undervalued, their total superannuation balance is also likely to be undervalued. As total
superannuation balance is used for a member’s entitlement to the non-concessional cap and the carry forward catch-
up concessional cap, a correction to the disclosed value of fund asset could result in the member not being entitled to
the cap they believed they were. This could result in the member having excess contributions.

In addition to annual financial statements, it's also important for fund assets to be correctly valued at the time a retirement
phase pension is commenced. The commencement value of a retirement phase pension is used to determine how much
of a member’s transfer balance cap is used. Where the value of assets used in below market value and are subsequently
adjusted, a re-reporting of the commencement value of the retirement phase pension could result in the member having
an excess transfer balance amount.

Therefore, it is crucial for trustees, accountants, and advisors to stay abreast of ATO guidelines and regulatory requirements
pertaining to SMSF asset valuations. Compliance with these guidelines not only ensures adherence to legal obligations but
also fosters transparency and integrity within the SMSF sector.

As trustees prepare for the next round of financial statements and annual returns, it is imperative to heed the ATO’s
reminder; assets must be reported at market value. By providing objective and supportable evidence to SMSF auditors
and adhering to valuation requirements, trustees can navigate the critical audit issues associated with SMSF investments
effectively.

Tip — market value of fund assets

The ATO has provided a guide to help SMSF trustees when valuing assets for superannuation purposes.
The "Valuation guidelines for self-managed superannuation funds’' (QC 26343) outlines:

The ATO's approach to valuations;

Why assets need to be valued;

Who can value fund assets, including when a qualified valuer is required; and

General valuation principles.

The ATO's valuation guidelines document provides guidelines for self-managed superannuation fund trustees on valuing
assets for superannuation purposes. It is noted that if the guide is followed that the ATO will generally accept the
valuation provided.



https://www.ato.gov.au/super/self-managed-super-funds/in-detail/smsf-resources/valuation-guidelines-for-self-managed-super-funds/
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The following is a summary of the key take-a-ways from the valuation guideline:

e Assets in self-managed superannuation funds (SMSFs) should be valued using a fair and reasonable process based on

objective and supportable data.

Listed securities should be valued using the closing price on the approved stock exchange or licensed market.

When valuing real property consideration may be given to using a qualified independent valuer. Factors to consider as
part of the valuation process include: The value of similar properties, recent sales, purchase price, improvements, rates
notice and income yields.

e Acquisitions of assets from related parties must be at market value, determined based on objective and supportable
data.

¢ Investments made and maintained on an arm'’s length basis should reflect a true market rate of return and be based
on objective and supportable data.

e Disposal of collectables and personal use assets to a related party must be conducted at market price determined by a
qualified independent valuer.

¢ In-house assets need to be valued at the end of the financial year to test if their market value exceeds 5% of the total
assets.

e The market value of assets supporting a pension needs to be determined on the commencement day of the pension
or 1 July of the financial year.

e Unlisted securities and unit trusts should be valued considering factors such as the value of assets in the entity and
consideration paid on acquisition.

e Care needs to be taken when acquiring investments without a ready market as it's unlikely that an asset with no
known value or potential for capital or income growth would be considered a prudent investment to support
member’s retirement goals. It also may give rise to the asset being recorded at a nil or nominal amount in the fund'’s
annual financial statements.

e If asignificant event affects the value of an asset, a new valuation should be obtained or alternative evidence should
be used.

¢ Trustees should assess the appropriateness of previous valuations and obtain new valuations if necessary.

e Approved SMSF auditors are responsible for checking asset valuations during the annual audit. They are not
responsible for determining the market value of a fund asset.

¢ Trustees should maintain evidence of valuations and be prepared to provide it to the auditor.

Valuing real property
SMSF trustees can determine the market value of real estate by engaging a qualified independent valuer, obtaining

a real estate appraisal, using online property valuation tools, considering recent sales data, and seeking advice from
professionals. It is important to ensure that the chosen approach is based on objective and supportable data and complies
with regulatory guidelines.

To substantiate the market value of real property assets, SMSF trustees can use various sources, including engaging a
qualified independent valuer, obtaining an appraisal from a licensed real estate agent or property valuer, utilising online
property valuation tools, reviewing recent sales data of similar properties, conducting a comparative market analysis,
considering property assessments from local government authorities, and seeking professional advice from real estate
agents, property valuers, or financial advisors. It is important to consider multiple sources of evidence to ensure a more
accurate and reliable valuation.

Consideration should be given to engaging a qualified independent valuer to ensure an accurate and reliable valuation of
real estate where either:

e The nature of the assets indicates the valuation is likely to be complex; or
e The value of the asset(s) represents a significant portion of the fund’s value.
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Valuing assets held via an unlisted entity
SMSFs will also hold real estate indirectly via an unlisted entity. The approach to valuing unlisted assets, such as unlisted

securities or units in unlisted unit trusts, involves considering multiple factors that may affect their value. These factors
include:

1. The value of the assets held within the entity.
2. The consideration paid for the acquisition of the unlisted securities or units. To support the valuation of an unlisted
security, evidence may include:

e Anindependent expert valuation of the assets held within the company or unit trust.
A property valuation if the only asset of the company or unit trust is property.
The date and price of the most recent sale and purchase of a share or unit between unrelated parties. If an
independent expert valuation is not available, the directors or trustees should provide evidence of how the
market valuation was substantiated, including objective and supportable data and the valuation method used. It
is recommended to consider using a qualified independent valuer when the nature of the asset indicates that the
valuation is likely to be complex or when the value of the asset represents a significant proportion of the SMSF’s
total value. Financial statements of the company or unit trust, even if signed and audited, may not be sufficient
evidence if the assets have been valued at cost.

These factors should be conveyed to the SMSF trustee(s), preferably prior to the acquisition being made to ensure that
they understand and appreciate the initial and ongoing compliance and audit requirements for the type of asset that they
are acquiring, or investment being made.

Residency

In addition to the SIS compliance requirements for a fund to be treated as an SMSF, it is also just as important for the SMSF
to satisfy the requirement of being an ‘Australian superannuation fund’ under the Tax Act. The definition of ‘Australian
superannuation fund’ is relevant in determining whether a superannuation fund is a ‘complying superannuation fund’ for
the purposes of the SIS Act.

Superannuation funds that are complying superannuation funds are eligible for concessional tax treatment.

From an SMSF structuring perspective, it is important that the SMSF is set up so that not only it complies with the
‘Australian superannuation fund’ definition, but also is adaptable to changes in fund circumstances, for example member/
trustees/directors leave Australia.

The tests

There are three tests that must be satisfied at all times in order to be treated as an ‘Australian superannuation fund’.
These tests are contained in subsection 295-95(2) ITAA 1997, within a provision that is titled ‘Deductions related to
contributions’, which does not provide any hint of including this very important requirement.

The three tests that an SMSF must currently comply with at all times, to be treated as an ‘Australian superannuation
fund’ (‘the residency tests’), are:

1. The fund was established in Australia, or any asset of the fund is situated in Australia; AND
2. The Central Management and Control (CM&C) is ‘ordinarily in Australia’; AND
3. The Active member test.

Generally, the SMSF can easily satisfy test 1, the second and third tests will generally cause an SMSF to fail the residency
test.




Central management and control test
This test is concerned with the where and who makes the strategic and high level decisions for the fund. It focuses on

the actual execution of these decisions, rather than who has the duty to make them.It includes the following strategic
decisions:

Formulating the investment strategy of the fund;

Reviewing the performance of the fund’s investments;

Formulating a strategy for the prudential management of any reserves; and
Determining how assets are to be used for member benefits.

Tip — Strategic and high level decision making process
Day to day administration duties is not considered part of the strategic and high level decision making process and

consequently delegation of such duties to an accountant or SMSF administration company, located in Australia,
will not mean that the SMSF will continue to be an ‘Australian superannuation fund’, where the actual trustees are
outside of Australia other than on a temporary basis.

For the central management and control (CM&C) of the SMSF to considered ‘ordinarily in Australia’, despite the trustees
being outside Australia, the absence must be “temporary’. Further, this must be determined objectively and determined
in advance or related (both in intention and fact) to the fulfilment of a specific, passing purpose. Importantly, ‘temporary’
absence cannot be established retrospectively.

Whilst there is a ‘safe harbour’ provided under subsection 295-94(4) ITAA 1997 for absences under two years, the
absence must still be ‘temporary’ and shown as such before the person left Australia. An individual can still be regarded as
temporarily outside of Australia for the purpose of the CM&C test where the period is more than two years, however, they
will not have the protection of the safe harbour rule.

The 2021 Federal budget proposed to increase the two year safe harbour period from two to five year. At the time of
preparing this training session, this proposed budget measure (of the previous Federal Government) had not progressed.

Division of CM&C

Where there is an equal number of individual trustees or directors of a corporate trustee located in Australia and overseas
and each of those trustees/directors substantially and actively participate in the exercise of the CM&C of the fund from
those locations, it is accepted that the CM&C of the fund will ordinarily be in Australia. This will be the case despite the
fact that the CM&C of the fund is also ordinarily being exercised overseas?.

Tip — Substantiate equal division
It is important to be able to substantiate that there is at least equal representation of overseas and Australian based

trustees/directors in the high level decision making of the fund. Somes auditors may question such structures and
who is actually making the decisions in some cases. Particularly in situations where you might have members with
high balances (e.g. parents) residing overseas and low balance members (e.g. young adult children) residing in
Australia involved in the decision making process.

It is important that the Australian based trustees/directors are not just acting on instructions from those trustees/
directors or members residing overseas.

Active member test
Where an SMSF has no ‘active members’, this test is automatically satisfied. That is, it's really only an issue where an SMSF
has at least one ‘active member’ in an income year.

Where an SMSF does have at least one active member either of the following must be satisfied:

e Atleast 50% of the total market value of the fund’s assets attributable to superannuation interests held by active
members is attributable to superannuation interests held by active members who are australian residents; or

e Atleast 50% of the sum of the amounts that would be payable to or in respect of active members if they voluntarily
ceased to be members is attributable to superannuation interests held by active members who are australian residents.

33 Paragraph 35 from TR 2008/9

49



50

Tip — Active member test

A fund with an active member can apply either of the above methods to determine whether it satisfies the active
member test. The second method would generally apply where the amount payable as a consequence of a
voluntary withdrawal is less than the balance of capital backing that particular member interest, for example, a
legacy defined benefit pension.

For a member to be an active member, they must have contributions received by the fund that relate to them (except for

contributions received when they are a foreign resident, but the contributions relate to a time when they were a resident).
For the purpose of the active member test, contributions include rollovers received by the fund and not just contributions
made by the member or on the member’s behalf, for example employer or spouse contributions.

Whether a member of a superannuation fund is a contributor to the fund at a particular time is to be objectively
determined with reference to all of the relevant circumstances of the member. Particular regard should be had to the
member’s intention established by reference to objective evidence. Relevant evidence includes the member’s pattern of
conduct having regard to contributions that were made and contributions that may be made to the fund by the member.3*

However, a member of a fund is not an active member of the fund at the relevant time under subsection 295.95(3)(b)
ITAA 1997 if:

The member is a foreign resident; and
The member is not a contributor at that time; and

e The only contributions made to the fund on the member’s behalf since the member became a foreign resident were
made in respect of a time when the member was an australian resident.

Meaning of ‘contribution’
As with the term ‘contributor’, the term ‘contribution’ in subsection 295.95(3) ITAA 1997 is not defined and once again

its meaning is to be derived from its context. Paragraph 196 of TR 2008/9 states that for the purposes of subsection
295.95(3) ITAA 1997, the context in which the meaning of the word ‘contribution’ is relevant is Part 3-30 ITAA 1997.

When the relevant provisions in Part 3-30 ITAA 1997 are analysed, paragraph 198 of TR 2008/9 states that it is clear that
the term ‘contribution’ has a very broad meaning. Accordingly, when interpreted in the context of the aforementioned
provisions in Part 3-30, ‘contributions’ in subsection 295.95(3) ITAA 1997 would include such amounts as:

Direct cash payments made by an employer or an individual to the fund;

A transfer of property (or other asset) to the fund ‘in-specie’ by an employer or individual;

Spouse contributions;

Government co-contributions;

Superannuation guarantee shortfall amounts - these amounts form part of the superannuation guarantee charge

collected by the commissioner and paid to a superannuation fund under the Superannuation Guarantee

(Administration) Act 1992 when an employer fails to make sufficient superannuation contributions to a complying

superannuation fund or retirement savings account;

e Transfers from the superannuation holdings account special account - this occurs when an individual’s account balance
in the shasa is transferred to a superannuation fund;

e Aroll-over superannuation benefit - in relation to superannuation funds, this is a superannuation lump benefit paid
from one complying fund to another complying fund at the direction of the member;

e Adirected termination payment - these are transitional ‘'employment termination payments’ that an employee directs
the employer to pay to a superannuation fund on behalf of the employee®®; and

e A superannuation lump sum that is paid from a foreign superannuation fund or an amount transferred to the

superannuation fund from a foreign superannuation scheme.

34 Paragraph 186 from TR 2008/9
35 Since transitional termination payments cannot be received on or after 1 July 2012, such payments cannot be directed to
a superannuation fund from that date.




Review the following for further information and understanding of the residency tests for an SMSF

e ATO Taxation Ruling TR 2008/9: Meaning of ‘Australian superannuation fund’ in subsection 295-95(2) of the Income
Tax Assessment Act 1997,
e ATO website: ‘Check your fund is an Australian superannuation fund’, QC 23312

Failing the residency test
Where a complying SMSF fails the test to be an 'Australian superannuation fund’ it becomes a ‘'noncomplying

superannuation fund’. This results in the fund’s tax status changing, from ‘complying’ to ‘non-complying’.

As a non-complying superannuation fund, it loses access to the tax concessions that a complying superannuation fund
enjoys. This includes the tax rate that is applied to the fund’s taxable income*®. As a non-complying superannuation fund,
the tax rate is equal to the top marginal tax rate, currently 45%3 . Further, a non-complying superannuation fund cannot
claim ECPI8,

However, in addition to the loss to the lower 15% concessional tax rate and ability to claim ECPI, there is a further
significant adverse tax consequence of the SMSF changing its tax status. In the year that the fund becomes a ‘non-
complying superannuation fund’, changing tax status, it must include an amount of income in its SMSF annual return
equal to:

Asset value at the start of the income year

Less: Undeducted contributions and contributions segment=°.

Effectively, this is the value of member benefits at the start of the income year the SMSF changed its tax status from
‘complying’ to ‘non-complying’, less the tax-free component of those benefits. This can be a significant number resulting
in a significant adverse impact.

The ATO's webpage ‘Check your fund is an Australian superannuation fund’ (QC 23312) states that:

‘If your SMSF fails the residency test, you should roll over your funds to a resident requlated superannuation
fund and wind up the SMSF. Otherwise the fund will become non-complying.’

The option to rollover benefits to another complying superannuation fund (one that complies with the residency test and
likely to be a large APRA fund) and then wind up the SMSF without penalty appears to be a concession offered by the
ATO as such an option is not afforded under the relevant law.

36 TR 2008/9, paragraph 92

37 Sub-section 26(2) Income Tax Rates Act 1986

38 Both section 295-385 and section 295-390 ITAA 1997 only permits a ‘complying superannuation fund’ to claim ECPI
39 Item 2 of the table in section 295-320 ITAA 1997, plus section 295-325 ITAA 1997
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Sesson 5: Critical tax issues for SMSFs
This session covered the following four topics:

1. 2017 CGT relief: CGT consequences of disposal of assets that had their cost base reset in 2016-17.

2. Foreign income and tax credits: Disclosing foreign income and claiming foreign tax credits in an SMSF, including effect
of ECPI.

3. Claiming insurance premiums: Alternative method for claiming cost of insurance.

4. ECPI and deductions: Effect of ECPI on claiming deductions.

Given the time allocated to this session, it highlighted the critical aspects of each topic. The following is a more detailed
discussion of each topic.

2017 CGT relief

The introduction of the 2017 superannuation reforms and particularly the introduction of the $1.6 million transfer balance
cap*, required many SMSF members to transfer benefits from pension (retirement phase) either back to accumulation or
out of the superannuation system. To compensate those who were required to transfer assets out of retirement phase in
order to comply with the new rules any SMSF with a member who found themselves affected by this transfer balance cap
or modification to the ECPI rules affecting a transition to retirement income stream (TRIS), had access to Capital Gains Tax
(CGT) relief on the impacted assets.

CGT relief allowed the trustee to elect to reset an eligible asset’s cost base in 2016-17. This effectively locks in the capital
gains tax treatment of the assets up to 30 June 2017 prior to the new rules applying from 1 July 2017. How this relief was
applied was different, depending on whether the fund used the segregated or proportionate method to apply the CGT
relief.

For assets that applied the proportionate method, unrealised gains or losses could be locked in on 30 June 2017 by
applying the CGT relief. The tax treatment of the resulting notional capital gain, after resetting the asset’s cost base, was
either:

e Included in the fund’s 2016-17 tax return; or
e Elected to be deferred until the income year in which the asset, to which the notional capital gain relates, is disposed.

Generally, trustees would elect to defer the notional capital gain.

For assets using the segregated method to reset their cost base, unrealised capital gains on segregated current pension
assets could be locked in as tax free. Any gain or loss was disregarded.

Tip — When an SMSF would have a deferred notional capital gain
Only SMSFs that applied the 2016-17 CGT relief using the proportionate method would have an assessable notional

capital gain. Generally, trustee elected to defer the assessable notional capital gain until the income year in which
the related asset was disposed.

Deferred notional gain assessable in year of asset disposal

Where the trustee elected to defer the assessable notional capital gain, the amount of the deferred notional capital gain
must be recognised as income in the income year in which there is a ‘realisation event’ in relation to the asset to which the
notional capital gain relates.

So, where an asset had its cost base reset in 2016-17 and:
e The proportionate method was used to apply cgt relief; and

e There was a notional capital gain resulting from the cost base being reset to market value; and
e The trustee(s) elected to defer the assessable notional capital gain,

40 General transfer balance cap was indexed to $1.7m on 1 July 2021 and to $1.9m on 1 July 2023.




When this asset is later sold, or another ‘realisation event’ happens to the asset, the deferred notional capital gain is
recognised as assessable income.

However, in relation to the assessable amount, the following applies:

e The deferred notional capital gain amount will not be discounted in the realisation year;

e The deferred notional capital gain can be reduced by capital losses made in the realisation year as well as brought
forward capital losses;

e Any exempt proportion applied for the realisation year does not apply to the deferred notional capital gain, as the
relevant exempt proportion from the 2016-17 year was applied at the time of calculating the deferred notional capital
gain.

Disclosure of recognised deferred notional capital gain

Where an SMSF has a recognised deferred notional capital gain, the amount is to be disclosed in the CGT Schedule at item
1 —'Current year capital gains and capital losses’, label S — ‘Amount of capital gain previously deferred under transitional
CGT relief for superannuation funds'.

Deferred notional gain not eligible for scrip for scrip

CGT relief is available for scrip for scrip rollover under Subdivision 124-M ITAA 1997. This measure allows a taxpayer to
choose rollover relief where post CGT shares or trust interests, owned by the taxpayer, are replaced with other shares or
trust interests, for example, where there is a company takeover. The relief is only available where the taxpayer would have
made a capital gain from the exchange.

However, where there is a CGT event that is eligible for scrip for scrip rollover relief, any deferred notional capital gain in
relation to that asset cannot be included in the scrip for scrip rollover relief. That is, the deferred notional capital gain will
be required to be disclosed as assessable income (not eligible for CGT discount and cannot be claimed as ECPI).

The reasoning for why a deferred notional capital gain cannot be included as part of scrip for scrip rollover relief is as
follows:

e Section 294-120(5) of Income Tax (Transitional Provisions) Act 1997 (ITTP 1997) deals with when the notional gain is
to be disclosed as an assessable gain;

e Subsection 294-120(5)(b) ITTP 1997 says to ‘disregard section 102-20 of that Act*' in respect of that capital gain’;

e Section 102-20 ITAA 1997 is about how you make a capital gain (it also includes notes and in particular, note 2 about
exemptions or rollover relief that could apply);

e Section 124.780(3)(b) ITAA 97 requires the taxpayer to make a capital gain. As, section 102-20 ITAA1997 is
disregarded, the fund has not made a capital gain (however, it's assessable due to another provision) and therefore
cannot be included in the scrip for scrip rollover relief.

Deferred notional gain not eligible for CGT rollover relief on marriage breakdown

Similarly, where an asset, that had its cost base reset at 30 June 2017, was transferred to another complying fund as part
of a marriage breakdown and the CGT rollover relief is applied in accordance with s.126-140 ITAA 1997, the deferred
notional capital gain in relation to the transferred asset would need to be disclosed as assessable income in the income
year of transfer and could not be included in the rollover relief.

Checklist for post 30 June 2017 CGT event: Deferred notional gain
The following is a checklist to help identify whether there is an amount of deferred notional capital gain to be recognised
when a CGT event occurs in relation to an asset that had its cost base reset as part of the CGT relief rules in 2016-17.

1. Was the asset or tax parcel held prior to 1 July 2017?
This may not be easily identifiable as a fund asset, that had its cost base reset to market value and used the proportionate
(unsegregated) method, would have a CGT cost base acquisition date of 30 June 2017.

41 Income Tax Assessment Act 1997
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Tip — Acquisition date is tell-tale sign of application of CGT relief

When reviewing a CGT report for assets of an SMSF, any fund assets or tax parcels that have or had an acquisition
date of 30 June 2017, is an indication that CGT relief was applied using the proportionate (unsegregated) method.
Consequently, there may be a deferred notional capital gain associated with the reset of the asset’s or tax parcel’s
CGT cost base.

You may be able to compare the CGT acquisition date for an investment with a historical investment report. Such
investment reports may ignore the CGT reset cost base for investment reporting purposes and therefore, the
investment will have a record of transactions prior to 30 June 2017.

2. Confirm that CGT relief was applied

The CGT cost base details for the asset or tax parcel should be confirmed. The cost base should reflect the market value at
the date CGT relief was applied.

Tip — 30 June 2017 reset = proportionate method used

Where an SMSF used the proportionate method to apply CGT relief and reset the cost base to market value, the
date of rest will be 30 June 2017. Where the SMSF used the segregated method, the date of cost base reset could
have been any date from 9 November 2016 up to 30 June 2017.

3. Identity whether the asset or tax parcel has a deferred notional capital gain

For any asset disposals during the income year and the CGT cost base was reset in 2016-17, you will need to identify
whether there is an associated deferred notional capital gain that must be recognised. A deferred notional capital gain will
only exist where the SMSF:

e Used the proportionate method to apply cgt relief;
e There was a notional gain (a notional capital loss could not be deferred); and
e The trustee(s) elected to defer the notional gain.

Tip — Identifying deferred notional capital gains
A review of various fund documents will show whether an SMSF has deferred notional capital gains, including:

e Trustee minutes from 2016-17 outlining the application of CGT relief and recording decisions and/or elections
to 1) apply relief to relevant eligible fund assets; 2) the method, segregated or proportionate, used to apply
CGT relief; and 3) defer any notional capital gain resulting from the application of CGT relief.

e The 2017 CGT Schedule will show the total amount of deferred notional capital gain for 2016-17, at item 8 —
‘Other CGT information required (if applicable)’, labels F and G:

Have you chosen 1o apply the ransitional
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¢ Investment reports may show deferred notional capital gains associated with fund assets and tax parcels.

e Tax reports may show deferred notional capital gains associated with fund assets and tax parcel. In particular,
accrued capital gains tax reports that show the accrued tax liability on unrealised gains on assets held at year
end (including the year prior to the year of disposal) may include deferred notional capital gains.

4. Recognising the deferred notional capital gain

Once any deferred notional capital gain has been identified as needing to be recognised, remember that the amount
cannot be claimed as exempt, that is, the ECPI percentage cannot be applied to the amount. Further, as previously
discussed in the case study, consider offsetting any current year or brought forward capital losses firstly against recognised
deferred capital gains.

Tip — Takeover of SMSF administration

Use this checklist when you take over the compliance responsibilities or administration for an SMSF to ensure that
you obtain all relevant tax records to be able to ascertain if any fund assets have an associated deferred notional
capital gain. There is no time limit for when a deferred notional capital again must be recognised, only that it is
recognised when there is a CGT event in relation to the associated asset or tax parcel.




55

Foreign income and tax offsets
The reference notes for this session are split between:

1. Foreign exchange gains and losses.
2. Foreign tax offsets.

Forex gains and losses — an SMSF perspective

The following outlines the two common SMSF scenarios involving foreign currency transactions and where the foreign
exchange gains and losses rules need to be considered. Where the foreign exchange gains and losses rules do apply, there
may be further consideration required to how such gains and losses are calculated and whether they need to be included.

SMSF acquires or disposes of asset — Contract in foreign currency

Where an SMSF contracts to buy or sell an asset and that contract is denoted in a foreign currency, the SMSF can make

a foreign currency gain or loss when settlement of that contract occurs. This is a consequence of fluctuations in the
exchange rate between the foreign currency and the Australian dollar from contract date to settlement date, that is, when
the SMSF pays for the asset or receives funds for the asset sale.

The 12-month rule for capital assets

A special rule applies where a capital asset is acquired or disposed of, where the time between the acquisition or disposal
and the due date for payment is not more than 12 months. Where this applies, any forex realisation gains and losses
realised in the course of acquiring or disposing of the asset are integrated into the tax treatment of the underlying asset,
instead of being treated as a separate revenue item.

This rule, known as ‘the 12 month rule’, is an exception to the operation of the general rules that apply when forex
realisation events 1 to 5 (refer ATO webpage ‘Forex realisation events' (QC 17064)). However, a taxpayer can elect out of
the 12 month rule.

In relation to a CGT asset (excluding a depreciable asset) acquired by an SMSF, where the fund makes a forex realisation
gain and the 12 month rule applies, the effects will most commonly be as follows:

o |f the SMSF disposes of a CGT asset, the forex gain is not assessable as revenue under the forex measures but is
assessed as a non-discountable capital gain.

e If the SMSF has acquired a CGT asset, the forex gain is not generally assessable under these measures but reduces the
cost base or reduced cost base of the asset.

Where a forex realisation loss is made by the SMSF in relation to a CGT asset (other than a depreciable asset) and the 12
month rule apples, the effects will most commonly be as follows:

o |f the SMSF disposes of a CGT asset, the forex loss is not deductible under these measures, but is treated as a capital
loss.

e If the SMSF has acquired a CGT asset, the forex loss is not deductible under these measures, but increases the cost
base of the asset.

Case study - SMSF acquires capital asset — 12 month rule applied

In 2023-24, the Gemstone Superannuation Fund contracts to buy 20,000 shares in a company listed on the New York
Stock Exchange (NYSE). On the date of trade, day 1, the exchange rate is $A = $0.66 USD. On settlement day, day 3,
the exchange rate is $A = $0.69 USD.

Due to fluctuation in the exchange rate from contract date to settlement date, the SMSF has made a forex exchange
gain of $0.03 USD. However, as the time from contract date to settlement date is not more than 12 months, the forex
gain is not required to be reported, but will be an adjustment (reduction) to the CGT cost base of the acquired shares.

Effectively, where the Gemstone Superannuation Fund settled on the trade from an Australian currency bank account,
the amount withdrawn from the fund’s Australian current bank account will be the cost base of the share acquisition.
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Electing out of the 12 month rule

A taxpayer can make an election not to apply the 12 month rule. Where such an election is made, gains and losses
that would otherwise fall under the rule will not be folded into the capital treatment of the asset but will generally be
determined to be assessable or deductible under the general provisions of the forex measures.

The election must be in writing and is irrevocable. It has effect from the applicable commencement. There is no prescribed
form for the making of an election out of the 12 month rule, but it should include all the following information:

e The SMSF's name and tax file number;

e A statement that the SMSF choose under section 775-80 ITAA 1997 not to have section 775-70 and 775-75 ITAA
1997 apply;

e Trustee's signature; and

e The date the election was made.

The election is not required to be sent to the ATO but must be in writing and retained with other SMSF tax records.

SMSF has foreign currency bank account
The ordinary operation of the forex measures, as contained in Division 775 ITAA 1997, is that deposits to, and withdrawals
from, foreign currency denominated bank accounts may give rise to a gain or loss that is realised under the measures.

Case study — SMSF has foreign currency bank account

The Eta Carina SMSF has a US currency bank account. On day 1, the SMSF transfers $10,000 from its Australian
currency bank account to its US bank account. On that day, the exchange rate is AUS = $0.79. Consequently, the
credit to the fund’s US currency bank account is $7,900 US.

On day 29, the SMSF withdraws the original $10,000 AUS from its US currency bank account and transfers to its
Australian currency bank account. That is, it transfers $7,900 US from the US currency bank account to the Australian
currency bank account. On that day, the exchange rate is AUS = $0.76. Consequently, the credit to the fund’s
Australian currency bank account is $10,394.74.

The SMSF has made a forex gain of $394.74, which reflects the movement in the AUS/US exchange rate from day 1 to
day 29.

Translation of income & expenses through foreign currency bank account

The rules governing the translation (often called the ‘conversion’) of foreign currency denominated income and
expenses are different from the rules relating to the calculation of forex gains and losses resulting from the effect

of exchange rate fluctuations (such as those on forex accounts). The relevant forex rules must be applied to the
translation of income and expenses denoted in a foreign currency, regardless of whether they are a transaction via a
foreign currency bank account or not.

The $250,000 balance election
The $250,000 balance election broadly enables the taxpayer to disregard certain foreign currency gains and losses on
certain foreign currency denominated bank accounts and credit card accounts (called qualifying forex accounts) with
balances below a specified limit.

An election can be made for a qualifying forex account. A qualifying forex account is an account that is:

1. denominated in a foreign currency
2. either a credit card account, or an account held for the primary purpose of facilitating transactions

An election generally applies for a particular account from the time the election is made, and continues in force for that
account until one of the following applies:

the taxpayer ceases to hold the account

the account ceases to be a qualifying forex account
the election is varied by removing the account

the election is withdrawn




Tip — $250,000 balance election

The $250,000 balance election is an important choice that may be helpful to SMSF trustees who do not have large
forex account balances. Where they satisfy all requirements for making this election, and remain eligible to rely on
it, the SMSF can disregard certain gains and losses that it would otherwise have to return.

FIFO method

Where the SMSF cannot or has not applied the $250,000 balance election, an issue arises with identifying which particular
units of foreign currency are withdrawn from a foreign currency bank account, in order to ascertain whether there has
been a forex gain or loss. This is due to monetary assets, rights and obligations being described as ‘fungible’, because one
unit of currency is identical to and interchangeable with any other unit.

To assist with identifying units of foreign currency, the first-in first-out (FIFO) method can be applied, per section 775-
145(1) ITAA 1997.

The ATO website (QC 18069) provides an example of the application of the FIFO method and whilst the dates used are
from the early 2000s, the methodology applies today.

Retranslation election

Instead of applying the FIFO method, a retranslation election can be made to bring to account gains and losses from
a qualifying forex account on a retranslation basis. For many SMSFs, the retranslation method will be simpler to use to
calculate gains or losses than the FIFO ordering rule, although retranslation may bring to account gains or losses that
would otherwise be unrealised.

There is an example on the ATO's website (QC 17059) showing how to calculate the forex gain or loss for a qualifying
forex account.

Tip — Election in force from one income year to the next

If the election is in force over the start of an income year, that is, if one retranslation period immediately follows
another, the exchange rate applicable at the beginning of the retranslation period is the exchange rate applicable at
the end of the previous retranslation period.

Weighted average basis

An alternative to the FIFO method is the weighted average basis. An election must be made to use the weighted average
basis; however, it cannot be used where a retranslation election has been made. A retranslation election must be
withdrawn before a weighted average basis can be used.

Within the weighted average basis, there are two methods:

1. Method 1 — Weighted average basis per-transaction method.
2. Method 2 — Weighted average basis entire-year-of-income method.

Either method is acceptable providing it is used consistently. However, method 2 is not appropriate where the foreign
currency bank account moves from credit balance (in funds) to a debit (overdraft) account. For an SMSF, this should not be
a scenario that needs to be dealt with.

Complexity of method
Given the complexity of this method, it would be expected that an SMSF with a foreign currency bank account
would not use this method of translation.

For further details on each of the methods please refer to the ATO’s website and search using Quick Code (QC)
18070.
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General translation approach for SMSFs with foreign currency bank account

It would be expected that most SMSFs with a foreign currency bank account(s) would maintain a balance of less than
$250,000 Australian equivalent. Consequently, the $250,000 balance election would be made by the SMSF trustee
to effectively eliminate the requirement to return forex gains and losses in relation to the translation of deposits and
withdrawals to a foreign currency bank account.

Tip — Check your SMISF administration and accounting platform

Where you have SMSF clients who wish to open a foreign currency bank account, check the SMSF administration
platform that you use to ascertain the features and functionality for foreign currency bank accounts. Where a
platform provides daily feeds of exchange rates and automation of the calculation of any forex gains or losses,
under the applicable method, for example the $250,000 balance election or the Retranslation election, plus
relevant tax reports, this can make the administration significantly simpler than processing the transaction manually.
Further, simplifying the administration for foreign currency bank accounts can greatly assist with minimising errors,
administration and compliance spent, timely completion of annual financial statements, minimising audit queries
and maximising job profitability.

Foreign tax offsets

An Australian superannuation fund is taxed on its worldwide income and consequently is required to include in the annual
return income earned from foreign sources. Whilst foreign income of the SMSF may be taxed in the foreign country, if the
SMSF has paid foreign income tax, it may be entitled to an Australian foreign income tax offset (FITO).

An SMSF can derive foreign income from assets owned directly and situated in a foreign country, for example:

e Arental income from a property located in a foreign country, owned by the SMSF;
e Dividends from overseas shares, held by the SMSF.

An SMSF can also have foreign income derived indirectly from investments in another entity that holds foreign assets, for
example, distributions from an investment in a managed fund or unit trust that holds foreign assets.

The income derived by the SMSF will be included in the SMSF's annual return and taxed at the fund rate of 15%
(assuming the fund is a complying superannuation fund, and that the foreign income is not considered nonarm’s length
income). Subject to restrictions, the SMSF may be able to claim an income tax offset for the amount of foreign tax paid,
providing relief from double taxation.

Tip — Foreign tax must be paid before claiming offset

Differences between the Australian and foreign tax systems may lead to an SMSF paying foreign income tax in a
different income year from that in which the income or gain is included in the SMSF’s income for Australian income
tax purposes. The SMSF might have paid the foreign tax in an earlier or later income year. However, the offset can
only be claimed after the foreign tax is paid.

Limitation on claiming FITO
The amount of FITO that can be claimed by an SMSF will depend on two factors:

e Whether the amount of the FITO is $1,000 or less or more than $1,000;
e Whether the SMSF claims ECPI.

FITO $1,000 or less
If claiming an offset of $1,000 or less, the SMSF only needs to record the actual amount of foreign income tax
paid that counts towards the offset (up to $1,000).

ECPI will affect claim for FITO

Despite an SMSF having $1,000 or less of foreign tax credits, if there’s also a claim for ECPI, this will affect the FITO.
Refer below.




FITO more than $1,000

If claiming a foreign income tax offset of more than $1,000, the SMSF will first need to work out its foreign income tax
offset limit. The offset limit is based on a comparison between the SMSF's tax liability and the tax liability the SMSF would
have if certain foreign-taxed and foreign-sourced income and related deductions were disregarded.

Step 1: Calculate the income tax payable by the SMSF for the income year, disregarding any tax offsets.

Step 2: Calculate the income tax that would be payable by the SMSF, disregarding any tax offsets, if the following
assumptions were made:

e The SMSF's assessable income did not include:
o Any amount on which foreign income tax has been paid that counts towards the SMSF's foreign income tax offset;
o Any other income or gains from a non-Australian source.

e The SMSF was not entitled to the following (where such deductions are actually available):

o Debt deductions attributable to the SMSF's overseas permanent establishment. This would not be applicable for an
SMSF,;

o Deductions (other than debt deductions) that are reasonably related to any amount on which foreign income tax
has been paid that counts towards the SMSF's foreign income tax offset. For an SMSF, generally these are expenses
incurred in relation to the foreign sourced income, other than related interest deductions;

o An amount of the foreign loss component of one or more tax losses deducted in the income year.

Step 3: Take away the result of step 2 from step 1. If the result is greater than $1,000, this is the SMSF's offset limit.

Case study — SMSF claiming FITO
An SMSF had the following income and deductions for 2023-24:

Income
Australian franked dividends $ 8,000
Australian unfranked dividends $ 2,000
Australian imputation credits $ 3,428
Foreign sourced dividends $20,000 < net amount
Foreign tax paid $ 5,000
Australian interest income $ 200
38,628
Deductions
Accounting fees $ 1,980
Audit fees $ 575
ATO SMSF levy $ 259
Investment expenses
- Australian source income $ 580
- Foreign sourced income $ 250
3.644

Step 1: Tax payable, disregarding tax offsets

Assessable income $38,628
Deductions $ 3.644
Taxable income $34,984
Tax payable (no tax offsets) $5,247.60




Step 2: Tax payable, excluding certain income and deductions

Excluded assessable income $25,000
Excluded deductions $ 250
Adjusted assessable income $10,234
Tax payable (no offsets) $1,535.10

Step 3: Take away the result of step 2 from step 1
$5,247.60 - $1,535.10 = $3,712.50

As the resultant is more than $1,000, this is the SMSF's FITO limit. The short-cut method for
determining the FITO limit for an SMSF is 15% of the net foreign income — in this case study, 15%
of ($25,000 less $250) = $3,712.50

Effect of ECPl on FITO

There has been a misunderstanding on the application of FITO, where that amount is $1,000 or less and the SMSF has
ECPI. This misunderstanding had been related to an example on the ATO's website that existed back in 2016 for an SMSF
completing their SMSF annual return and specifically in relation to the claim for FITO where the fund also has claimed ECPI
(the example has since been removed).

The ATO example showed where the amount of foreign tax paid was less than $1,000, that it could be claimed 100%. In
the example the SMSF has foreign tax paid of $500, which it claims in full, despite the fund having ECPI.

Section 770-10 ITAA 97 makes it clear that where the taxpayer, in this case the SMSF, has exempt income, it must
apportion the Foreign income tax paid, before applying the rule in 770-70 (the $1,000 or less limit).

There is also ATO ID 2010/175 - which deals with the question:

‘Where a resident of Australia pays foreign income tax on the whole of a foreign capital gain which is only
partly assessable in Australia, does only a proportionate share of the foreign income tax count towards the
foreign income tax offset under subsection 770-10(1) of the Income Tax Assessment Act 1997 (ITAA 1997)?’

The answer was ‘Yes'. In this case, due to the CGT discount, only 50% of the capital gain was assessable to the taxpayer
(an individual). Consequently, only 50% of the foreign tax paid was eligible to be claimed as FITO, per s.770-10 ITAA 1997
and subject to the test is 5.770-70 ITAA 1997.

Further, there is a Private Binding Ruling (PBR) authorisation number 1011813374641, in relation to an SMSF
that claims ECPI and also has foreign income tax to claim. The question considered in the PBR was:

‘Are you entitled to 100% of the foreign tax paid as foreign income tax offset, where a smaller percentage of
the foreign income for which foreign income tax was paid is exempt current pension income?’

The answer was ‘No’. It did confirm that the SMSF was entitled to claim the portion of foreign tax paid equal to the
portion of the fund’s income that was assessable.

42 This PBR has been archived by the ATO due to the length of time since original publication.



https://www.ato.gov.au/law/view/view.htm?docid=EV/1011813374641&PiT=99991231235958

Case study — SMSF with ECPI + claiming FITO
Let's revisit the previous case study but making one change — the SMSF claims ECPI using the proportionate method
with an ECPI percentage of 83%.

The SMSF's claim for ECPI will be 83% x $38,628 = $32,061

The ECPI claim will affect the SMSF's claim for expenses under s. 8-1 ITAA 1997 as follows:
($1,980 + $575 + $580 + $250) x (100% - 83%) = $575

The SMSF's taxable income will be:
($38,628 - $32,061) — ($575 + $259) = $5,733

Let's now work out the fund’s claim for FITO.

Is the FITO claim $1,000 or less? On first glance, it's $5,000, which is more than $1,000 and consequently we would
need to apply the steps as outlined above (per s.770-75 ITAA 1997) and applied in the original case study. However, as
the SMSF has claimed ECPI, we must first apportion the foreign tax paid. Applying the ECPI percentage of 83% results
in available foreign tax credit of $850. As this amount is $1,000 or less, the SMSF can claim the amount of $850 as
FITO, per s.770-75(2)(a) ITAA 1997.

Case study — SMSF with ECPI + gross FITO $1,000 or less
Let's consider a scenario where the gross foreign tax credits are $1,000 or less — again, the SMSF claims ECPI using the
proportionate method with an ECPI percentage of 83%.

An SMSF had the following income and deductions for 2023-24:

Income
Australian franked dividends $ 8,000
Australian unfranked dividends $20,000
Australian imputation credits $ 3,428
Foreign sourced dividends $ 2,000 < net amount
Foreign tax paid $ 500
Australian interest income $ 200
$34,128
Less: ECPI (83%) $28.326
5,802
Deductions
Accounting fees ($1,980 x (100% - 83%) $ 337
Audit fees ($575 x (100% - 83%) $98
ATO SMSF levy (fully deductible) $ 259
Investment expenses
- Australian sourced ($580 x 17 %) $ 99
- Foreign sourced ($250 x17 %) $43
$ 836
Assessable income 4,966

On initial review, the foreign tax credits are $1,000 or less and it would be thought that they could be claimed in full.
However, as outlined above, the foreign tax credits must be apportioned, based on the actuarially determined ECPI
percentage, as a portion of the foreign sourced income is exempt. Consequently, the foreign tax paid that is eligible to
claim as FITO is:

$500 x (100% - 83%) = $85




Claiming insurance premiums
A superannuation fund can claim, as an income tax deduction, the part of any insurance premium that is specified as
being wholly to cover the liability to pay:

A superannuation death benefit;

A terminal medical condition benefit;

A disability superannuation benefit;

A temporary disability benefit paid in the form of a non-commutable income stream®.

This means superannuation funds will generally be able to claim a deduction for the cost of any life, terminal medical
condition, total and permanent disability (TPD) or income protection policy held to provide insurance cover for one or more
members.

The portion of an insurance premium that a superannuation fund can claim will depend on the type of policy and what
cover that policy provides. The table in 5.295-465(1) ITAA 1997 outlines the proportions of insurance premiums for
different types of policies that can be claimed:

Type of policy Amount that can be claimed

Whole of Life 30% of the premium

Endowment 10% of the premium

Providing Providing benefits per 5.295-460 (life, terminal medical That part of the premium specified in the policy as being wholly
condition, TPD, temporary incapacity) for the liability to pay such benefits

Life and TPD insurance premiums paid by an SMSF prior to 1 July 2007 had always been fully deductible.

However, the ‘Simpler Super’ changes which came into effect from 1 July 2007 introduced (possibly inadvertently) a
definition of TPD which was not in the previous legislation. The effect of this addition is that only premiums for insurance
policies which contain a TPD definition at least as narrow as the definition in the Tax Act will be fully deductible.

A four-year transition period from 1 July 2007 to 30 June 2011 was put in place to allow the industry time to adjust to
this change. During this transition period, the pre 2007 rules continued to apply, so that TPD premiums remained fully
deductible.

This means that from 1 July 2011:

e [f the TPD definition matches the Tax Act definition the premium will be fully deductible.

e |f the TPD definition is broader than the definition in the Tax Act the premium will only be partly deductible, with the
deductibility either as certified by an actuary, or based on standardised deductible proportions*. This will only apply to
pre-1 July 2014 TPD insurance policies where the policy is an ‘own occupation’ based policy.

43 Sectn 295-460 ITAA 1997
44 Reg 295-465.01 ITAR 1997
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Tip — Portion of TPD that is deductible

Refer to TR 2012/6 for the deductibility in TPD insurance and what proportion of such premiums are deductible.
Again, this will generally only apply to a pre-1 July 2014 TPD policy as a TPD policy taken out from 1 July 2014 must
be consistent with the SIS permanent disability condition of release and would therefore be 100% deductible.

Life insurance premiums remain fully deductible.

In relation to income protection insurance held by an SMSF, premiums are fully deductible to the fund. Unlike a pre-1 July
2014 TPD policy, insurance premiums in relation to a grandfathered income protection policy, with features that are not
consistent with the SIS condition of release for temporary incapacity benefits, will still be fully deductible.

There is no income tax deduction for premiums in respect of a pre-1 July 2014 grandfathered Trauma policy. An SMSF can
hold a pre-1 July 2014 grandfathered Trauma policy in respect of a member and still satisfy the sole purpose test*.

Alternate deduction option for cost of insurance

As an alternative to claiming insurance premiums as an income tax deduction under 5.295-465 ITAA 1997, a
superannuation fund trustee can claim an income tax deduction for the future liability to pay benefits based on the actual
cost of providing death or disability benefits that arise. This is an alternate deduction to claiming the actual insurance
premiums.

Tip — Unique deduction for SMSFs

This alternate option is unique to SMSFs as trustees who elect to claim under this option can no longer
claim future insurance premiums as an income tax deduction. Large superannuation funds are unlikely to
utilise this alternate option as it would deny the superannuation fund from claiming future insurance
premiums in respect of all fund members.

To be eligible to claim under the alternate deduction option, the following must apply:

1. The SMSF trustee must make a choice to not claim insurance premiums and claim under the alternate option#. Once
the choice is made, the SMSF can no longer claim an income tax deduction for future insurance premiums under
section 295-465 ITAA 19974

2. The benefit paid by the SMSF trustee can be a death benefit payment, a terminal medical condition benefit payment,
a permanent incapacity benefit payment or a temporary incapacity benefit payment. Further, the benefit can be paid
as a lump sum or as an income stream (pension) [Note: for a temporary incapacity benefit, the SIS condition of release
requires the form of the benefit to be a non-commutable income stream].

3. The member to whom the benefit relates must be under age 65 at the time of the relevant insured event occurring,
for example the death of the member. This is due to the relevant formula used to calculate the deduction referencing
"future service days’ which is regarded as a period up to normal retirement age, being age 65.

4. There must be an insurance premium paid in the year of the insurance event, for example, where the insurance event
is the death of the member, there needs to have been an insurance premium paid in the income year that the member
died*. With this in mind, SMSF trustees should consider whether it would be better to pay monthly premiums rather
than annual premiums.

5. Whilst a premium must be paid in the income year of death, the actual death benefit can be paid in a subsequent
year®. It's important to ensure that where the SMSF trustee(s) wish to claim insurance under the alternate deduction
provision, that the election or choice is made in respect of the income year the member dies, but it can be after the
date of death of the member®. Further, the insurance premium must not be claimed as an income tax deduction as
the cost of insurance will be claimed under the alternate provision, section 295-470 ITAA 1997. The fund will claim
the deduction in the income year the death benefit is paid.

45 SMSFD 2010/1

46 Sub-sectn 295-465(4) ITAA 1997

47 Sub-sectn 295-465(5) ITAA 1997

48 Refer PBR 1012695230090, issued September 2014 ‘Deduction for future liability to pay benefits’
49 Refer PBR 1051635575419 issued February 2020 ‘Deductions for insurance premiums’

50 Refer ATO ID 2015/17 'Deduction for future service liability to pay death benefits



https://www.ato.gov.au/law/view/print?DocID=TXR%2FTR20126%2FNAT%2FATO%2F00001&PiT=99991231235958&Life=20120704000001-99991231235959
https://www.ato.gov.au/law/view/document?docid=SFD/SMSFD20101/NAT/ATO/00001&PiT=20100421000001
https://www.ato.gov.au/law/view/document?docid=EV/1012695230090
https://www.ato.gov.au/law/view/document?docid=EV/1051635575419
https://www.ato.gov.au/law/view/document?docid=AID/AID201517/00001

6. For a benefit in relation to death, terminal medical condition or permanent incapacity, the benefit payment must be
‘in consequence of termination of the member's employment’. Based on previously issued private binding rulings and
other ATO commentary, it appears that this generally requires the member to be employed up until the date of the
relevant insured event.

Calculation of the alternate deduction
The deduction under the alternate option is calculated using the following formula:

Deduction = benefit amount x future service days
total service days

Where:

e Benefit amount = amount of death benefit lump sum, account balance of death benefit income stream or value of
temporary disability income payments made during year, including insurance proceeds.

e Future service = days from termination to last retirement date (generally age 65).

e Total service = existing service period plus future service

Case study — Alternate deduction for insurance
Felicity, a member of an SMSF, dies, age 44:

Employed up to date of death.

Current service period is 25 years (9,125 days).

Future service period is 21 years (7,665 days).

Total benefit paid, either lump sum or income stream, to spouse is $1.5m, including $800,000 of insurance
proceeds.

Where the SMSF trustee makes the choice to claim under the alternate deduction option, the deduction
is calculated as follows:

$1,500,000 x [7,665 /(9,125 + 7,665)]
Deduction = $684,783

Generally, the size of the deduction means that the SMSF will have a carry forward tax loss and consequently, the
following should be considered:

e The effect of net ECPI on a brought forward tax loss. Net ECPI will reduce a brought forward tax loss prior to applying
against current year assessable income®'.

e Whether SMSF members with retirement phase pensions should be transferred to another superannuation fund so
that the SMSF does not have any net ECPI that can reduce the amount of a brought forward tax loss.

e Whether new members should be introduced to the SMSF and that they direct their assessable contributions to the
SMSF so that they can benefit from the brought forward tax loss.

e Whether members’ insurance cover should be held in another superannuation fund. As the SMSF has made a choice
to claim under the alternate deduction option, the SMSF is no longer permitted to claim an income tax deduction for
future insurance premiums.

ECPI and deductions

Where an SMSF claims ECPI, expenses which it incurs in deriving ECPI are not deductible. Many fund expenses will be
incurred in deriving both assessable and exempt income and consequently must be apportioned, so that only the portion
that relates to the derivation of assessable income is claimed as an income tax deduction.

Some fund expenses, particularly those that have specific income tax provisions, can be claimed in full, despite a portion of

the fund’s income being treated as exempt.

51 Sub-sectn 36-10(3) ITAA 1997
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Tip — ATO guide for apportioning expenses
TR 93/17 outlines the methods to apportion expenses, between deductible and non-deductible, where the fund has
derived exempt income.

Claiming general expenses incurred partly in gaining assessable income

When claiming general expenses (under section 8-1 ITAA 1997) that have been incurred partly in gaining
assessable income, for example, when a SMSF has retirement phase pension and accumulation members,
reference should be made to TR 93/17.

Paragraph 7 of TR 93/17 states that:

The correct method for apportioning expenditure between assessable income and non-assessable income
depends on the particular circumstances of the case. If there is a single outlay in respect of a thing or service,
only part of which is used for gaining or producing assessable income, then the following principles apply:

1. If a distinct and severable part of the thing or service is devoted to gaining or producing assessable income
and part is not, the expenditure can be apportioned according to the ratio of those parts; and

2. If an outlay serves both objects indifferently, another method must be used to apportion the expenditure
which gives a fair and reasonable assessment of the extent to which it relates to assessable income.

In relation to expenditure of an indifferent nature, the ruling provides two apportionment methods.
1. Apportionment for expenses incurred in deriving investment income only:
Expenditure x (assessable investment income/total investment income).

From a practical perspective, this is commonly referred to as the actuarial method and effectively apportions the total
expense by first deducting the actuary’s ECPI percentage from 100% and applying the resultant to the total amount of
the deductible expenditure. For example, the ECPI percentage is 70% and the fund incurred total investment expenses
of $200. The portion of the total deductible expense that can be claimed is $60, being 30% (100% minus 70%) of
$200.

2. The income ratio method for apportionment of expenses that are general in nature:
Expense amount x (assessable income/total income)

Assessable income, for the purpose of the above formulae, includes all contributions to the fund (assessable and non-
assessable) and rollovers (refer paragraph 9 & 9A of TR 93/17).

Case study - Apportioning expenses claimed under s.8-1 ITAA 1997

An SMSF pays retirement phase account-based pensions to members and uses the proportionate method to claim
ECPI for the entire income year. The fund has obtained the relevant actuarial certificate which advised that the portion
of the fund’s eligible income that is exempt is 70%. For the income year, the fund has the following income and
expenses:

$3,000 of investment expenses;

$5,000 of general expenses;

$17,100 of assessable contributions;
$200,000 of non-concessional contributions;
$1,239,000 rollover into the fund;

$11,494 of assessable interest income.

The SMSF’s ECPI amount, using the proportionate method is $8,046, calculated as 70% of the eligible income of
$11,494.

Claim for investment expenses will be $900 {(100% - 70%) x $3,000}.



https://www.ato.gov.au/law/view/document?DocID=TXR/TR9317/NAT/ATO/00001&PiT=99991231235958
https://www.ato.gov.au/law/view/document?DocID=TXR/TR9317/NAT/ATO/00001&PiT=99991231235958

Claim for general expenses will be $4,973, using the income ratio method:

{$5,000 x (($11,494 + $17,100 + $200,000 + $1,239,000) - $8, 046)}
($11,494 + $17,100 + $200,000 +$1,239,000)

If you simply utilise the Actuary ECPI percentage (100% - 70%), then you will only claim $1,500 of general expenses
(@ 30%).

If you left out the non-concessional contributions and the rollover (which are not assessable to the fund but are
treated as assessable income for the purpose of the apportionment calculation), then you would have only claimed
$3,593.

Tip — SMSF administration platform

You will need to ensure that those processing the fund’s financial statements have a full understanding of how the
SMSF administration platform deals with this situation, including how to enter the relevant data and information
into the platform.

Which expenses to apportion?

Expenses which are claimed under the general deduction section 8-1 are required to be apportioned. Where there is a
specific provision in the Tax Act, reference must be made to the specific provision to ascertain if there is a requirement to
apportion the specific deduction where the fund derives exempt income.

Deductible fund expenses can be categorised as follows in relation to whether they need to be apportioned where the
fund derives exempt income:

Apportioned Not apportioned
S.8-1 general expenses S.25-5 tax related expense

Div 40 capital allowance (depreciation) Sub-sectn 295-95(1) collecting and processing
contributions

Div 43 deduction for capital works S.295-460 insurance premiums
S.295-470 future service liability deduction
S.115-280 LIC capital gain deduction

S.70B (1936 Act) loss on traditional securities (ATO ID
2014/26)

SMSF with mixed interests & deemed segregation periods

For an SMSF that claims ECPI under both the segregated and proportionate method in the same income year, this presents
a challenge when apportioning expenses for the purpose of claiming as an income tax deduction. When apportioning
expenses (those expenses that must be apportioned) the basic principle to apply is that any method used is fair and
reasonable. The following approaches to apportioning expenses, where an SMSF claims ECPI under both methods is
suggested:

Expense relates to asset during period not deemed segregated (an investment expense):
e Expense x (100% - ECPI%) — the actuarial method

Expense relates to asset solely to deemed segregated period (investment expense):
e Expense not deductible

Expense relates to asset during both unsegregated & deemed segregated periods (investment expense):
e Expense x (100% - ECPI%) not appropriate as only applies to unsegregated period — refer to tip below.

Expense not related to particular asset or income type (general expense):
e Income ratio method from TR 93/17
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Tip — Actuary may provide expense apportionment percentage

Actuarial providers may include on the actuarial certificate an expense percentage that can be used to apportion
expenses that relate to assets (investment expenses) for periods when the asset was deemed segregated and other
periods the asset was an unsegregated asset. Accurium provides this expense percentage.

The SMSF administration platform should be checked to ascertain whether the expense apportioning percentage
provided by the actuary can be entered and applied against the relevant expenses.

Brought forward tax loss to be reduced by net ECPI

Where an SMSF has brought forward a tax loss from a prior income year, it is required to be firstly reduced by net ECPI
in the current income year. Net ECPI is the amount of ECPI reduced by expenses or the portion of expenses incurred in
deriving ECPI.

Tip — Brought forward capital loss not reduced by net ECPI
The requirement to reduce a brought forward tax loss by net ECPI does not apply to a brought forward capital loss.
That is, a brought forward capital loss is not affected by net ECPI.

Where the fund is paying retirement phase pensions and consequently claiming ECPI, the tax effectiveness of the tax loss
can be reduced significantly due to the requirement to reduce the tax loss by net ECPI.

Case study - Brought forward tax loss and ECPI
The ATO provides the following example of the effect of net ECPI on brought forward tax losses:

AXY SMSF earned $30,000 in interest and paid $200 in bank fees, while 30% of the SMSF's assets were held to
provide for the SMSF's current pension liabilities. It has $10,000 in tax losses carried forward from the previous year.
This would be shown on the SMSF annual return as follows:

Section B, Item 11 Income:

Field Value

Gross interest (label C) $30,000

Assessable contributions (label R) $0

Gross income (label W) $30,000

ECPI (label YY) $9,000 (30% of $30,000)
Total assessable income (label V) $21,000

Section C, Item 12 Deductions and non-deductible expenses:

Field Value

Interest expense within Australia (label A1) —see | $140 (70% of $200)

note 1

Tax losses deducted (label M) — see note 2 $1,060 ($10,000 less $8,940%)
Total deductions (label N) $1,200

Taxable income or loss (label O) $19,800

Total non-deductible expenses (label Y) $60

Total SMSF expenses (label Z) $1,260

52 Total ECPI of $9,000 less $60 (portion of deduction incurred earing exempt income — 30% x $200




Section E, Item 14 Losses:

Tax losses carried forward to later income years | $0
(label U)

Note that you should also include ECPI in Section A label 10A of the SMSF annual return.

Notes:

1. The remaining bank fees of $60 (30% of $200) can’t be claimed as a deduction because they were incurred in
earning the ECPI.

2. Tax losses carried forward must be reduced by net ECPI before they can be offset against assessable income.

Tip — Fund claiming ECPI using proportionate method not compelled to claim ECPI

Where the fund does not obtain the relevant tax certificate from an Actuary, the fund is not able to claim ECPI
under the proportionate method. However, this means that the fund has no net ECPI to reduce any brought
forward tax loss. In the ATO example, where there is no claim for ECPI, the full tax loss is available and results in
the same taxable income for the fund. Consequently, where the fund has a brought forward tax loss you should
consider whether obtaining a tax certificate from an Actuary with an ECPI percentage and the associated cost, is a
net benefit to the fund.

The effect on a brought forward tax loss would also be relevant where the fund has claimed the cost of insurance using
the alternate method under the section 290-470 ITAA 1997, future liability to pay, which may create a significant tax
deduction for the SMSF and result in a large tax loss to be carried forward. Where the surviving member is being paid from
the SMSF a retirement phase pension, for example a death benefit pension, any brought forward tax loss would need to
be reduced by the current year net ECPI.

This treatment of the tax loss will be less tax effective for the fund in that there will most likely be less loss to offset against
fund assessable income, for example, assessable contributions received by the fund from new members. Consequently, to
maximise the benefit of a brought forward tax loss, it is best not to have any retirement phases interests in the fund.

Tip — 1 July 2017 changes make it easier to roll out retirement phase interests

Changes made from 1 July 2017 makes it easier to rollover a death benefit pension to another superannuation
fund. Consequently, where an SMSF has claimed a large tax deduction, for example under section 295-470 ITAA 97
and it results in a significant tax loss, members with retirement phase pensions, including death benefit pensions,
can be transferred to another fund to a maximise the tax benefit of the carried forward tax loss.
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Session 6: SMSF secrets in the spotlight

In this last session we shared with you some of the questions submitted to Accurium concerning preparation of annual
financial statements, the SMSF annual return and auditing. This session covers scenarios that are authentic and unscripted,
reflecting real inquiries from professionals working with SMSFs. This session was also for attendees to ask any final
guestions and as these were given priority, we may not have had time to go through all the questions on the slides.
Consequently, our responses to the questions submitted to us are provided in these reference notes.

Question 1
Can you record a contribution made on 30 June 2024 in 2023-24?

The SMSF member made a contribution via EFT on the weekend of 29/30 June 2024. The bank does not show the
transaction on the SMSF's bank statement as happening until the next business day, being 1 July 2024. However, with
technology today the member/trustee can provide a time stamped document showing that the SMSF bank account had
the funds available on 30 June 2024, notwithstanding the bank statement shows the deposit on 1 July.

Can the contribution be recorded as received by the SMSF in the 2023-24 year?

Answer

The ATO's Taxation Ruling (TR) 2010/1 — Income tax: Superannuation contributions include a table (reproduced below) that
summarises the ways a contribution can be made to a superannuation fund and when it will be considered made. The
timing of when a contribution is considered ‘received’ is important for determining the income year in which:

e The contribution is assessable to the fund (where the contribution is an assessable contribution);

e The contribution is assessed against the applicable contribution cap for the member;
e The contribution is deductible to the contributor.

A contribution is made when:

If the funds are transferred by:

Making a cash payment (either in Australian or
foreign currency) to the superannuation provider.

The cash is received by the superannuation
provider.

An electronic transfer of funds to the
superannuation provider.

The funds are credited to the superannuation
provider's account.

Giving the superannuation provider a money order
or bank cheque on which payment is made.

The money order or bank cheque is received by
the superannuation provider, unless the order or
cheque is dishonoured.

Giving the superannuation provider a personal
cheque (other than one that is post-dated) that is
presented and honoured with cash or its electronic
equivalent.

The personal cheque is received by the
superannuation provider, so long as the cheque is
promptly presented® and is honoured.

Giving the superannuation provider a personal
cheque that is post-dated and that is presented and
honoured with cash or its electronic equivalent.

The cheque is able to be presented for the
payment (that is, the date on the cheque), so
long as the cheque is promptly presented?and is
honoured.

A related party (as maker) issuing a promissory
note, payable on demand at face value, to the
superannuation provider and the note is paid with
cash or its electronic equivalent.

The promissory note is received, so long as
payment is demanded promptly? and the note is
honoured.

A related party (as maker) issuing a promissory
note, payable on a future date at face value, to the
superannuation provider and the note is paid with
cash or its electronic equivalent.

Payment is able to be demanded or required to
be made, so long as the demand (if required) is
promptly made3 and the note is honoured.

53 Refer para 14 TR 2010/1 for what the ATO considers to be ‘demanded promptly’.
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In most cases, a contribution is made by an electronic transfer of funds to the SMSFs bank account. Using this common
contribution method, for the contribution to be recorded as received in an income year, it must show on the SMSF's bank
transactions as a deposit no later than 30 June of that same income year. Even where the contributor can show that the
contribution was made no later than 30 June, if the SMSF bank transactions shows the contribution received after 30
June, it is most likely to be regarded as a contribution in the following income year.

Tip
Paragraph 187 of TR 2010/1 states the following in relation to transfers between linked accounts:

A superannuation provider’s account statement would normally provide the best evidence as to when a contribution
is received. However, in limited circumstances, other evidence may be used to determine when a contribution is
made. For example, a transfer of funds between the linked accounts of a member of a SMSF and the fund held at
the same financial institution may result in a contemporaneous debit and credit to the respective accounts with the
funds being immediately available for use of the SMSF. When such a transfer occurs on a week-end, it is common
for bank statements to show the transaction occurring on the next business day. Evidence, such as a computer print
out recording the receipt of the amount into an account of the superannuation provider, may be used to establish
the timing of the contribution.

The important element in such circumstances is to be able prove when the deposit was available to the trustees of
the fund, as this may be used to establish when the contribution made, regardless of what the more formal bank
statement may indicate.

Employer contributions via superannuation clearing house
Employers pay superannuation, including their superannuation obligations, in respect of their employees via SuperStream.

With SuperStream, money and data are sent electronically in a standard format. To meet SuperStream requirements,
one of the electronic options is to use a superannuation clearing house. A clearing house pays superannuation to the
employees’ respective superannuation funds for the employer. The employer sends a single electronic payment to the
clearing house with all the employees’ superannuation contribution data, and the clearing house does the rest.

One of the clearing house operators is the ATO, being the Small Business Superannuation Clearing House (SBSCH). The
clearing house is a free online service provided by the Australian Government through the Australian Taxation Office.

An employer can use the clearing house to pay superannuation for all their employees through a single payment. The
clearing house will then distribute the money to each employee’s respective superannuation fund according to the
employer’s instructions.

An employer can use the free Small Business Superannuation Clearing House if they have either:

19 or fewer employees; or
e A turnover of less than $10 million a year.

Alternatively, the employer can also choose to use:

e Other commercial clearing house options;
e A superannuation fund’s clearing house.

For further information on the ATO’s superannuation clearing house go to the ATO's webpage ‘Small Business
Superannuation Clearing House' (QC 44705).

Timing of meeting SG obligations and tax deduction
An issue that arises when an employer makes a superannuation contribution via a superannuation clearing house is the

timing of when the contribution is made in relation to superannuation guarantee obligations and claiming an income tax
deduction. This particularly applies when the contribution is made to the superannuation clearing house just prior to the
relevant deadline, but the superannuation fund receives the contribution, from the superannuation clearing house, after
the relevant deadline.



https://www.ato.gov.au/business/super-for-employers/paying-super-contributions/how-to-pay-super/small-business-superannuation-clearing-house/
https://www.ato.gov.au/business/super-for-employers/paying-super-contributions/how-to-pay-super/small-business-superannuation-clearing-house/
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The ATO's Taxation Ruling (TR) 2010/1: Superannuation contributions outlines the ATO’s view on when a contribution

is made in paragraph 13. Today, the most common way an employer makes a contribution in respect of an employee is
via an electronic funds transfer (EFT). The ATO’s ruling states that the contribution is considered made when ‘The funds
are credited to the superannuation provider's account’. That is, when the employee’s superannuation fund receives the
contribution from the superannuation clearing house. Based on this ruling, the date the superannuation fund receives

the contribution will be the relevant date to determine if the superannuation contribution has been made by the
superannuation guarantee deadline (28 days after the end of the quarter) and which financial year the employer can claim
the contribution as an income tax deduction.

However, from a superannuation guarantee obligation perspective, section 23B of the Superannuation Guarantee
(Administration) Act 1992 (SGAA) specifies that employer payments made to an ‘approved clearing house’ are taken

to be contributions made on the day they are accepted by the approved clearing house. This is only for the purpose of
determining whether an employer is liable for the superannuation guarantee charge and does not extend to determining
when an employer is entitled to claim a tax deduction.

Tip — what is an ‘approved clearing house’?
Currently, the only approved clearing house is the ATO’s Small Business Superannuation Clearing House — refer Reg
24 Superannuation Guarantee (Administration) Regulations 2018.

Contributions made to a clearing house, other than an approved clearing house are taken to be made when they

are received by the superannuation fund or RSA (refer Superannuation Guarantee Determination (SGD) 2005/2
Superannuation guarantee: Is a contribution to a complying superannuation fund or a retirement savings account for the
benefit of an employee made when the employer makes the contribution to a clearing house (other than an approved
clearing house?).

In relation to the timing of an income tax deduction for an employer superannuation contributions made via the

ATO's SBSCH, the ATO has issued a Practical Compliance Guidance (PCG) 2020/6 Timing of income tax deductions

for superannuation contributions made through the Small Business Superannuation Clearing House - ATO compliance
approach. The PCG describes circumstances in which the Commissioner will not apply compliance resources to determine
which financial year an employer is entitled to claim income tax deductions for superannuation contributions made
through the SBSCH to a superannuation fund or retirement savings account (RSA).

There may be a period of time between an employer’s payment to the SBSCH and the trustee of a superannuation fund
receiving the contribution. The SBSCH may be unavailable over a weekend close to the end of the financial year for
scheduled system maintenance. Payments made towards the end of a financial year may not be received by the trustee of
the superannuation fund or RSA in the financial year. This may impact on when an employer is entitled to an income tax
deduction for the superannuation contributions.

The PCG applies to an employer if:

e the employer, or their nominated representative on their behalf, made payments to the SBSCH on behalf of employees
before close of business on the last business day of the financial year in which the employer deducts the contribution;

e at the time of making the payments, the employer provided all relevant information to enable the SBSCH to process
the payment to the employees’ superannuation fund accounts or RSA;

e the payment has not been dishonoured by the superannuation fund or RSA or returned to the employer by the
SBSCH;

e the employer would otherwise be entitled to the income tax deduction per Subdivision 290-B ITAA 1997.

In accordance with this PCG, the ATO will not apply compliance resources to consider whether the contribution made

by the employer was received by the trustee of the superannuation fund or RSA in the same financial year in which

the payment was made by the employer to the SBSCH, provided they made the payment to the SBSCH before close of
business on the last business day on or before 30 June. As a consequence of this compliance approach, where the above
conditions are satisfied, the contributing employer does not need to check with their employees’ superannuation funds
to determine in which financial year the contributions were received from the SBSCH prior to claiming an income tax
deduction in the income year the payment was made to the SBSCH.

4



https://www.ato.gov.au/law/view/document?docid=TXR/TR20101/NAT/ATO/00001
http://www5.austlii.edu.au/au/legis/cth/consol_act/sga1992430/s23b.html
http://classic.austlii.edu.au/au/legis/cth/num_reg/sgr2018201801289555/s24.html
http://classic.austlii.edu.au/au/legis/cth/num_reg/sgr2018201801289555/s24.html
https://www.ato.gov.au/law/view/document?docid=SGD/SGD20052/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?docid=COG/PCG20206/NAT/ATO/00001#fp3
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The approach outlined in the PCG will not apply where the employer deducts a contribution in an income year where the
payment is made through a clearing house other than the SBSCH (a commercial clearing house).

Typically, the contract between an employer and the commercial clearing house will set out the terms and conditions of
the agreement between them, including the service standards for processing payments. Some commercial clearing houses
will indemnify employers for any loss incurred where the clearing house was in breach of their service standard. Employers
who use a commercial clearing house should check the service standards with their clearing house.

Tip — Contribution cap assessment

The contribution paid by the employer via either the SBSCH or a commercial clearing house will count towards
member’s relevant contribution cap in the income year the employee’s superannuation fund receives the
contribution from the SBSCH or commercial clearing house, notwithstanding the timing for SG and income tax
purposes.

Question 2
How frequently do you need rental appraisals for SMSF property?

What happens if your SMSF signs a 3 year lease or longer to a related party for commercial property and after year 1
market rentals collapse or increase significantly?

The auditors always seem to want yearly rental appraisals which seems like nonsense if you have a multiyear lease can you
just point them to the multiyear lease.

At what point is a lease for too long a period is there any ATO guidance?

Answer

An SMSF that leases a property that satisfies the ‘business real property’ definition in subsection 66(5) SIS Act is not an
‘in-house asset’, per subsection 71(1)(g) SIS Act, provided the lease is enforceable by legal proceedings, between the
trustee of the fund and the related party.

The lease would also need to satisfy subsection 109(1)(b) SIS Act, that is, the terms and conditions of the transaction,
being the lease of the property, are no more favourable to the other party than those which it is reasonable to expect
would apply if the SMSF trustee were dealing with the other party, the related party tenant, at arm’s length in the same
circumstances. Where the amount of the lease paid by the related party is less than commercial, this would cause a breach
of section 109 SIS Act. However, where the lease paid by the related party is more than commercial, this would not cause
a breach of section 109 SIS Act, but would be caught by the NALI rules in section 290-550 ITAA 1997.

The commerciality of the lease terms should be tested at the time when the SMSF, as landlord, and the related party
tenant enter into the lease. Provided the terms and conditions of the lease can be substantiated as being on an arm’s
length basis and the lease is conducted on those terms, there would be no requirement to adjust the annual rental
amount to market during the term of the lease, until the lease terms require it.

Example
An SMSF leases business real property to a related party company. The terms of the lease are for an initial 5 years, with the

annual rent adjusted for CPl on each 1 July. At the end of the 5 year period, there is an option for the tenant to enter into
another 5 year lease term, with the annual rental amount in the first year of the second 5 year term based on a market
rate of rent. The terms and conditions of the lease are substantiated as commercial, that is:

e The annual rent for year 1 is substantiated as a commercial amount;
e The term of the lease, initial 5 years with an option for a further 5 years is substantiated as commercial;
¢ Indexation to CPI of the annual rental amount is substantiated as commercial.

Overall, the terms and conditions of the lease would apply, regardless of whether the tenant was a related party or not a
related party of the SMSF.

During the initial 5 year term there is no requirement for the annual rental amount to be adjusted to a market rate, despite
the market rate increasing or decreasing during the lease term. The lease only requires the annual rental amount to be
increased by CPl each 1 July.



http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s71.html
http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s109.html
http://classic.austlii.edu.au/au/legis/cth/consol_act/itaa1997240/s295.550.html
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Separately, the SMSF trustee would need to consider the market value of the property (that is being leased to the related
party) for disclosure in the annual financial statements. This is a requirement under SIS regulation 8.02B. However, whilst
the value of the property disclosed in the annual financial statements may change from year to year, this does not affect
the amount of rent paid by the related party tenant during the lease term.

From an audit perspective, reference can be made to an article on this topic from Baumgartner Super, written by Belinda
Taylor (15 January 2021), ‘Auditing business real property rented to a related party’.

The article makes the following comments in respect of a lease of business real property to a related party of an SMSF:
'"WHEN A LEASE ARRANGEMENT BETWEEN SMSF AND RELATED PARTY COMMENCES

e The trustee should obtain an independent expert opinion of the market value of the annual rental. This should include
a contemplation of whether a rent-free period and additional charges for car parks are appropriate.

e A commercial lease agreement needs to be prepared, setting out the terms and conditions of the arrangement.

e Details of the outgoings should be documented within the agreement with these marked to market.

DURING THE LEASE TERM

e The trustee doesn’t have to annually justify the commerciality of the lease arrangement to the SMSF auditor. For
example, if the parties have entered into a 5-year agreement, the trustee wouldn’t have to obtain a rental assessment
until such time as the lease amount needs to be re-negotiated.

e The trustee has to ensure the parties are adhering to the terms of the lease agreement. This would include that the
correct rental amount is being paid, at the correct time. Consistently short-paying or late-paying rental is not an arm’s
length dealing.

¢ In good faith alterations to the terms of the agreement during the lease term could be contemplated. The ATO has
confirmed this to be a commercial approach during 2020 where the COVID pandemic caused a significant disruption
to Australian businesses. However, it is important that variations are justifiable and documented.

An example of an arrangement not being on arm’s length is where an SMSF trustee sought a property valuation and
because of an increased valuation, decided to increase the rental to the related party tenant mid-way through the term of
the lease agreement. When this came to audit, we asked for the commercial reason why the tenant would agree to this? If
there is no commercial justification for this, the trustee risks all the rental income being treated as NALI.’

Question 3
Should pension and lump sum payments be disclosed in the operating statement?

Some accountants choose not to show pension and lump sum payments in the operating statement. It's a feature of some
accounting software. The benefit payments will be shown in the notes though. Technically, the operating statement and
the financial position combined would be out of balance. I'm just wondering if this is ok for the audit purposes.

Answer
An SMSF is not a reporting entity and consequently the accounting standards do not apply. The SMSF can prepare special
purpose financial statements and only needs to comply with the requirements of SIS and its trust deed.

From a SIS perspective, subsection 35B(1) SIS Act requires the SMSF trustee to prepare the following:
e Statement of financial position;
e Operating statement; and

e Accounts and statements specified in the regulations.

Currently, there are no accounts or statements that are specified in the regulations. Furthermore, there is no prescribed
method for the preparation of the Statement of Financial Position or Operating Statement.



https://www.baumgartnersuper.com.au/news/auditing-business-real-property-rented-to-a-related-party
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The SMSF's approach to accounting for transactions, that is, accounting concepts applied, including any accounting
standards that have been adopted should be outlined in the ‘Summary of significant accounting policies’ in the notes to
the financial statements. It should also be confirmed that these adopted accounting policies are reflected in the way the
SMSF accounting or administration platform treats transactions and does not breach any requirements in the SMSF’s trust
deed.

Consequently, either approach to reporting and disclosing benefit payments, including pension payments is acceptable,
provided the approach is consistent with the summary of significant accounting policies notes and the fund’s trust deed.

Question 4
Sole member of SMSF died, who signs the financial statements and SAR?

| was in the process of winding up an SMSF with a single member, sole director corporate trustee and the sole member
has died. The SMSF has no assets, and we were waiting for the audit to be completed. Who signs the financial statements
and the SMSF annual return?

Answer:
The financial statements and final SMSF annual return will need signing. The approach to take would be as follows:

1. Review the constitution of the corporate trustee for the appointment process for an office holder (director). It is likely
that shareholders will be able to appoint a director. As the shareholder is deceased, his legal personal representative
(LPR) should be able to vote and make the appointment. The LPR would be the Executor of the deceased’s estate.
Also, check to see if there are any successor director rules in the company constitution and whether such a rule was
enacted by the deceased,;

2. The SIS legislations allows the LPR of a deceased member to act as trustee or director of the corporate trustee,
but only up until the deceased member’s death benefit commences to be payable (s.17A(3)(a) SIS Act). Whilst the
member’s death benefit may have already commenced to be paid, | would proceed with the appointment of the
deceased member’s LPR (executor of the estate) as the director of the corporate trustee to allow for signing of the
wind-up financial statements and SMSF annual return and any other required documents for audit.

Question 5
How should income tax expense be allocated between pension and accumulation interests?

We have a fund, where the member holds both an accumulation and a pension interest. Due to the accumulation interest,
there is assessable income on investment income, for which a ‘tax expense’ has been raised. In this instance, should the
"tax expense’ (on the assessable income) be allocated solely to the accumulation interest in the member statements (given
that tax will be payable at 15% on the investment earnings)?

Or, should this "tax expense’ be proportionately allocated between both the accumulation and pension account interest of
the member? In addition to the above, is this ‘allocation’ done in accordance with ‘accounting standards’?

Or, is there another form of guidance for this ‘tax expense’ allocation?
Answer

When preparing the annual financial statements for an SMSF, the following needs to be considered for their application to
how such statements are prepared:

e Provisions or clauses in the SMSF's trust deed which may prescribe what reports are to be prepared and how such
reports are prepared,;

e The SIS Act and Regulations that prescribes what reports must be prepared and how fund assets are to be disclosed.
Further, there are provisions concerning the allocation of income and expenses amongst members;

e Whether any of the accounting standard must be applied when preparing the financial statements; and

e How the accounting or administration compliance platform processes transactions and what reports it produces as
part of the annual financial statements.
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Accounting standards
An SMSF is generally regarded as not being a reporting entity and consequently the accounting standards do not apply.

The SMSF generally prepares special purpose financial statements and only needs to comply with the requirements of SIS
and its trust deed. The SMSF’s approach to accounting for transactions, that is, accounting concepts applied, including any
accounting standards that have been adopted should be outlined in the ‘Summary of significant accounting policies’ in the
notes to the financial statements.

Superannuation law requirements for financial statements
Subsection 35B(1) SIS Act requires the SMSF trustee to prepare the following:

e Statement of financial position;
e Operating statement; and
e Accounts and statements specified in the regulations.

Subsection 35B(2) SIS Act states that the regulations may provide for or in relation to the preparation of accounts and
statements. In this respect the relevant regulation is SIS Regulation 8.02B, which requires the assets of the SMSF to be
disclosed in the annual financial statements at market value (as defined in subsection 10(1) SIS Act).

Allocation of fund expenses
How expenses of a fund will be allocated in the fund’s financial statements will be governed by the:

e  Fund’s trust deed; and
e Sis regulations.

Trustees are required to determine the costs to be charged against a member’s interest in the fund on a fair and
reasonable basis, per SIS Regulation 5.02. For example, where a trustee held a life insurance policy to provide death
benefits for a particular member, the trustee would be required to deduct the cost of those premiums from that particular
member’s interest. Where the member expense, in this example the insurance premium, is claimed as a fund income tax
deduction, the tax benefit of that deduction would also likely be allocated to that member.

Likewise, this would also apply to tax applicable to assessable contributions accepted in respect of a fund member.
For example, if the fund had accepted $10,000 of assessable (concessional) contributions in respect of the member,
the applicable tax of $1,500, commonly referred to as ‘contributions tax’, would be deducted from that member’s
accumulation interest.

The allocation of the balance of fund tax (excluding tax applicable to income or deductions that are specific to members)
would be subject to any specific requirements of the fund’s trust deed and ensuring that any approach satisfies the SIS
Regulation 5.02, that is, it's on a fair and reasonable basis.

Further, such an allocation may also depend on how the particular SMSF administration and compliance platform allocates
tax. For example, below is a summary of our understanding of how tax is allocated by a selection of such platforms:

e Platform A: Tax is allocated to the accumulation accounts up to the point where the allocation equals the profit/
loss amount associated with given income/expense transactions. Any balance is again allocated to the accumulation
accounts proportionately until exhausted. In the event that there are no remaining accumulation balances, the
allocation will revert to pension accounts on a proportionate basis to prevent negative accumulation balances.

e Platform B: The year end process will use the ‘daily weighted average balance’ method when completing profit and
tax calculations for members. This method adds the total amount allocated to the member accounts for the year by
placing a weighting on each dollar based on the transaction date (how many days the transaction was relevant to the
financial year/period). The remaining profit (or loss) and income tax applicable to the fund is then allocated to member
accounts based on the total of the weighted member account balances at year-end. Income Tax and Provision for
Deferred Income Tax (PDIT) will only be allocated to Accumulation Members only. Where the fund has only pension
members any income tax will be allocated to all pension members. Imputed Credits will always be allocated as part
of the profit allocation. Users have the ability to change the percentage or amount of profit/(loss) and income tax
expense that is allocated to fund members.



http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s35b.html
http://classic.austlii.edu.au/au/legis/cth/consol_reg/sir1994582/s8.02b.html
http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/index.html
http://classic.austlii.edu.au/au/legis/cth/consol_reg/sir1994582/s5.02.html
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e Platform C: Tax that is not applicable to income or expenses specific to a fund member are included in the calculation
of net earnings, which are then allocated to members on a weighted daily balance. Effectively, tax, other than tax
applicable to member specific income or expenses, is treated as a fund expense and is proportionately allocated to all
member interests, both retirement phase and non-retirement phase interests.

In summary, whichever approach to allocate tax is implemented, it should be:

e Inaccordance with the fund’s trust deed; and
e Able to be explained as being a fair and reasonable basis, to comply with sis requirements.

It is also suggested to consider disclosure of the basis of allocation in the ‘Summary of significant accounting policies’ in
the annual financial statements. It may also be prudent to discuss with the SMSF trustee(s).

Question 6
Can the earnings of the fund be allocated to members at the trustee’s discretion?

We currently have two SMSF's where there has been some discussion between the fund’s members/trustees about
potentially allocating earnings between the member accounts on a different basis to the standard/default way, being on a
proportionate basis per the member balances.

My question is are the trustees/members allowed to distribute the fund’s annual earnings how they want, rather than the
standard/default method.

I note a similar thing is possible by creating a segregated fund. Noting the trustees of one of these fund'’s was under the
impression the investments were segregated, however the previous fund administrator has not processed the accounts
that way. Subsequently, if the members were able to allocate the annual earnings going forward as they see fit, we will
ultimately be able to reconcile the investment balances to the member accounts, and then segregate.

Please answer this on the basis the fund deed allows the trustees to allocate the investment earnings as they see fit, and/
or is silent on the issue.

Answer
SIS regulation 5.03(1) states the following in relation to the allocation of investment returns:

Subject to regulation 5.01B and Division 6.1, the trustee of a regulated superannuation fund or an approved deposit fund
must determine the investment return to be credited or debited to a member’s benefits (or benefits of a particular kind) in
a way that is fair and reasonable as between:

(a) All the members of the fund; and
(b) The various kinds of benefits of each member of the fund.

Fair and reasonable is often accepted by the industry to be based on the proportional holdings of member’s interest, as
a weighted average percentage of the fund’s value. An exception to this would be for segregated assets where specific
assets are linked to specific members and the income derived from those assets is allocated to the member.

SIS regulation 5.02 is similar in nature and deals with the allocation of costs/expenses.

Where a fund’s deed provides a level of discretion to the trustees in relation to the allocation of costs and investments
returns, consideration must still be given to these regulations.

It may also be worth considering the trustee covenants contained in section 52B SIS Act, particularly the requirement to

act in the best financial interest of the beneficiaries. If the allocation of investment returns is not on a fair and reasonable
basis, is this in the best financial interest of the beneficiaries?



https://www.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_reg/sir1994582/s5.03.html
https://www.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_reg/sir1994582/s5.02.html
https://www.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_act/sia1993473/s52b.html
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In addition to this, subsection 52B(4) allows for beneficiaries to provide direction to the trustees, in relation to investments
of particular assets or asset classes. SIS regulation 4.02 provides further detail on the concept of beneficiary investment
choice.

Where the trustees are of the view that the assets of the fund are segregated or beneficiary investment choice has been
applied, it would be expected that there is documentation/evidence, such as minutes of decisions, records of the allocation
of specific assets, to support this.

Ultimately it is the trustees who must decide how the earnings are allocated. It is also incumbent on the trustees to justify
their decisions, particularly where they may stray from pervious practices/decisions of the trustees and/or to industry
accepted practices.

Even where decisions are documented via minutes, that is not to say that an auditor of the fund or the ATO have to, or
will, accept the approach as being fair and reasonable.

Question 7
Can a member’s death benefit amount be calculated as at date of death accrued in the accounts?

We have a fund where a member has passed away and the members balance has not been paid out as a death benefit
lump sum by the end of the financial year. The client has accrued death benefit lump sum as a creditor which has
effectively brought the members balance to $0), even though the lump sum payment has not been withdrawn.

It is our understanding that the correct treatment is to not accrue any lump sum. The members balance should remain and
will change based on the market movement in the SMSF. The lump sum should then be accounted for on the date the
lump sum payment is made.

Can you please confirm if our understanding is correct? If so, could you please provide reference to the legislation that
specifies that lump sum is unable to be accrued in this manner?

Answer

SIS subregulation 6.21(1) requires a member’s benefits in a regulated superannuation fund to be cashed as soon as
practicable after the member dies. The question is whether by determining the deceased member’s benefits as at a certain
date and the death benefit calculated amount being recorded as a liability on the fund’s Statement of Financial Position,
has the deceased member’s benefit been ‘cashed’?

In the context of cashing a deceased member’s superannuation benefits, the term ‘cashed’ typically means converting the
superannuation balance into a payment that is made to the beneficiary or the legal personal representative, e.g., executor
of deceased member’s estate.

When a deceased member’s superannuation benefit is ‘cashed,” it means that the funds have been released or disbursed
from the superannuation account and made available to the recipient. The cashing process may involve different payment
options, such as a lump sum payment or setting up an income stream (pension). The chosen option will depend on factors
such as the rules of the superannuation fund, beneficiary nominations, and relevant laws and regulations.

In this scenario, the deceased member’'s superannuation benefit has been purportedly ‘cashed’ by journalising the benefit
amount, determined at a certain date, to a liability account. The amount in this liability account will then be paid at a later
date. The ATO's Interpretative Decision (ID) 2015/23 considered where the benefits of a deceased member of an SMSF
were to be paid as a lump sum to the deceased member’s spouse, whether the benefits could be considered cashed for
the purpose of SIS Regulation 6.21 if the amount of the benefit was simply debited from the deceased member’s account
and credited to the account of the spouse by way of journal entry in the fund’s accounts. The ID found that journalising
the balance standing to the deceased member was not considered as satisfying the cashing requirement.

The term ‘cashed’ is not defined in Part 6 of the SIS Regulations. However, by virtue of subregulation 6.01(1) SISR, it

has the same meaning as the defined term in Part 5 of the SIS Regulations. Subregulation 5.01(1) in Part 5 of the SIS
Regulations simply states that ‘cashed’ means cashed in accordance with Division 6.3 of the SIS Regulations. As ‘cashed’
is not otherwise defined for the purposes of the SIS Regulations and/or the SIS Act, the term is therefore given its ordinary
meaning, having regard to the context and purpose of the provision in which it appears.

4



https://www.austlii.edu.au/cgi-bin/viewdoc/au/legis/cth/consol_reg/sir1994582/s4.02.html
http://classic.austlii.edu.au/au/legis/cth/consol_reg/sir1994582/s6.21.html
https://www.ato.gov.au/law/view/document?docid=AID/AID201523/00001

In the ATO’s ID 2015/23 it states that:

‘The Macquarie Dictionary (6th Edition) relevantly defines the verb ‘cash’ as meaning ‘to give or obtain cash
for (a cheque, etc)’. Similarly, the Australian Oxford Dictionary (2nd Edition) describes it as meaning ‘to give or
obtain cash for (a note, cheque etc.)".

Having regard to the legislative scheme of Part 6 of the SISR, which contains the ‘payment standards’ that
apply to the operation of all requlated superannuation funds and expressly provides that a member’s benefits
in a fund may be ‘cashed by being paid’, it is clear that the term ‘cashed’ as it is used in the SISR involves the
‘payment’ of a member’s benefits.’

Further, SMSF Determination SMSFD 2011/1, which discusses ‘cashing’ in the context of benefits payable with a cheque or
promissory note, confirms at paragraph 21 that:

‘For the purposes of Division 6.3 of the SISR, ‘cashing’ involves a ‘member’s benefits in a fund’ being ‘paid’. This
indicates that cashing involves an SMSF making a payment which reduces the member’s benefits in the fund.’

The determination goes on to state at paragraph 22 that cashing involves an actual distribution of benefits from the fund.

It follows that for the deceased member’s benefits in the fund to be considered ‘cashed’, there must be a ‘payment’ of the
deceased member’s benefits in the fund to their legal personal representative (LPR) or a dependant (per the SIS law). This
would also include ‘cashing’ the deceased member’s benefits in the form of an income stream (death benefit pension) to
an eligible beneficiary, e.g. surviving spouse.

Reference should also be made to the SMSFs trust deed and the process for cashing a deceased member's superannuation
death benefit. Does the deed allow for the determination of a deceased member’s benefits held in the fund as at a certain
date and for the benefit to be paid at a later date? Has the death of the member resulted in them no longer being a
member of the SMSF and consequently not entitled to a share of fund earnings? Where they are still entitled to earnings,
are those earnings being allocated to members in a fair and reasonable manner in accordance with SIS Subregulation

5.03(2)?

To summarise, in the context of cashing a deceased member’s superannuation benefits, ‘cashed’ refers to the act of
converting the superannuation balance into a payment that can be received by the beneficiary or the executor of the
member’s estate. In our view, holding an amount, as determined by the SMSF trustee(s), in a liability account for payment
at some time in the future does not meet the requirements of cashing.
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https://www.ato.gov.au/law/view/document?docid=SFD/SMSFD20111/NAT/ATO/00001
http://classic.austlii.edu.au/au/legis/cth/consol_reg/sir1994582/s5.03.html
http://classic.austlii.edu.au/au/legis/cth/consol_reg/sir1994582/s5.03.html
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Other useful reference notes
The balance of this reference guide contains notes on other topics that whilst not covered at this year’s SMSF Compliance
Day 2024, are provided as useful resource.

Contributions: Acceptance; timing, tax and caps

There have been a number of changes to the rules concerning contributions from the 2022-23 income year. They concern
the rules that permit a superannuation fund trustee to accept a contribution in respect of a member; the income tax rules
for claiming an income tax deduction for a personal superannuation contribution and the bring forward rule for
non-concessional contributions. These were covered in the Contribution session and are restated and outlined in this
section.

Timing: When a contribution is made

The ATO's Taxation Ruling (TR) 2010/1 — Income tax: Superannuation contributions includes a table (reproduced below)
that summarises the ways a contribution can be made to a superannuation fund and when it will be considered made. The
timing of when a contribution is considered ‘received’ is important for determining the income year in which:

e The contribution is assessable to the fund (where the contribution is an assessable contribution);
e The contribution is assessed against the applicable contribution cap for the member;
e The contribution is deductible to the contributor.

If the funds are transferred by:

Making a cash payment (either in Australian or
foreign currency) to the superannuation provider.

A contribution is made when:

The cash is received by the superannuation
provider.

An electronic transfer of funds to the
superannuation provider.

The funds are credited to the superannuation
provider's account.

Giving the superannuation provider a money order
or bank cheque on which payment is made.

The money order or bank cheque is received by
the superannuation provider, unless the order or
cheque is dishonoured.

Giving the superannuation provider a personal
cheque (other than one that is post-dated) that is
presented and honoured with cash or its electronic
equivalent.

The personal cheque is received by the
superannuation provider, so long as the cheque is
promptly presented** and is honoured.

Giving the superannuation provider a personal
cheque that is post-dated and that is presented and
honoured with cash or its electronic equivalent.

The cheque is able to be presented for the
payment (that is, the date on the cheque), so
long as the cheque is promptly presented? and is
honoured.

A related party (as maker) issuing a promissory
note, payable on demand at face value, to the
superannuation provider and the note is paid with
cash or its electronic equivalent.

The promissory note is received, so long as
payment is demanded promptly® and the note is
honoured.

A related party (as maker) issuing a promissory
note, payable on a future date at face value, to the
superannuation provider and the note is paid with
cash or its electronic equivalent.

Payment is able to be demanded or required to
be made, so long as the demand (if required) is
promptly made® and the note is honoured.

Tip — Common way a contribution is made

In most cases, a contribution is made by an electronic transfer of funds to the SMSFs bank account. Using this
common contribution method, for the contribution to be recorded as received in an income year, it must show
on the SMSF's bank transactions as a deposit no later than 30 June of that same income year. Even where the
contributor can show that the contribution was made no later than 30 June, if the SMSF bank transactions shows
the contribution received after 30 June, it is most likely to be regarded as a contribution in the following income
year.
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Tip — Contributions made via clearing house.

Refer to the section ‘Employer contributions via superannuation clearing house’ in relation to the timing of
when an employer contribution is made.

Contribution acceptance rules

From 1 July 2022 there are changes to the rules for a superannuation trustee accepting a contribution from or on behalf
of a member. The rules that permit a superannuation trustee to accept a contribution from or on behalf of a member sit
within the SIS regulations and specifically regulation 7.04. The contribution acceptance table within this regulation is as
follows from 1 July 2022:

If a member... The fund may accept contributions made in respect

of the member that are...

1 is under 60 (a) employer contributions; or
(b) member contributions

2 is not under 60, but is under 75 (a) employer contributions; or
(b) member contributions (including downsizer
contributions)

3 is not under 75 (a) mandated employer contributions; or
(b) downsizer contributions

The above table was amended as a consequence of the further reduction in the eligibility age for the downsizer
contribution measure from 60 (which has been reduced from age 65 on 1 July 2022) to age 55 on 1 January 2023. The
current table that applies in SIS regulation 7.04 is as follows:

If a member... Then the fund may accept contributions made in

respect of the member that are:

1 is less than 55 years (a) employer contributions; or
(b) member contributions.

2 is between 55 and 74 years (a) employer contributions; or
(b) member contributions (including downsizer
contributions.

3 is 75 years or older (@) mandated employer contributions; or
(b) downsizer contributions.

This table is modelled on the repealed table (that applies in relation to contributions up to 30 June 2022), but simplifies
the contributions acceptance rules for each of the age groups, removes the work test requirements and, in table items 2
and 3, provides that a regulated superannuation fund may accept downsizer contributions from a member who is 55 years
or more.

There is also an amendment to the regulations to make it clear that an SMSF trustee may also accept contributions
made in respect of a member, and received on or before the day that is 28 days after the end of the month in which the
member turns 75, that are:

(a) employer contributions other than mandated employer contributions; or
(b) member contributions other than downsizer contributions.

These changes means that from 1 July 2022 a superannuation trustee will no longer be required to ascertain if a
member, aged 67 to 74, satisfies the ‘work test’, including the $300,000 TSB work test exemption, prior to accepting a
contribution, other than a mandated employer superannuation contribution or a downsizer contribution.
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However, there are other contribution acceptance rules that the superannuation trustee still needs to comply with, being:

e Member's tax file number (TFN) — where a member does not provide their TFN to the superannuation trustee, the
fund cannot accept member contributions. This would be expected to be an uncommon occurrence in an SMSF,
considering the relationship between members and the SMSF trustee(s). Non quoting of a member’s TFN can also
mean additional tax on contributions’.

e Contributions from a non-related employer via SuperStream. An SMSF will be required to have an Electronic Service
Address (ESA) to receive associated SuperStream data for contributions received from a non-related employer in
respect of an SMSF member. The contribution must also be made electronically to the SMSF.

e An SMSF trustee can also accept a contribution where the trustee(s) is reasonably satisfied that the contribution is in
respect of a certain period, as outlined in the table in sub-regulation 7.04(1), for which the trustee could accept the
contribution, despite the contribution actually being made after that period, when the trustee could not accept the
contribution.

e An SMSF trustee can also accept a contribution, to the extent that the amount does not exceed the member's CGT
cap amount in relation to an earnout arrangement, where the related CGT event occurred during a period for which
the SMSF trustee could have accepted the contribution?.

e In-specie contributions — generally, an SMSF trustee must not intentionally acquire an asset from a related party*.
However, there are exceptions to this prohibition, with the significant exceptions being: Listed securities and ‘business
real property’®.

Return of contributions
An SMSF trustee must return contributions to the contributor in the following circumstances®:

1. The contribution is a member contribution and the member has not quoted their TFN within 30 days of the amount
being received by the trustee; or
2. The amount was received in a manner that is inconsistent with table in SIS sub-regulation 7.04(1).

The contribution must be returned to the contributor within 30 days of the trustee becoming aware that they should not
have accepted the contribution. For an SMSF, the ATO considers that the trustees of an SMSF (or directors of a corporate
trustee) are aware that a contribution is in breach of the contribution acceptance rules when they become aware of the
contribution itself. This would generally be on the day the contribution is received. Further, the ATO view is that the 30 day
requirement obliges funds to return contributions without delay. The trustee remains obliged under SISR sub-regulation
7.04(4) to return the amount, even if more than 30 days has elapsed since the trustee(s) became aware of the obligation.

Contribution caps

Once it is determined that the superannuation trustee can accept a contribution in respect of a member, consideration
turns to the contribution cap consequences of the contribution for that member. The purpose of contribution caps is to
restrict the amount of capital that an individual can transfer to a concessionally taxed superannuation fund. A member
whose total contributions in an income year exceed the relevant contribution caps may be liable for additional tax on the
amount that exceeds the relevant contribution cap.

Superannuation contributions will generally be subject to one of the following contribution caps:

e Concessional contribution cap;
e Non-concessional contribution cap.

The concessional and non-concessional caps for the 2023-24 income year are:

Concessional cap Non-concessional cap
$27,500 $110,000
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The concessional contribution cap indexes in increments of $2,500 in line with average weekly ordinary time earnings
(AWOTE). The last indexation occurred on 1 July 2024 when the concessional contribution cap increased from $27,500 to
$30,000 for the 2024-25 income year.

From 1 July 2018, members can make ‘carry-forward’ concessional superannuation contributions if they have a TSB of
less than $500,000. Members can access their unused concessional contributions caps on a rolling basis for five years.
Amounts carried forward that have not been used after five years will expire. However, whilst the unused concessional
contribution rule applies from 1 July 2018, the first income year that an individual could have applied any unused
concessional contributions was the 2019-20 income year.

Unused concessional contributions cap amount from 2018-19 lost

Given an unused concessional cap amount can only be carried forward for five income years, any unused amount
from the 2018-19 income vyear, the first year that an unused concessional cap amount could be carried forward,
that had not been used by the 2023-24 income year will have been lost.

The 2023-24 income year was the fifth carried forward income year and consequently we will see unused
concessional cap amount that have not be applied drop off each year. For the 2024-25 income vyear, it will be the
final year that any unused concessional contribution cap amount from the 2019-20 income year can be applied.

The non-concessional contribution cap amount is a 4 times multiple of the concessional contribution cap and will increase
each time the concessional contribution cap is indexed. Consequently, from 1 July 2024 the non-concessional cap is
$120,000. For the 2023-24 income year the non-concessional cap was $110,000.

From 1 July 2022 a person has access to the bring forward arrangement where they are under age 75 at any time in
the income year. This bring forward cut-off age was increased from under age 67 to under age 75 from 1 July 2022.
Entitlement to bring forward and the amount is dependent upon the individual’s TSB at the prior 30 June to the relevant
income year. For the 2023-24 income year the bring forward amounts (where triggered in 2023-24) were as follows:

Total superannuationannuation balance 30 June Contribution and bring forward available

2023

Less than $1.68 million Access to $330,000 cap (over 3 years)

From $1.68 million up to less than $1.79 million Access to $220,000 cap (over 2 years)

From $1.79 million up to less than $1.9 million Access to $110,000 cap (no bring-forward period,

standard non-concessional cap applies)

At least $1.9 million Nil — no non-concessional cap available

The above bring forward thresholds are based on the general transfer balance cap (TBC) that applies for the relevant
income year. For the 2023-24 income year the relevant general TBC was $1.9 million. However, as the non-concessional
cap was increased to $120,000 on 1 July 2024, but the general TBC remained at $1.9 million, where the bring forward
rule is triggered in 2024-25 the relevant thresholds and bring forward amounts are as follows:

Total superannuation balance 30 June 2023 Contribution and bring forward available

Less than $1.66 million Access to $360,000 cap (over 3 years)

From $1.66 million up to less than $1.78 million Access to $240,000 cap (over 2 years)

From $1.78 million up to less than $1.9 million Access to $120,000 cap (no bring-forward period,

standard non-concessional cap applies)

At least $1.9 million Nil — no non-concessional cap available




Bring forward rule for individual approaching age 75

The combination of the removal of the work test from the contribution acceptance rules in the superannuation law and
the increase in the cut-off age for the bring forward arrangement provides an opportunity for an individual approaching
age 75 to effectively utilise their non-concessional contribution cap for income years they are of an age for which the
superannuation fund trustee(s) could not otherwise have accepted such contributions.

Example
Kevin is turning 75 in November 2023. He has a prior 30 June 2023 TSB of $1.3 million. Kevin makes a personal

non-concessional contribution of $330,000 in August 2023, when he is still age 74. There are two questions that need to
be answered for this scenario:

1. Can the superannuation fund trustee accept the contribution from Kevin?
2. What contribution cap will apply?

Dealing with the question of contribution acceptance, as Kevin is aged 74 at the time the contribution has been received,
there are no tests that need be applied. Consequently, the superannuation fund trustee can accept the $330,000 personal
contribution from Kevin.

Turning to the second question of the contribution cap, as Kevin was under age 75 at some time in the 2023-24 income
year, he can utilise the bring forward arrangement, subject to his prior 30 June 2023 total superannuation balance. Given
his prior 30 June 2023 total superannuation balance is under $1.68 million, Kevin can bring forward his non-concessional
cap for the next two income years giving him a total non-concessional cap for 2023-24 of $330,000. Consequently, Kevin
has not exceeded his non-concessional cap and has utilised his non-concessional cap from 2024-25 and 2025-26, income
years he turns 76 and 77.

If Kevin made a contribution in either of the following 2024-25 or 2025-26 income years, during a period that was 28
days after the end of the month he attains age 75, the superannuation fund trustee could not accept the contributions,
unless they were downsizer contributions. For example:

Kevin made a personal non-concessional contribution of $280,000 in August 2023. The superannuation fund could accept
the contribution and it would be well within his non-concessional cap of $330,000 under the bring forward arrangement.
However, it could not utilise the balance of the bring forward cap, being $50,000 in 2024-25 and 2025-26 as during these
years, the superannuation fund trustee(s) could not accept personal contributions as it would be outside 28 days after the
end of the month, he turned 75, being after 28 December 2023.

Don’t let TSB confuse ability to accept

A mistake that is often made is to consider an individual’s TSB when determining whether a contribution can be made
by the individual. Rather than asking the question ‘Can | make a contribution?’, it would be better to ask ‘Can the
superannuation fund accept the contribution?’. Asking the can the contribution be accepted should place the focus on
the contribution acceptance rules in SIS, which have no reference to an individual’s contribution cap.

Let's consider the following scenario......

Frank is aged 69. He had a TSB at 30 June 2023 of $2.05 million. He has not been gainfully employed for several years
and does not intend to ever be gainfully employed again.

Can a superannuation fund accept a contribution of $110,000 from Frank in the 2023-24 financial year?

Yes. From 1 July 2022 the ‘work test’ for those aged 67 to 74 was removed from the contribution acceptance rule
in SIS regulation 7.04. That is, a person aged 67 to 74 does not have to satisfy the ‘work test’ for the trustee of a
superannuation fund to be able to accept a personal contribution.

It should be noted that a superannuation fund trustee cannot accept a contribution from a member after the period
ending 28 days after the end of the month in which they turn 75, other than downsizer contributions. A superannuation
fund trustee can also accept employer mandated contributions in respect of a member aged 75 or older.
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What if this all occurred in the 2021-22 financial year and all the numbers were the same — could the superannuation
trustee(s) accept the contribution from Frank?

No. Prior to 1 July 2022, a superannuation fund trustee could not accept a contribution from a member aged 67 to 74 (up
to 28 days after the end of the month the member turns 75) unless they satisfied the ‘work test’, other than a downsizer
contribution. The ‘work test’ required the member to be gainfully employed for at least 40 hours in 30 consecutive days
within the income year the member made the personal contribution. Generally, the ‘work test’ had to be satisfied prior to
the superannuation fund trustee accepting the contribution.

As Frank is aged 67 to 74 at the time of the contribution and did not satisfy the ‘work test’ in the income year, the
superannuation fund trustee could not have accepted the contribution. The fund trustee(s) would have been required to
return the contribution to the member.

Why was there no reference to Frank’s prior 30 June TSB in either of the above answers?

In short, because a person’s TSB has no relevance to the contribution acceptance rules. The fact that Frank has a prior
30 June TSB in excess of the general transfer balance cap does not affect the ability of the fund trustee(s) to accept his
member contribution.

A superannuation fund trustee does not care about a member’s TSB ........... but Frank certainly does.

But couldn’t the superannuation fund return Frank’s $110,000 contribution as he had no non-concessional cap and has
made a mistake in making the contribution?

No. Again, the contribution acceptance rules are not dependent on the individual’s prior TSB. In accordance with the ATO'’s
webpage ‘Restitution for mistake’ (QC 21807), contributions generally cannot be returned to a member because:

e They regret making the contribution
e They or their agents made an error in their decision to contribute.

Contributions may only be refunded in circumstances tightly prescribed by legislation. From Frank’s perspective he
intended to make the contribution, no mistake was made, however, he now regrets making the contribution due to the
contribution cap consequence. Frank cannot request his fund to refund the contribution due to his prior 30 June TSB
being more than the general TBC.

A member’s prior 30 June TSB determines the amount of their non-concessional cap. As Frank’s prior 30 June 2023 TSB
was more than the general TBC of $1.9 million his non-concessional cap for 2023-24 is nil. Consequently, all of the
$110,000 contributions he made is an excessive non-concessional contribution. Again, a member’s prior 30 June TSB has
no relevance to whether the fund can accept Frank’s personal contribution.

The ATO will issue Frank with an excess non-concessional contribution determination. The excess determination will
outline Frank’s options for dealing with the excess amount.

Some contributions have a separate or no cap
Certain contributions either do not have a contribution cap or are subject to a special contribution cap, as follows:

e Contributions that are not subject to a contribution cap:
o Government co-contributions;
o Low income superannuation tax offset (LISTO) contributions;
o Contributions from structured settlements or orders for personal injuries.

e Contribution that are subject to a special contribution cap:
o Downsizer contributions: Cap of $300,000 (not indexed)
o Contributions made by an eligible person that arise from a capital gains event or from a ‘CGT look-through
earnout right’ that also meets the requirements of either the:
e CGT small business retirement exemption; or
e CGT small business 15 year exemption;



https://www.ato.gov.au/Super/Self-managed-super-funds/In-detail/SMSF-resources/SMSF-technical/Returning-contributions/?page=4#:~:text=Contributions%20generally%20cannot%20be%20returned,in%20their%20decision%20to%20contribute.
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o The CGT cap for 2023-24 was $1.705 million and for 2024-25 is $1.78 million.
o Contribution of previously received COVID-19 temporary early release superannuation benefit payment. The cap is
the amount released under the temporary COVID-19 access rule.

Assessable contributions
Generally, the assessable contributions of a superannuation fund fall into three categories (s.295-155 ITAA 1997):

e Contributions made by an employer (5.295-160 ITAA 1997);
e Contributions made by a member for which a valid notice of deduction, under section 290-170 ITAA 1997, has been
provided (5.295-190 ITAA 1997),

e Transfers from a foreign superannuation fund (excluding transfers from a New Zealand KiwiSaver scheme — not eligible
to be transferred to an SMSF) (s.295-200 ITAA 1997)>.

Assessable contributions will also include:

e Rollover received from another superannuation fund that includes an element untaxed, up to the relevant year’s
untaxed plan cap (for 2023-24 it is $1.705 million). This is generally where an SMSF receives a rollover, on behalf of a
member, from a government superannuation fund.

Tip — Contributions tax

Whilst the term "15% contributions tax’ is often used, there is actually no such tax. Assessable contributions
are included in the assessable income of the superannuation fund. After claiming allowable deductions, the net
amount, being taxable income, is subject to tax at the applicable rate.

Contributions that are not included in the assessable income of an SMSF include:

Spouse contributions®s;

Government co-contributions or payment®’;

Child contributions®®,

Member spouse contribution under the Family Law Act 1975,

A personal contribution that is not covered by a notice under section 290-170 ITAA 1997¢°,

Watch out for untaxed element of rollover into an SMSF

From an SMSF perspective, the assessable contributions will generally include all employer contributions and
member contributions for which a valid notice of intent to claim has been provided and an acknowledgement of
receipt provided back to the member.

However, keep an eye out when a member rolls over superannuation benefits from an untaxed superannuation
fund, for example a Federal or State government superannuation scheme, to their SMSF. These rollovers are likely to
include an untaxed element, which is to be included in the assessable income of the SMSF, up to the untaxed plan
cap ($1.705 million for 2023-24; $1.780 million for 2024-25).

If the untaxed element exceeds the untaxed plan cap, the originating fund should withhold tax (at the top marginal
rate plus Medicare levy) from the amount over the cap before releasing the rollover to the receiving fund. The
receiving fund will add this now-taxed amount to the tax-free component of the rolled-over amount in respect of
the member.

55 Refer to the separate section on this topic

56 5.295-165 ITAA 1997

57 Subsection 295-170(1)(a) and (2) ITAA 1997

58 Sub-section 295-170(1)(b) ITAA 1997

59 5.295-175 ITAA 1997

60 Item 1 in the table in sub-section 295-190(1) ITAA 1997
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Contribution reserving strategy

A common strategy used by SMSF members is referred to as a ‘contribution reserving strategy’. The premise of this
strategy is basically to make a contribution in one income year, but for it to count against the member’s relevant
contribution cap in the following income year. In relation to concessional contributions, this strategy allows for a ‘double
deduction’ in year one, effectively bringing forward a deduction from year two to year one®’.

Tip — Unique strategy for SMSF members
This strategy is unique to SMSFs due to SIS regulation 7.08 that effectively allows an SMSF trustee to allocate

contributions received up to 28 days after the end of the month that the contribution was received. For non-SMSFs,
SIS regulation 7.07H requires employer contributions made via SuperStream to be allocated no later than three
business days after both the contribution and the associated data is received. This much shorter time period for
allocating an employer contribution makes the strategy difficult to implement.

Case study - Contribution reserving strategy
Donald, 51, is a sole trader builder and is expected to have taxable income of $120,000 in 2022-23 from his trade. In

addition to his trade income, he has sold an investment property which will result in a net assessable capital gain, after
applying the 50% CG discount, of $55,000.

Given his level of taxable income, the assessable capital gain will be taxed at a marginal tax rate of 37%, plus any
applicable levies. A personal deductible superannuation contribution will be an effective transfer of assessable income
from a 37% (including medicare levy) tax rate to a 15% tax rate.

Donald makes two personal superannuation contributions to his SMSF — one for $27,500 in March 2023 and one for
$27,500, in June 2023. He will claim a tax deduction for both contributions in the 2022-23 income year for $55,000%,
which will offset his assessable $55,000 capital gain. His SMSF Trust Deed allows for the use of an unallocated
contributions account.

Donald has a TSB at 30 June 2022 of $867,500.

His fund allocates the first contribution in March 2023 of $27,500 to his member account, no later than 28 April
2023 (it is important the SMSF's records clearly show that this contribution was allocated to Donald no later than 28
April 2023 and not simply a 30 June 2023 year end journal). As the contribution is allocated in 2022-23, it will count
towards his $27,500 concessional contribution cap for 2022-23. The second personal contribution of $27,500, made
in June 2023, is allocated to him after 30 June 2023, but no later than 28 July 2023. As this contribution is allocated
after 30 June 2023, it will count towards his 2023-24 concessional cap.

By implementing this Contribution Reserving Strategy, Donald can claim a tax deduction in the 2022-23 income year
(the year of the capital gain). Furthermore, the fund allocates the contributions over two financial years; ensuring he
does not breach the concessional cap for either financial year. For the SMSF, as Donald has claimed both contributions
as an income tax deduction in his 2022-23 personal income tax return, the entire $55,000 is an assessable
contribution in the 2022-23 income year and must be included in the SMSF's 2022-23 annual return.

There are several issues for consideration with this strategy:

The contribution to be allocated in the subsequent financial year must be made in June — otherwise it cannot be
allocated to the next financial year;

The member must have assessable income to use the deduction; otherwise, it will not be considered a personal
deductible contribution;

The fund’s governing rules (the Trust Deed in most instances) must allow for the strategy;

This strategy effectively brings forward the individual’s (concessional) cap from the next income year. That is, they will
use their concessional cap for the following year (in this example the 2023-24 income year). Therefore, care needs to
be taken to ensure they do not breach their cap in the subsequent income year;

The correct paperwork must be lodged with the SMSF to ensure the deductible contribution is recognised and
acknowledged (5.290-170 ITAA 1997).

61 Reference can be made to Taxation Determination (TD) 2013/22 in relation to a contribution reserving strategy for concessional contributions.
62 Donald needs to provide a notice of intent to claim and receive an acknowledgment of receipt from his SMSF in accordance with 5.290-170 ITAA
1997




Tip — ‘Reserved’ contribution to be separate deposit

It is our understanding that the ATO requires all of a contribution to be allocated to the member and that a partial

allocation of a single contributed amount will not be effective. Consequently, when a contribution strategy is to be
implemented, best practice is to ensure there are separately identifiable distinct contribution amounts, particularly

where multiple contributions are made in June®:.

Ensuring contributions are counted against the cap in the correct year

Where a contribution reserving strategy is implemented, you need to ensure that the ‘reserved’ contribution received by
the fund in year one, is counted against the individual's concessional cap in year two, otherwise the individual is likely to
be issued an excess concessional contribution assessment. To ensure the ‘reserved’ contribution is assessed against the
individual’s concessional cap for the correct year, the SMSF must prepare and lodge a ‘Request to adjust concessional
contributions’ form (NAT 74851) with the ATO (as the SMSF annual return does not make provision for a concessional
contribution reserving strategy).

The information provided in this form allows the ATO to adjust the contributions information provided in the SMSF
annual return in order to correctly apply the concessional contributions cap for both years included in the strategy. The
instructions for this form also provide instructions on how the SMSF trustee(s) complete the SMSF annual return to
correctly account for the contributions reported on this form.

Cannot use ATO form for a ‘reserved’ non-concessional contribution
This form cannot be used by a SMSF member using the reserve strategy for non-concessional contributions. The
relevant SMSF member will need to contact the ATO.

Deductible personal contributions
Personal contributions to superannuation can be claimed as a tax deduction if certain requirements are met. Such
deductions are concessional contributions and are included in the member’s concessional contributions cap.

Eligibility
To claim a deduction for personal contributions to a complying superannuation fund a person needs to:

e Ensure the trustee can accept the contribution (that is, meet the contribution acceptance rules in regulation 7.04 SIS
regulations);

e From the 2022-23 income year, where the individual is aged 67 to 74 at the time the personal contribution is made,
they either satisfy the ‘work test’ or are eligible for the ‘work test’ exemption rule in respect of the year of income that
the contribution was made.

e Provide a valid notice of intent to claim a deduction to the trustees of the superannuation fund; and

e Receive an acknowledgement of the valid notice from the trustee of the superannuation fund.

‘Work test’ imported into Tax Act

From 1 July 2022 individuals aged 67 to 74% years who claim a deduction for personal superannuation contributions

will be required to satisfy a ‘work test’ or the ‘work test’ exemption. Whilst the ‘work test’ and ‘work test” exemption is
basically the same as the ‘work test’ and ‘work test’ exemption that applied in the contribution and acceptance rules in
the SIS regulations, up until 30 June 2022, it is not required to be assessed by the superannuation trustee. That is, whether
a member, aged 67 to 74 satisfies or not the ‘work test’, to enable them to claim an income tax deduction for a personal
contribution, is irrelevant from a contribution acceptance perspective.

However, failing to satisfy the ‘work test’ or the ‘work test” exemption, where required, for an income tax deduction claim,
will mean that the non-concessional cap applies, rather than the concessional cap. This may result in additional tax.

63 Based on our interpretation from minutes of the National Tax Liaison Group (NTLG) — Superannuation Technical sub-committee meeting 5 June 2012

64 A contribution can be accepted and claimed as a personal tax deduction up to 28 days after the end of the month in which the individual attains age
75.
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https://www.ato.gov.au/law/view/document?docid=rtf/ntlg20120605

Case study — application of the ‘work test’

Joey retired when he turned 65 in May 2018. He has not been gainfully employed since. Excited about the removal
of the ‘work test’ from the contribution acceptance rules from 1 July 2022, Joey made the following contributions in
2022-23 income year:

e July 2022 - $20,000, for which he intends to claim a personal income tax deduction; and
e September 2022 - $330,000, Joey's 30 June 2022 total superannuation balance is $650,000.

In Joey's excitement he has not realised that to claim the $20,000 as a personal income tax deduction and have the
amount count towards his concessional cap, he needed to satisfy the ‘work test’, that is, being ‘gainfully employed’
for at least 40 hours in 30 consecutive days in the 2022-23 income year (Joey is unable to use the ‘work test’
exemption rule).

Not satisfying the ‘work test’ means that:

e The $20,000 will count towards his non-concessional cap;
e The total contributions in 2022-23 that will count towards his non-concessional cap is $350,000;
e Joey has exceeded his non-concessional cap by $20,000.

Joey requests the superannuation fund to refund the $20,000 as he did not satisfy the work test for claiming an
income tax deduction for a personal superannuation contribution. However, the fund advises that they are not
required to check if a member, aged 67 to 74 (up to 28 days after the end of the month the member attains age 75),
meets the work test from 1 July 2022. Joey makes a further check on the ATO's website and confirms his fears that he
still needed to satisfy the work test, but only to allow him to claim an income tax deduction and that it doesn’t apply
for any of the personal contributions he made.

Joey now awaits the excess contribution cap determination from the ATO.

Had Joey made the contributions in 2021-22, the superannuation fund would have been required to refund all (the
$350,000) of his contributions within 30 days of becoming aware that they could not have accepted the contributions
as he did not satisfy the ‘work test’ or the ‘work test’ exemption.

So, whilst the removal of the work test from the contribution acceptance rules provides opportunities for those age 67
to 74 (up to 28 days after the end of the month the member attains age 75), it also has a few traps that need to be
avoided.

Notice of intent to claim a tax deduction

Once the contribution acceptance requirements are satisfied, an individual can claim a tax deduction for personal
contributions provided they give the trustee(s) of their superannuation fund a valid notice of intent to claim a deduction, in
the approved form® and within the required timeframe.

The notice of intent to claim a deduction needs to be provided to the superannuation fund’s trustee(s) before the earlier
of:

e The day a person lodges their tax return for the year in which the contributions were made; and
e The end of the income year following the one in which the person made the contributions.®

Tip — Splitting personal contributions with spouse and claiming deduction
Those who are splitting contributions to their spouse and also want to claim a deduction for contributions must
lodge the notice of intent to claim a tax deduction before lodging the contribution splitting application.

65 Sub-section 290-170(1)(a) ITAA 1997
66 Sub-section 290-170(1)(b) ITAA 1997




Invalid notice of intent

The notice will need to be valid before a deduction can be claimed. A notice of intent provided to the trustees of a
superannuation fund, in respect of a personal contribution, in an approved form and within the required timeframe is valid
unless:

e The person is no longer a member of the fund at that time;
e The trustee no longer holds the contribution; or
e The trustee has commenced an income stream using some or all of the contribution.

Case study — Contribution reserving strategy

Maria has a superannuation benefit of $200,000 in accumulation. In August 2022 she makes a personal contribution
of $20,000 that she intends to claim as a tax deduction. She then started an account-based pension using $150,000
from her superannuation benefit in September 2022 and notified the trustees of her superannuation fund of her
intent to claim a deduction in October 2022. As part of her superannuation benefit has been used to commence

a superannuation income stream, her notice of intent is invalid, and she cannot claim her contribution as a tax
deduction.

Tip — Rollover of benefit and notice of intent to claim

If Maria had rolled over $150,000 to another superannuation fund provider and started an income stream with
the other provider, she could have claimed a deduction for part of her $20,000 contribution with her current fund
provider (see the case study below for how this is calculated).

Case study — Rollover of benefits

Jill has $200,000 in superannuation with fund provider A which includes a tax-free component of $50,000. She makes
a $30,000 personal contribution in March 2023 increasing her account balance to $230,000 with a tax-free amount
now of $80,000.

In June 2023, Jill rolls over $100,000 to fund provider B, leaving her with an account balance with fund provider A of
$130,000 (assuming no earnings). The $100,000 rollover is comprised of a tax-free component of $34,783% and a
taxable component of $65,217%. The amount remaining with fund provider A therefore has a tax-free component of
$45,217 ($80,000 less $34,783) and a taxable component of $84,783.

Jill then lodges a notice in September 2023 advising the trustee of fund provider A that she intends to claim
a deduction for the $30,000 contribution made in the 2022-23 income year. That notice is not valid. Jill's
superannuation account no longer holds the entire $30,000 contribution.

However, Jill could give a valid deduction notice to fund provider A for an amount up to $16,956. This is worked out
as follows:

Tax-free component of remaining super

X  Contributions
Tax-free component of super before roll-over

$45217
= X $30,000

$80,000

Varying a valid notice of intent

Once a valid notice of intent has been provided to the fund’s trustees it cannot be withdrawn or revoked®. However, the
amount that the person intends to claim as a tax deduction can be varied but only down (including to nil)’°. To increase
the amount claimed as a deduction, another valid notice would need to be provided for the additional amount.

67 $100,000 x ($80,000/$230,000)
68 $100,000 - $34,783

69 Sub-section 290-180(1) ITAA 1997
70 Sub-section 290-180(2) ITAA 1997
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To make a variation, the person will need to provide the variation notice to the superannuation fund’s trustees within the
required timeframe. The variation notice can be provided outside of this timeframe if the ATO had subsequently denied
the deduction.

Case study - Increasing claim

Peter makes a contribution of $30,000 and lodges a notice with his superannuation fund to claim $20,000 as a
tax deduction. Later he decides to increase his deduction to $25,000. He must provide another valid notice to his
superannuation fund for the additional $5,000. His superannuation fund will now have two valid notices — one for
$20,000 and another for $5,000.

Cannot vary notice in certain circumstances
A person cannot vary their notice of intent if they are no longer a member of the fund or if the fund provider no
longer holds the contribution or has commenced paying a superannuation income stream.

Trustee acknowledgment of notice of intent to claim
The fund trustees must provide the individual contributor who provided the notice of intent, with an acknowledgement of
receipt of the person’s notice’!. However, the trustee is not required to provide an acknowledgment where:

e It has been provided outside of the prescribed time frame, and
e The value of the superannuation interest to which the notice relates, at the time the notice was received, is less than
the tax that would be payable in respect of the contribution’.

Tip — Personal tax return gives notice of documents required
The personal income tax return label (D12) for claiming an income tax deduction for a superannuation contribution
requires the individual to answer the following question:

'Did you provide your fund (including a retirement savings account) with a notice of intent to claim a deduction for
personal superannuation contributions, and receive an acknowledgement from your fund?’

Consequently, it is vitally important that prior to making a claim for a personal superannuation contribution, the
individual has received the acknowledgment from their superannuation fund.

Limitations on claiming personal contributions as an income tax deduction

The amount a person can deduct is limited to their assessable income less their other deductions, excluding tax losses’3.
The ATO can still deny a tax deduction from a valid notice of intent if the person’s taxable income is below the amount in
the notice. Put simply, a deduction for personal superannuation contributions cannot add to or create an income tax loss.

Transfers from foreign superannuation funds
Some components of transfers from a foreign superannuation fund are treated as a contribution and may count towards
the individual’s concessional or non-concessional cap:

e The assessable foreign fund amount counts towards an individual’s concessional contributions cap.
e The non-assessable foreign fund amount counts towards an individual’s non-concessional contributions cap.

The individual’s non-assessable foreign fund amount will include any applicable fund earnings component of the foreign
fund transfer. However, where the individual has made an election to include all or part of the applicable fund earnings in
the fund’s assessable income, the fund will not include the amount elected at either the assessable foreign fund amount
or non-assessable foreign fund amount labels’*. Consequently, the applicable fund earnings amount elected will not count
towards either the individual’s concessional or non-concessional contributions caps.

71 Sub-section 290-170(3) ITAA 1997

72 Sub-section 290-170(4) ITAA 1997

73 Section 26-55 ITAA 1997

74 Section 295-200 ITAA 1997 (election made under 5.305-80 ITAA 1997)
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Tip — Transfer from foreign superannuation fund

Many Australian superannuation funds will not accept a transfer from a foreign superannuation fund and overseas
funds are likely to have rules about permitting a transfer to an Australian superannuation fund. Consequently,
individuals considering transferring benefits from an overseas fund should seek specialist advice to understand

the Australian superannuation compliance and income tax consequences and the requirements and potential tax
consequences of the jurisdiction where the overseas fund is located.

SMSF deductions

These generally fall into one of two categories, either there is a specific provision, or the expense is claimed under the
general provision, section 8-1 ITAA 1997. Further, as applies to any taxpayer, consideration needs to be given as to
whether the expenses, whilst claimable as a deduction, need to be apportioned. If an expense is deductible under the
general deduction provision, and the fund has both accumulation and retirement phase (pension) members, the expense
may need to be apportioned. This will determine the amount that the fund can deduct. If an expense is deductible under
one of the specific deduction provisions, then the wording of that provision will indicate whether the expense must be
apportioned and on what basis.

Apportionment of fund expenses was considered in session 5. Please refer to the notes in that section of this reference
guide.

Whilst this reference guide is not meant to be a detailed explanation of the deductions available to superannuation funds,
it will look at some of the more topical issues.

The specific provisions that apply to superannuation fund deductions are:

Tax Related Expenses (section 25-5 ITAA 1997).

Deductions relating to contributions (sub-sectn 295-95(1) ITAA 1997).
Insurance Premiums (section 295-460 ITAA 1997) < refer to session 5.
Loss on traditional securities (section 70B ITAA 1936).

Expenses re PSTs, life policies (section 295-100 ITAA 1997).

Under the general deduction provision, an SMSF cannot deduct a loss or outgoing to the extent that:

It is a loss or outgoing of capital, or of a capital nature.

It is a loss or outgoing of a private or domestic nature.

It is incurred in relation to gaining or producing income of the fund that is not assessable income, such as ecpi.
The income tax laws prevent the fund from deducting it.

An SMSF cannot claim more than one deduction for the same expenditure. If two or more tax provisions allow deductions
for the same expenditure, the SMSF can deduct only under the most appropriate provision.

Tip — ATO'’s view on SMSF deductions
Taxation ruling TR 93/17, whilst an old ruling was updated in May 2017 and outlines what expenses a

superannuation fund can claim. It also outlines the approach to apportioning deductions where the fund claims
ECPI.

General principles for payment of expenses
When considering if it is appropriate for the fund to pay a particular expense, it is important to ensure the payment is:

Allowed under the fund’s trust deed,;

In accordance with a properly formulated investment strategy

Complies with the sole purpose test, together with evidence of such; and
Satisfies any applicable related party transaction rules in the superannuation law.



https://www.ato.gov.au/law/view/document?docid=TXR/TR9317/NAT/ATO/00001#LawTimeLine
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Beware of NALE

Be mindful of an amount incurred for an expense, including when the amount incurred is nil, that may be regarded
as ‘NALE in accordance with section 295-550 ITAA 1997. This can lead to the SMSF having NALI, which is taxed at
45%. Refer to session 2 for notes on NALI

Timing of deductions

As a general rule, the trustee can claim the fund's expenses in the year the trustee incurs them. However, deductions for
the decline in value of certain depreciating assets (such as plant and equipment) are claimed over the effective life of the
asset and not when the trustee incurs the expenditure.

In relation to when an expense as been ‘incurred’, it is noted that there is no statutory definition of the term. Reference
can be made to ATO Taxation Ruling TR 97/7 for their view on the scope of the definition of the term.

The ruling states that as a broad guide a taxpayer incurs an outgoing (including an expense) at the time they owe a
present money debt that they cannot escape. However, it is further stated that this broad guide must be read subject to
the propositions developed by the courts. These propositions help outline the scope of the definition of ‘incurred’ and lead
to the following general rules to assist in defining whether and when a loss or outgoing (including an expense) has been
‘incurred”:

1. A taxpayer need not actually have paid any money to have incurred an outgoing provided the taxpayer is definitively

committed in the year of income. Accordingly, a loss or outgoing may be incurred within section 8-1 even though

it remains unpaid, provided the taxpayer is ‘completely subjected’ to the loss or outgoing. That is, subject to the

principles set out below, it is not sufficient if the liability is merely contingent or no more than pending, threatened or

expected, no matter how certain it is in the year of income that the loss or outgoing will be incurred in the future. It

must be a presently existing liability to pay a pecuniary sum;

A taxpayer may have a presently existing liability, even though the liability may be defeasible by others;

3. A taxpayer may have a presently existing liability, even though the amount of the liability cannot be precisely
ascertained, provided it is capable of reasonable estimation (based on probabilities);

4. Whether there is a presently existing liability is a legal question in each case, having regard to the circumstances under
which the liability is claimed to arise;

5. In the case of a payment made in the absence of a presently existing liability(where the money ceases to be the
taxpayer’s funds) the expense is incurred when the money is paid.

N

Don’t double up on deductions

Where an expense is claimed in the income year it is incurred, but is paid in the following income year, be sure that
there is no doubling up of deductions. That is, you cannot claim an unpaid expense in one year on the basis that it
has been incurred, and then claim again in a subsequent year when it is paid.

Case study - Timing of deductions for SMSF

Vanden Pty Ltd staff superannuation fund, which is an internally managed SMSF, operating on a receipts basis of
accounting, receives invoices for the following expenses on 28 June 2023 for services provided to it in May and June
2023:

e trust deed amendment for $300
e Accountancy fees for $2,200
e Audit expenses at $770.

The invoices are not paid until 10 July 2023. Vanden Pty Ltd staff superannuation fund has incurred these outgoings in
the 2022-23 income vyear.

Focus on certain SMSF deductions
Let's now consider some of the deductions available to an SMSF and the associated rules to be aware of.



https://www.ato.gov.au/law/view/document?docid=TXR/TR977/NAT/ATO/00001
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Costs incurred in collecting contributions

Costs that are wholly incurred in collection and processing contributions are deductible under sub-section 295-95(1)
ITAA 1997. Whilst for an SMSF there would generally be no such separately identifiable costs, where the SMSF pays for
an Electronic Service Address (ESA), such expenses would be considered wholly incurred in collecting and procession
contributions and deductible under this specific provision.

Tip — ESA costs
Where the SMSF is administered on one of the three main SMSF administration and compliance platforms, that

is, BGL 360, Class Super and SuperMate, there is no separately identifiable fee for the ESA and SuperStream
messaging service.

However, where the SMSF directly subscribes to a standalone SMSF SuperStream message provider, e.g., service
provide by Australia Post service or Click Super, a fee will be charged for the service, which would be considered
deductible under sub-section 295-95(1) ITAA 1997.

Actuarial fees

Actuarial fees are generally incurred by an SMSF as part of compliance with the provisions in Subdivision 295-F the ITAA
1997, e.g., when claiming ECPI using the proportionate method. In this case, the expense is a tax-related deduction
claimed under section 25-5 ITAA 1997.

Actuarial fees incurred as part of the solvency requirements under the SIS Regulations for a defined benefit pension would
also be considered a tax-related expense. Actual fees incurred for any other purpose would be deductible under the
general provision, section 8-1 ITAA 1997, subject to the requirement of the general provision.

Investment related expenses
The exact nature of the investment-related expenses is critical in determining deductibility. Examples of deductible
investment related expenses include:

interest expenses

ongoing management fees or retainers paid to investment advisers

costs of servicing and managing an investment portfolio, such as bank fees, rental property expenses, brokerage fees
the cost of advice to change the mix of investments, whether by the original or a new investment adviser. This is
provided it does not amount to a new financial plan

Tip — Investment related expenses
If the investment related advice covers other matters or relates in part to investments that do not produce
assessable income, only a proportion of the fee is deductible.

The following case studies are ATO provided examples’ of the deductibility of investment related expenses:

Case study — Investment strategy fee
The trustees of Jim's SMSF approach a financial adviser to put in place a long-term financial strategy. It needs to have
sufficient liquidity to:

®  pay superannuation income stream benefits
e pay lump sum payments
e continue with investments that in the long term will provide superannuation or death benefits for the members.

The trustees pay a fee to an investment adviser to draw up an investment strategy for the fund. The fee is a capital
outlay under these circumstances. This is even if some of the existing investments are maintained as part of the plan.
That is because the fee is for advice that relates to drawing up a new investment strategy.

The character of the outgoing is not altered because existing investments fit in with this new strategy. It is still an
outgoing of capital.

75 ATO website QC 53481
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Case study — Investment advice

The trustees of a fund decide to seek the advice of an investment adviser. They want to know what listed securities
they should invest in. This is specified in the fund's investment strategy and permitted by the governing rules of the
fund.

The trustees deduct the cost of the advice on listed securities to invest in. This is because the advice is part of the
ongoing maintenance of the current investment strategy. It is not part of a new investment strategy or plan.

Tip — Investment fees may be added to CGT cost base

Where the expenditure is regarded as capital in nature and not deductible under section 8-1 ITAA 1997, it may
qualify as an incidental cost of the acquisition of asset(s), forming part of the CGT cost base(s)’®. Where the
expenditure relates to the acquisition of more than one CGT asset, the expenditure would need to be apportioned
across all relevant CGT assets, on a reasonable basis.

Accounting fees

Accounting fees are generally deductible under section 8-1 ITAA 1997, however, where the fees relate to complying with,
or managing, the fund’s income tax affairs and obligations, such costs are tax-related expenses and are deductible under
section 25-5 ITAA 1997.

The ATO provides the following example of a tax-related expenses’’:

‘Costs relating to the preparation and lodgment of the SMSF’s annual return, including the preparation of
financial statements.’

Tip — Preparation of invoice for accounting services

Consider how you prepare your invoice for accounting services provided to your SMSF clients. Certain services
would be classified as a tax-related expense and deductible under section 25-5 ITAA and not under the general
deduction provision, section 8-1 ITAA 1997. Where fee amounts are identified for services that are tax-related
and claimed under section 25-5 ITAA 1997 and the SMSF has ECPI, tax-related deductions are not required to be
apportioned. However, if all services are included in one amount, the amount will be deductible under the general
provision and consequently would need to be apportioned where the SMSF has claimed ECPI.

Audit fees

An SMSF is required by the superannuation laws to ensure that an approved SMSF auditor is appointed to give the
trustee(s) a report of the operations of the entity for each year of income. Audit expenditure that relates to meeting
obligations under superannuation laws is deductible under the general provision, section 8-1 ITAA 1997. It is not
considered a tax related expense. Consequently, it must be apportioned if the SMSF gains or produces both assessable and
non-assessable income, e.g. claims ECPI.

ASIC fees

ASIC charges an annual fee to special purpose companies, whose sole purpose is to act as a trustee of a regulated
superannuation fund. The annual company review fee can be paid by the SMSF and is deductible under the general
provision, section 8-1 ITAA 1997.

Corporate trustees pay an initial ASIC registration fee. Where this cost is paid by the SMSF it is capital in nature and not
deductible, along with any other fees paid to service providers to establish the corporate trustee.

Fund setup costs

Costs to set up an SMSF are not deductible. A Private Binding Ruling, Number 97019, dealt with this question. Further, the
expenses are not claimable under section 40-880 as the superannuation fund is not carrying on a business for the purpose
of the provision.

76 Refer sub-sectn 110-25(3) & sectn 110-35 ITAA 1997
77 ATO website QC 53481
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Tip — Accounting for set up costs

It is common for the cost of establishing an entity to be capitalised on the entity's Statement of Financial Position,
however, given an SMSF must comply with the market value disclosure requirement in SIS regulation 8.02B for fund
assets, it would be better to simply account for the establishment costs as a non-deductible expense and disclose in
the Profit and Loss Statement.

ATO SMSF supervisory levy

An SMSF is liable to pay a supervisory levy under the Superannuation (Self-Managed Superannuation Funds) Supervisory
Levy Imposition Act 1991. The levy is a flat amount and is deductible under section 25-5 ITAA 1997 as a tax related
expense.

Legal fees
Some legal expenses are covered by specific deduction provisions. For example, legal expenses incurred in complying with
income tax obligations under section 25-5 ITAA 1997.

Legal expenses that are not covered by a specific provision are generally deductible under the general deduction provision.
This is except when they are incurred in deriving non-assessable income or are capital, private or domestic in nature.

Costs associated with an LRBA

Costs associated with an SMSF entering into a limited recourse borrowing arrangement (LRBA) to acquire an asset need to
be separately identified for consideration of deductibility. The main consideration is which costs would be borrowing costs
and consequently deductible under section 25-25 ITAA 1997.

Section 25-25 ITAA 1997 is a specific deduction provision. It enables the deduction of expenses incurred for borrowing
money used to produce assessable income. In relation to an LRBA, the fund can claim the following borrowing expenses:

Loan establishment fees;

Obtaining relevant valuations;

Costs of documenting guarantees required by the lender;

Lender’s mortgage insurance; and

Fees for property and title search fees, costs for preparing and filing mortgage documents, etc.

These borrowing costs would be claimable over the lesser period of the term of the loan or 5 years’®.

The fund can’t claim the costs in establishing the trust for the LRBA as they are not borrowing expenses. They are incurred
to establish the arrangement for borrowing, not for the borrowing itself. Therefore, the SMSF can’t claim a deduction for
legal expenses in setting up the trust.

There is a private binding ruling (PBR 1012441308161, issued April 2013, "costs associated with superannuation fund’)
that considered the question:

‘Are the costs associated with the setup of a bare trust and trustee company deductible to the superannuation
fund?’
The short answer was ‘No'.

Such costs are capital in nature and are associated with the cost of setting up an entity, the LRBA and not the asset itself,

which may not be ultimately acquired. Further, the PBR states that the costs cannot be claimed under section 40-880, the
five-year write-off for ‘blackhole’ business capital costs as the fund does not carry on a business, as defined and required

under that provision.

Also, the fund can’t claim the costs as a deduction under the general deduction provision. This is because they are capital
in nature.

It could also be argued that the costs do not qualify as an element of the cost base of the asset acquired under the LRBA.
Again, the cost is a cost of establishing an entity, rather than a cost of acquiring an asset.

78 Sub-sectn 25-25(5) ITAA 1997
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SMSF rental property deductions

The ATO’s 2019-20 annual statistical overview shows that property is one of the top 5 SMSF investments. This together
with the popularity of individual taxpayers negatively gearing rental property investments makes it a prime focus for ATO
scrutiny.

Repair and maintenance
The ATO’s webpage ‘Rental expenses you can claim now’, QC 23635, states that:

‘Repair and maintenance expenses are those costs you incur to:

e keep your property in a tenantable condition
e fix wear and tear or damage that occurs as a result of renting out your property

To be a deductible expense, the property must either:

continue to be rented on an ongoing basis
e remain genuinely available for rent but there is a short period where the property is unoccupied — unseasonable
weather causes cancellations of bookings or advertising is unsuccessful in attracting tenants

You can claim repair and maintenance expenses in the income year you incur them.

However, you can’t claim expenses as repairs and maintenance which are capital or of a capital nature. For example,
replacement of an entire structure such as a fence or initial repairs such as defects that existed at the date you acquired
the property.’

Capital works expenditure

For an SMSF's rental property, it may be able to claim capital works deductions over a period of time for capital expenses
incurred on the construction of capital works. Some of these capital expenses are the costs of construction of the building
as well as structural improvements and extensions to it.

For further information on capital works expenditure refer to the ATO’s webpage Appendix 1: Capital works expenditure
(QC 72625).

Tip — Quantity surveyor report

Consider engaging a quantity surveyor to provide a report on deduction that the SMSF can claim under Division 43
for capital works.

Depreciating assets
Depreciable assets are those items that can be described as plant, which don’t form part of rental property premises.
Premises refers to the actual structure of the rental property’s building. These items are usually:

separately identifiable

not likely to be permanent

such that replacement of the item will occur within a relatively short period
not part of the structure of the building

Rental property assets are depreciated over the effective life of the asset’®. However, where the cost of the asset is under
$300, an immediate deduction is available.

Second hand assets

A deduction for decline in value (depreciation) is available only for new assets, but not for second-hand or used
assets. For a newly built or substantially renovated property, assets are eligible for depreciation where no one was
previously entitled to a depreciation deduction and either no one resided at the property prior to acquisition, or the
assets was installed for use, and it was acquired within six months if it being built or substantially renovated.

79 Using either the ATO Commissioner’s determination of effective life or the taxpayer’s estimate of effective life.
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Tip — Quantity surveyor report

As per above for capital works, consider engaging a quantity surveyor to provide a report on deduction that the
SMSF can claim under Division 40 ITAA 1997 for depreciation of eligible assets.

Travel expenses associated with the SMSF rental property
A deduction is not available for the cost of travel incurred relating to residential rental property unless the taxpayer is
either:

e inthe business of letting rental properties
e an excluded entity

An SMSF is not an excluded entity and generally not considered to be in the business of letting rental properties.

A deduction for travel can be claimed where the rental property is used for commercial purposes, for example, a shopfront
property or commercial warehouse.

Trust Deed amendments

TR 93/17 addresses the issue of costs associated with the amendment of a fund’s Trust Deed. In essence, the costs of
amending a fund’s trust deed are deductible, under the general provision 8-1 ITAA 1997, where the amendments simply
make the administration of the fund more efficient and do not amount to a restructuring of the fund.

However, amending the fund’s trust deed to enlarge or significantly alter the structure or function of the fund. This
includes trust deed amendment costs incurred in establishing a trust, executing a new deed for an existing fund and
amending a deed to enlarge or significantly alter the scope of the trust’s activities. This is because they are capital in
nature.

Not all deed amendments are deductible

It would be common practice to not claim the costs for the establishing deed, but to claim costs associated with any
deed amendment, including costs for a deed of change of trustee (other than costs of establishing a new corporate
trustee). However, this approach has the likely risk of claiming deed amended costs that are no deductible. Review
the following case studies which are examples from the ATO’s website (search using QC 53481).

Case study — No deduction for deed amendment cost
Sue and Jim have a two member SMSF. The couple are also the individual trustees of the fund. Jim dies before either
of them has retired. Sue decides to continue the SMSF with a corporate trustee as the sole director.

The fund incurs legal expenses of $1,000 to amend the trust deed so the corporate trustee can be appointed. Making
changes to permit appointment of a corporate trustee relates to the structure of the SMSF. The expenses are capital in
nature.

The fund can’t deduct the legal expenses incurred in amending the trust deed. They are not deductible under section
8-1 of the ITAA 1997.

Case study — Deduction for out-of-date deed
The trustees of Wong's SMSF decide that the fund’s trust deed is out of date. It refers to superannuation law provisions
which have been repealed. It also gives contact addresses for the trustees that are no longer current.

The trustees decide to engage a legal firm to update the deed. The firm charges $500. The changes to the trust deed
are an ordinary incident of the day to day running of the fund and are not capital in nature. The $500 charged by the
legal firm is deductible to the fund.



https://www.ato.gov.au/law/view/document?docid=TXR/TR9317/NAT/ATO/00001#LawTimeLine

Case study - No deduction for LRBA amendment
The trustees of Anna’s SMSF decide to borrow money to purchase an apartment under an LRBA. This is part of a

properly formulated investment strategy. The trust deed of the SMSF, as it currently stands, does not permit the
trustees to borrow money. The trustees engage a legal firm to amend the trust deed. This will permit them to borrow
money under an LRBA.,

The costs incurred in engaging the law firm to change the trust deed are not deductible. This is because the addition
of borrowing powers is an enduring change to the function of the SMSF.

Subscriptions & trustee courses

Subscriptions can be claimed under the general provision, section 8-1 ITAA 1997, provided there can be shown a
connection to the income derived by the fund. Where a subscription related to an asset category that the fund does not
currently earn income from, then no deduction would be allowed. For example, a fund that has shares, term deposits and
cash subscribed to a real estate advice newsletter to consider purchasing property. This subscription expense would not be
deductible until such time as the fund was deriving income from a real estate investment.

Tip — Purpose of subscription

Care should be taken to ensure that the amount paid by the SMSF relates to a subscription service used solely by
the SMSF. Where the client has investments held by other entities or persons and the subscription service is used by
them as well, then the amount paid should be appropriately apportioned.

Trustee courses

Whether the cost of attending a course by a trustee is deductible is debateable. It could be argued that the costs incurred
by a trustee to enhance their abilities as a trustee is their own and should not be borne by the fund. For professional
trustees, their education costs would be paid for by them, with it being funded by the professional trustee fee charged to
the superannuation fund.

TR 93/17 includes as a fund deductible expense, under section 8-1 ITAA 1997, trustee fees, however, this was prior to
section 17A SIS Act, which prohibits trustees of SMSFs from being remunerated for that position. The trustee fee, referred
toin TR 93/17, would, in my view, relate to professional fees of the trustee charged to the fund and not to reimbursement
of expenses. Consequently, with the inability of SMSF trustees to charge a fee for acting as trustee, my view is that such
costs are not only not deductible to the fund but should not be paid by the fund in the first place.

Case study - No deduction for share trading course
An ATO Private Binding Ruling (PBR), Authorisation Number 1051753300670, deals with the question of whether a
share trading course was deductible to an SMSF.

The SMSF had undertaken share trading activities while it was utilising the services of a share broker, whose services
were terminated. The individual, as director of the SMSF corporate trustee, took control of the fund's investment
activities and commenced share warrant trading.

The individual, as director, incurred expenses in relation to undertaking the course and the subscriptions and has used
the knowledge obtained from these sources in relation to the SMSF's share warrant investment activities. The fund will
reimburse the director for the costs of the course and subscriptions.

It was noted that the primary code for CGT assets of a superannuation fund was the CGT provisions. It was found
that the warrant trading activities of the fund did not fall within the exceptions contained in subsection 295-85(3)
ITAA 1997. Therefore, any gains or losses made by the super fund in relation to its activities will be subject to the CGT
provisions.

It was also concluded that the subscriptions are not of the type as listed at paragraph 4 of TR 93/17 as they are not
subscriptions for membership to The Association of Superannuation Funds of Australia Limited and other such industry
bodies.

Given these conclusions, the ATO stated that any expenditure by the fund in relation to the course and subscriptions
is capital in nature and is therefore not deductible by the super fund. That is, the fund cannot claim the cost of the
course and subscriptions under the general provision section 8-1 ITAA 1997 as those expenses are viewed as being
specifically related to assets that will generate capital gains or losses for the fund.
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Home office, printing & stationery, computer costs, internet expenses

When considering the substantiation requirements of these expenses and the actual tax benefit to a superannuation
fund, it is questionable as to whether such claims are worthwhile. SMSF trustees who pay for the cost of a computer
from their SMSF would be taking on a challenge to prove to the ATO that the computer was not used for any other non
SMSF purpose. If there is another purpose, then not only is there an apportionment issue with the claim, but also a SIS
compliance issue.

Where the relevant substantiation records are maintained, then the fund may claim for its share of that expense, provided
it can show a connection to the income that it has derived.

Insurance
Claiming insurance deductions was discussed in session 5 of SMSF Compliance Day 2024. Please refer to the notes for that
session in this guide.

Forestry managed investment schemes

Division 394 of the ITAA 1997 sets out rules about deductions for contributions to forestry managed investment schemes
(FMIS). It also sets out the tax treatment of proceeds from the sale of interests in such schemes, and of proceeds from
harvesting trees under such schemes.

An SMSF that invests in an FMIS shows:

e capital gains from an FMIS at label A Net capital gain in section B
income from an FMIS at label X Forestry managed investment scheme in section B
deductible and non-deductible payments made to an FMIS at label U1 or U2 Forestry managed investment scheme
expense in section C

For further information on FMIS refer to the ATO webpage Appendix 2: Forestry managed investment schemes (QC
72625).

Preparing financial statements: Accounting policies and procedures

Disclosure of the income of an SMSF needs to be considered from an accounting and income tax perspective. Generally,
the way income is treated for income tax purposes will influence how it is disclosed in the annual financial statements.
However, there will be certain income that will be treated differently in the annual financial statements from how they are
disclosed in the annual return. Consequently, an important report to be included in an annual report pack for an SMSF

is a reconciliation of the profit and loss statement from the annual financial statements to the assessable income and
deductions disclosed in the annual return.

Accounting considerations
When preparing the annual financial statements for an SMSF, the following needs to be considered for their application to
how such statements are prepared:

e Provisions or clauses in the SMSF’s trust deed which may prescribe what reports are to be prepared and how such
reports are prepared,;

e The SIS Act and Regulations that prescribes what reports must be prepared and how fund assets are to be disclosed.
Further, there are provisions concerning the allocation of income and expenses amongst members; and

e Whether any of the accounting standard must be applied when preparing the financial statements;

e How the accounting or administration compliance platform processes transactions and what reports it produces as
part of the annual financial statements.

Tip — Understand the SMSF accounting or administration platform

Get to know the SMSF accounting and administration compliance platform that you use to prepare annual financial
statements. Understand how, for example, net earnings are allocated amongst members; how tax is allocated
amongst members, particularly where the fund claims ECPI — is the allocation of tax different where the segregated
method is applied versus the proportionate method? Does the processing by the platform conform to the SMSF’s
trust deed?
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Accounting standards
An SMSF is not a reporting entity and consequently the accounting standards do not apply. The SMSF can prepare special
purpose financial statements and only needs to comply with the requirements of SIS and its trust deed.

Tip — Outline accounting principles in the notes to the financial statements

The SMSF's approach to accounting for transactions, that is, accounting concepts applied, including any accounting
standards that have been adopted should be outlined in the ‘Summary of significant accounting policies’ in the
notes to the financial statements.

It should also be confirmed that these adopted accounting policies are reflected in the way the SMSF accounting or
administration platform treats transactions and does not breach any requirements in the SMSF’s trust deed.

Beware of deed provisions that require application of accounting standards
New accounting standard AASB 2020-2 came into effect from 1 July 2021. This new accounting standard changed

the reporting requirements for certain for-profit private sector entities and may require them to prepare general
purpose financial statements, rather than special purpose financial statements.

It will only have application to an SMSF where either the fund was established on or after 1 July 2021 or an existing
SMSF had its trust deed amended on or after 1 July 2021. To ensure the SMSF can continue to prepare special
purpose financial statements and not have to apply the accounting standards, they need to ensure that they do not
have a clause or provision in their trust deed that requires their financial statements be prepared in accordance with
Australian Accounting Standards.

Generally, it would be common for an SMSF’s trust deed to simply require it to prepare financial statements as
required under the superannuation law, however, it would be prudent to check to ensure this is the case.

Superannuation law requirements for financial statements
Sub-section 35B(1) SIS Act requires the SMSF trustee to prepare the following:

e Statement of financial position;
e  QOperating statement; and
e Accounts and statements specified in the regulations.

Currently, there are no accounts or statements that are specified in the regulations. Sub-section 35B(2) SIS Act states that
the regulations may provide for or in relation to the preparation of accounts and statements. In this respect the relevant
regulation is 8.02B, which requires the assets of the SMSF to be disclosed in the annual financial statements at market
value®,

Tip — Market value of fund assets
The ATO has provided a guide to help SMSF trustees when valuing assets for superannuation purposes. The

‘Valuation guidelines for self-managed superannuation funds’ (QC 26343) outlines:
e The ATO's approach to valuations;

e Why assets need to be valued;

e Who can value fund assets, including when a qualified valuer is required; and
e General valuation principles.

Other requirements for annual financial statements include:

Accounts and statements must be retained for 5 years®';

How annual financial statements are to be signed®?. Noting that electronic signatures are permitted,
Requirement to allocate investment returns to members on a fair and reasonable basis®?;

How costs can be charged to members®;

Costs to be allocated amongst members on a fair and reasonable basis®.

80 'market value’ defined in sub-section 10(1) SIS Act.
81 Sub-sectn 35B
82 Sub-sectn 35B(
83 SIS Reg 5.03(2)
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Limited recourse borrowing arrangements

There may be times where the market value of the asset under the LRBA is less than the outstanding loan balance. This
presents the question of disclosure in the SMSF's financial statements of the value of the asset and the related loan. There
will also be consideration of the compliance requirement of SIS regulation 8.02B to disclose SMSF assets in the annual
financial statements at ‘'market value’.

Disclosing the asset under the LRBA at market value and the outstanding balance of the loan would result in a negative
asset amount. However, an LRBA related loan is required to be a non-recourse loan, that is, the lender only has rights to
the asset under the loan. From the SMSF's perspective as the borrower, this means only the value of the asset under the
LRBA is at risk to the lender. So, what's the disclosure approach?

Case study — SMSF with LRBA
The UBute Super Fund, an SMSF, acquired a commercial property using an LRBA with a loan from an arm'’s length

commercial lender. At 30 June 2024, the value of the property and the outstanding loan amount is as follows:

e Property market value: $650,000

e Qutstanding loan amount$690,000

SIS regulation 8.02B requires the property to be disclosed in the annual financial statements at market value.
Consequently, the market value of $650,000 will be the amount used.

However, the loan is not an asset and not subject to SIS regulation 8.02B. Given the loan is on a non-recourse basis
and the lender will effectively only be able to recover from the fund the value the asset realises (effect of a call on
personal guarantees considered below), the disclosed amount of the loan owing could be reduced to equal the market
value of the property, given a net asset value of the LRBA of zero.

Tip — LRBA note
The financial statements should include an appropriate note which would include the actual outstanding loan

balance together with an explanation that the disclosed amount has been reduced to the value of the asset under
the LRBA due to the non-recourse nature of the loan.

Disclosure of other fund liabilities
In addition to reporting the outstanding balance of an LRBA loan amount at question 16, label V1, the SMSF will report
other liabilities at question 16, as follows:

Label V2: Permissible temporary borrowings — this is the value on 30 June of borrowing that are permitted under the SIS
Act, being:

e Borrowing money for a maximum of 90 days to meet member benefits®e.
e Borrowing money for a maximum of 7 days to cover settlement of certain security transactions®’.

Tip — Unsettled trades at 30 June
Where listed securities are acquired close to or on 30 June but not settled until after 30 June, the purchase will

commonly be recorded in the income year of the trade date, with the amount due disclosed in the statement

of financial position as a sundry creditor or an amount owing. When reporting this amount in the SMSF annual
return ensure that it is correctly disclosed at label V2 of question 16 and not label Y, ‘Other liabilities’. Check the
administration platform’s chart of account setup to ensure the correct return label has been assigned.

Label V3: Other borrowings — This is where fund borrowings, other than those disclosed at V1 (LRBA borrowings) and
V2 (permissible temporary borrowings) will be disclosed.

Disclosure of borrowing not permitted
Where label V3 has been completed this is a likely indicator of the SMSF having borrowings that are not permitted

under the SIS law. Enquiry from the ATO should be expected.

86 Sub-sectn 67(2) SIS Act
87 Sub-sectn 67(3) SIS Act




Tax effect accounting

As the superannuation law requires fund assets to be disclosed in the statement of financial position at market value, this
means that the profit and loss statement will include unrealised gains and losses being reported. For fund assets where
their 30 June market value is greater than cost, the SMSF trustee(s) may wish to consider matching the unrealised gain
with the tax that would apply had the asset been disposed at that time for the 30 June market value. This would mean the
SMSF trustee(s) adopting an accounting policy of bringing to account a provision for deferred income tax (PDIT).

Adopting tax effect accounting provides members with a balance that better represents the cash they would have
received, had they withdrawn their benefit(s) from the SMSF and triggered the CGT liability.

In addition, the PDIT, being a liability account will mean lower member balances. Consequently, the member’s total
superannuation balance at 30 June will be a lesser amount, which may result in the member being under relevant
thresholds for entitlement to caps and concessions in the following income year.

Tip — Consolidated member balance used to calculate TSB

The ATO will use the amounts reported at labels S1 and S2 to calculate a member’s TSB. Consequently, where the
SMSF adopts a policy of bringing to account a PDIT, this will generally result in a lower balance being reported at
those labels.

Where the SMSF does not bring to account a PDIT, it can report the lower withdrawal value at label X1 and X2.
Where an amount is reported at these labels, the ATO will use the amounts, rather than the amounts reported at S1
and S2 for the purpose of calculating a member’s TSB. Of course, this would require a calculation of the PDIT, which
would generally be an easier task where the administration platform has the functionality to calculate and disclose.

PDIT to be adjusted for ECPI

Where an ECPI has a member or members with a retirement phase pension and claims ECPI, the calculation of

the PDIT needs to be adjusted for such claim. Where the SMSF admin platform has the relevant functionality to
calculate and disclose a PDIT, it should make the relevant adjustment, however, such calculation should be reviewed
and confirmed.

In the scenario where the total market value of all fund assets held at 30 June is less than cost, from an accounting
perspective this give rise to the fund having a future income tax benefit (FITB), where it adopted tax effect accounting.
However, as an FITB would be an asset it would be subject to the SIS regulation 8.02B requirement, that is, as an asset
of the SMSF it would need to be disclosed at market value. Providing sufficient and appropriate audit evidence to
substantiate the market value of the FITB, including the likelihood of recovery of the losses against future capital gains is
likely to present a challenge.

Tip — Accounting policy for future income tax benefit

Where an SMSF adopts tax effect accounting, it is common to for the accounting policy to state that only a PDIT
will be disclosed on the statement of financial position and not an FITB, due to the requirements of SIS regulation
8.02B.

The SMSF's Summary of significant accounting policies note disclose the approach.
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Signing the SMSF annual return

Whilst the focus will be on ensuring the annual financial statements and return are correct, it is also important to ensure
that the return is signed, prior to lodgement. However, the timing of when the return is signed is crucial and getting

it wrong has the potential for the SMSF trustee or director signing the return to potentially make a false or misleading
statement.

Let's consider the trustee declaration that is required to be signed by the authorised trustee/director:

TRUSTEE'S OR DIRECTOR’S DECLARATION:

| declare that, the current trustees and directors have authorised this annual refurn and it is documented as such in the SMSF's
records, | have received a copy of the audit repont and are aware of any matters raised therein. The information on this annual
return, including any attached schedules and additional documentation is true and corect,

Authorised trustee'’s, director's or public officer’s signature

Modith Woar

oo [ ] 1/L L 1AL

The two points to note are:

1. The annual return should be authorised. Is there a record of the authorisation? For example, is there a trustee minute
where the annual return was resolved as authorised and the trustee/director was authorised to sign.
2. That the signing trustee/director has ‘received a copy of the audit reports and are aware of any matters raised therein’.

Our view of this second point is that it means that SMSF trustees/directors need to have actually sighted the signed audit
report prior to signing this declaration. Whilst the declaration does not refer to receiving a signed audit report, it the report
is not signed, how would the trustee/director know that it is the final version of the audit report and that all matters that
the auditor wishes to raise has been included in the unsigned audit report?

Penalty for making false or misleading statement
Where the annual return is signed without having been aware of any matters raised in the audit report, that is, prior

to the audit report being issued, there is the potential for the trustee to have made a false or misleading statement.
Making a false or misleading statement, which can be subject to an administrative penalty of 60 penalty points®.

Whilst it is acknowledged that this would require an additional step in the signing process and could delay the lodgement
of the return, from a practice perspective it needs to be considered to prevent a client from effectively making a false
declaration. This could be easily checked simply by considering the date on the trustee declaration and the date on the
audit report.

It has been argued that the SMSF auditor will not issue a signed audit report until after they have themselves sighted

a signed SMSF annual return. Such an argument, in our view has no merit. The SMSF auditor is not auditing the SMSF
annual return, that's not part of their audit engagement. From a tax perspective that needs to ensure that the provision for
tax liability, is not understated on the fund’s statement of financial position or that the provision for tax refund asset, is not
overstated — Part A of the Audit Report. This can be ascertained from workpapers, including tax reports generated from
the SMSF administration platform. There's no requirement to review the SMSF annual return. It is the role of the Tax Agent
to ensure that the SMSF annual return is correctly prepared and lodged, after the audit has been finalised.

Signing the SMSF annual financial statements
The annual accounts and statements of an SMSF are required to be signed in accordance with subsection 35B(3) SIS Act,
as follows:

e if there is a single corporate trustee--by:
o if the corporate trustee has one or two directors--each director; or
o otherwise--at least half of the directors; or
e if there is a group of individual trustees--by:
o if there are only two trustees--both trustees; or
0 otherwise--at least half of the trustees.

88 A penalty point is worth $313 for breaches since 1 July 2023.



http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s35b.html
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Can the annual financial statements be signed electronically?

Section 10 ETA 1999%° permits electronic signatures to be used for financial statements and other documents.

The ETA 1999 established the basic rule that a transaction is not invalid because it took place by means of electronic
communication. The ETA 1999 contains specific provisions which state that a requirement or permission under a law of
the Commonwealth for a person to provide information, in writing, to sign a document or to retain information or a
document can be satisfied by electronic communication, subject to certain minimum criteria being satisfied.

Section 35 SIS Act sets out rules about the accounts, statements and audits of superannuation entities, and rules around
require certain reports and returns relating to superannuation entities to be given to the Regulator.

On 29 July 2020, the Commonwealth Government passed the Electronic Transactions Regulations 2020, so the ETA now
applies permanently to section 35B of the SIS Act to make it clear electronic signatures are permitted on SMSF financial
statements.

Check the trust deed
Review the SMSF's trust deed for provisions that set out the procedures for signing. Do the procedures permit
electronic signatures for annual financial statements?

Retention of annual financial statements

Subsection 35B(4) SIS Act requires each trustee of an SMSF to ensure that the accounts and statements prepared within
subsection 35B(1) SIS Act (the financial statements) are retained for a period of 5 years after the end of the income year to
which they relate.

Who's responsible for retaining annual financial statements?

Make sure it is clear who is responsible for retaining a copy of the annual financial statements for the 5 year
period. Failure to comply with this requirement can result in an SMSF administrative penalty being imposed of 10
penalty points per trustee under section 166 SIS Act. Section 35B is a section that is included in Part B: Compliance
engagement of the Independent Auditor’s Report, so expect the SMSF auditor to check compliance with this
requirement.

Responsibility of retaining a copy of the annual financial statements can be addressed in your terms of engagement
agreement.



http://classic.austlii.edu.au/au/legis/cth/consol_act/eta1999256/s10.html
http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s35.html
http://classic.austlii.edu.au/au/legis/cth/num_reg/etr2020202000956381/
http://www5.austlii.edu.au/au/legis/cth/consol_act/sia1993473/s166.html

Glossary of acronyms

ABN

ABP

ACR

APRA

ATO

APV

AWOTE

CFG

CM&C

CPD

DB

DBP

ECPI

EM

ESA

FIFO

FITO

FITO

FMIS

FPA

IAR

TAA

LISTO

LPR

LRBA

MLP

NALE

NALI

Australian Business Number
Account-Based Pension

Auditor Contravention Report

Australian Prudential Regulatory Authority
Australian Taxation Office

Accumulation Phase Value

Average Weekly Ordinary Time Earnings
Certified Financial Planner

Central Management and Control
Continuing Professional Development
Defined Benefit

Defined Benefit Pension

Exempt Current Pension Income
Explanatory Memorandum

Electronic Service Address

First-In First-Out

Foreign Income Tax Offset

Future Income Tax Benefit

Forestry Managed Investment Schemes
Financial Planning Association of Australia
Independent Auditor’s Report

Income Tax Assessment Act

Low Income Tax Offset

Legal Personal Representative

Limited Recourse Borrowing Arrangement
Market Linked Pension

Non-Arm’s Length Expenditure

Non-Arm’s Length Income

NCC

NYSE

PBR

PDIT

RSA

SAF

SAR

SCT

SMSF

TBA

TBC

TFN

TPD

TR

TRIS

TSB
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Non-Concessional Contribution
New York Stock Exchange

Private Binding Ruling

Provision for Deferred Income Tax
Retirement Savings Account
Small APRA Funds

Self-managed superannuation fund
Annual Return

Superannuation Complaints Tribunal
Self-Managed Superannuation Fund
Transfer Balance Account

Transfer Balance Cap

Tax File Number

Total Permanent Disability

Tax Ruling

Transition to Retirement Income Stream

Total Superannuation Balance
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This information is general information only and not intended to be financial product advice, investment advice, tax advice or legal advice and should not be
relied upon as such. As this information is general in nature it may omit detail that could be significant to your particular circumstances. Scenarios, examples,
and comparisons are shown for illustrative purposes only. Certain industry data used may have been obtained from research, surveys or studies conducted
by third parties, including industry or general publications. Accurium has not independently verified any such data provided by third parties or industry or
general publications. No representation or warranty, express or implied, is made as to its fairness, accuracy, correctness, completeness or adequacy. We
recommend that individuals seek professional advice before making any financial decisions. This information is intended to assist you as part of your own
advice to your client. Use of this information is your responsibility. To the maximum extent permitted by law, Accurium expressly disclaims all liabilities and
responsibility in respect of any expenses, losses, damages or costs incurred by any recipient as a result of the use or reliance on the information including,
without limitation, any liability arising from fault or negligence or otherwise. While all care has been taken to ensure the information is correct at the time of
publishing, superannuation and tax legislation can change from time to time and Accurium is not liable for any loss arising from reliance on this information,
including reliance on information that is no longer current. Tax is only one conside ration when making a financial decision.
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