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Background 

Superannuation funds have been 

permitted to borrow money to buy assets 

under certain circumstances since 2007. 

It is possible to borrow from related 

parties as well as from more traditional 

providers of finance such as a bank. 

Inevitably, when dealings with related 

parties are involved, SMSF trustees and 

their advisers need to take care that the 

arrangements are structured 

appropriately and do not breach the 

various tax and superannuation rules. 

One area of particular concern around 

related party LRBAs has been whether 

the presence of non arm’s length loan 

conditions could create a situation where 

the income earned on the asset 

(purchased with the borrowed funds) 

might be treated as non arm’s length 

income (NALI).  The classification is vital 

as NALI is taxed at the highest marginal 

tax rate rather than the usual 

concessional rates applicable to super.  

(There was also discussion around 

whether non arm’s length terms could 

breach SIS.  However, remember that 

SIS is largely concerned with protecting 

the fund from related party dealings that 

disadvantage the funds’ members.  This 

would clearly prevent LRBAs being set 

up with (say) artificially high interest rates.  

On the other hand, borrowing at 

artificially low rates actually works the 

other way – it benefits the fund and 

disadvantages the lender.   

For this reason the focus for LRBAs with 

related party loans has generally been on 

NALI rather than SIS compliance.) 

Early indications were that while the ATO 

did not particularly like (say) low interest 

rate LRBAs with related parties, they 

didn’t necessarily give rise to NALI – and 

this view was expressed in a few early 

private binding tax rulings. 

However, subsequent rulings adopted a 

different view which was then reflected in 

two public decisions in 2014.  These 

were ultimately updated without any 

material change in meaning and became 

ATO ID 2015/27 and ATO ID 2015/28. 

Essentially these two Interpretive 

Decisions found that: 

 It was possible for NALI to arise in 

relation to the asset purchased with 

borrowed funds if the loan used to 

buy it was not on commercial terms; 

 Whether or not a loan was 

commercial would depend on all its 

features not just (say) the interest 

rate or loan to valuation ratio or 

security in isolation.  Rather, the 

trustee should look at all the terms 

together and conclude one way or 

the other. 

This created an inevitable challenge for 

those entering into LRBAs with related 

party lenders.  Given that by their very 

nature these loans were often not exactly 

the same as dealings with 3rd party 

banks, how could trustees be sure the 

investment income would be taxed in the 

“normal” way rather than as non arm’s 

length income? 

The ATO was asked whether it would 

consider issuing some guidelines on this 

issue and has recently done so via 

Practical Compliance Guideline 2016/5 

This Guideline simply explains what 

arm’s length might look like for particular 

types of transactions (there are two in the 

PCG). It comes in the form of so called 

“safe harbour” terms – ie, if a LRBA is 

established on terms that mimic those 

found in the PCG the Commissioner will 

conclude that NALI does not apply just 

because the loan is from a related party.  

Of course, there may be other factors 

that result in NALI – such as acquiring 

the asset at an artificially low value. 

Whilst formulating these guidelines, the 

ATO also flagged that the Commissioner 

would essentially overlook past non 

arm’s length income issues providing the 

arrangement was corrected by 30 June 

2016. 

What does the PCG actually 
mean? 

The Guideline does not mean that: 

 arrangements to buy assets other 

than those set out in the PCG are 

prohibited.  They are still allowed just 

like they have been in the past, it will 

just be up to the trustee and tax 

agent to satisfy themselves that the 

terms are arm’s length and that NALI 

should not apply1;   

 arrangements where the terms do 

not exactly match the examples in 

the PCG will automatically be 

deemed non arm’s length.  They 

won’t but again, the onus will be on 

the trustees and auditor to do 

whatever work is required to satisfy 

themselves (and demonstrate to the 

ATO in the event of an audit) that 

NALI should not apply. 

Naturally, though, the presence of clear 

safe harbour terms means any deviation 

will be closely scrutinized and it may be 

difficult to convince a tax agent or auditor 

that NALI does not apply. 

In practice, we expect most advisers, 

accountants and trustees will behave as 

if these are law. 

                                                                       
1 While we often talk about auditors in this context, 

NALI is first and foremost a tax issue for the tax 

agent to decide.  However remember that the 

auditor ultimately signs off that the financial 

statements are accurate – if they believe NALI 

applies they may well conclude that the fund’s 

accounts are materially misstated. 

The latest on Limited 
Recourse Borrowing 
Arrangements – related 
party borrowings – 
Practical Compliance 
Guideline 2016/5 from the 
ATO  
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 What does the Guideline 
say? 

Unfortunately the Guideline considers 

only two scenarios for related party loans: 

1. borrowing to buy real property 

(commercial or residential); and 

2. borrowing to buy listed shares or 

listed units in a trust.  

For each of these, it provides benchmark 

interest rates, loan to valuation ratios, 

security requirements etc.

 

These are as follows (although note that this is just a summary.  The full text can be found in Practical Compliance Guideline 2016/5).  

The guidelines apply to both new and refinanced related party LRBAs: 

 Real property asset 
Residential, commercial & farm land 

Listed shares, listed unit trusts 

Interest rate RBA Indicator Lending Rates for banks 
providing standard variable housing loans for 
investors: 

 5.75% for 2015/16 

 Whatever rate is published during May, 
before the financial year starts for future 
years. 

Rates may be variable or fixed. 

For variable rates, the rates above can be used 
for the whole year but may vary from year to 
year. 

For fixed rates, the rate can be fixed at 
commencement for up to 5 years but must 
convert to variable after that.  

RBA Indicator Lending Rates for banks 
providing standard variable housing loans for 
investors + 2%: 

 5.75% + 2% = 7.75% for 2015/16 

 Whatever rate is published during May, 
before the financial year starts + 2% for 
future years 

Rates may be variable or fixed. 

For variable rates, the rates above can be 
used for the whole year but may vary from 
year to year. 

For fixed rates, the rate can be fixed at 
commencement for up to 3 years but must 
convert to variable after that. 

Term of the loan 15 years maximum from commencement of the 
LRBA (so only 15 years less duration of the 
loan to date for refinancing) 

7 years maximum from commencement of 
the LRBA (so only 7 years less duration of 
the loan to date for refinancing) 

Can more than 1 loan be taken out 
in relation to 1 asset? 

Yes (but see LVR requirements below) Yes (but see LVR requirements below) 

Loan to valuation ratio Max 70% for all loans (we expect that this is the 
case even if only 1 of them is with a related 
party) 

LVR is determined based on the asset value at 
the commencement of the LRBA or at the time 
of refinancing.  For an LRBA already in place, it 
may be determined at 1 July 2015. 

Max 50% for all loans (we expect that this is 
the case even if only 1 of them is with a 
related party) 

LVR is determined based on the asset value 
at the commencement of the LRBA or at the 
time of refinancing.  For an LRBA already in 
place, it may be determined at 1 July 2015. 

Loan agreement required Yes – written & executed Yes – written & executed 

Security A registered mortgage is required A registered charge/mortgage 

Personal Guarantee Not required Not required 

Repayments Monthly - Principal and interest Monthly - Principal and interest 
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What about loans that don’t 
comply? 

For loans that are already in place but 

don’t comply with the guidelines, trustees 

could: 

 demonstrate the arm’s length nature 

of the arrangement in some other 

way – eg obtaining evidence of 

commerciality from a 3rd party lender 

(preferably more than one).  If a 

trustee could secure the same terms 

from a bank, it would be hard to 

argue that the terms are not arm’s 

length even if they do not meet the 

safe harbour terms; 

 bring the loan into line with the 

guidelines (eg refinancing, paying 

down some of the loan etc);   

 refinance the LRBA with a 

commercial lender (but to avoid 

scrutiny by the ATO they would still 

need to ensure that appropriate 

principal + interests repayments 

were made for 2015/16 until the 

refinancing occurs); 

 wind up the LRBA; or 

 take the view that while the loan 

does not comply with all the terms 

and conditions in the safe habour 

rules and equivalent terms could not 

be secured from a commercial 

lender, overall it is still arm’s length – 

this will obviously invite more scrutiny 

and the ATO’s views are at least 

now clear. 

There are distinct incentives to 

restructure the loan to suit the safe 

harbour rules as the ATO has already 

indicated that it will not specifically review 

existing LRBAs before 1 July 2016 if: 

 The ”right” terms are in place by 30 

June 2016; and 

 Principal and interest payments are 

made during 2015/16 that are 

consistent with those terms (so 

effectively at least that requirement is 

backdated to 1 July 2015). 

However bear in mind that there are 

some challenges: 

 Pre-July 2010 LRBAs are subject to 

different SIS rules.  Among other 

things these allowed a single LRBA 

to cover multiple different assets 

(they were not subject to the “single 

acquirable asset” rules).  Refinancing 

or even materially changing the terns 

of the loan will move the 

arrangement to the new rules and 

some will fail the new rules; 

 If the loan relates to real property 

and is more than 5 years old it 

cannot be extended at all on a fixed 

interest basis – it would need to be 

converted to variable or repaid.  A 

shorter period (3 years) applies for 

assets that are not real property; 

 Interest only loans will no longer be 

possible (even in 2015/16) for funds 

wishing to depend on the safe 

harbour rules and hence the cash 

flow burden on some funds will be 

more than they can accommodate 

over the longer term; 

 Loans with a very high LVR will 

require significant repayments during 

the final few months of 2015/16.  The 

PCG uses the example of a property 

with a value of $643k at 1 July 2015.  

At the same time, the loan 

outstanding was $500k (above the 

70% maximum).  The SMSF would 

need to pay down $50k to bring the 

loan to $450k (within the 70%) by 30 

June 2016.  Note that if the value of 

the property dropped to $600k by 30 

June 2016, the LVR would effectively 

rise to 75%.  This would not be 

problematic for the safe harbour 

rules – the value of the asset at 1 

July 2015 remains acceptable for the 

remainder of the loan unless it is 

refinanced.  But of course most 

commercial lenders would impose 

consequences at some point if the 

LVR rises too high – arm’s length 

terms should reflect that. 

 Loans to acquire real property that 

originally had a long term (eg 25 

years on 1 July 2011) would need to 

be shortened to 15 years from that 

same date.  This would mean a loan 

the trustees intended to repay by 30 

June 2036 is now repayable by 30 

June 2026.  This will increase the 

level of repayments required      

Conclusion 

We expect that there will be considerable 

work to do in the coming months to 

accommodate these changes for related 

party loans.  Each and every one should 

be reviewed.  We can assist in a range of 

ways: 

 Revising existing loan terms (in 

conjunction with our lawyers); 

 calculating the amounts required in 

principal and interest this year to 

ensure the safe harbour terms are 

met. 

Please contact Paul Sarkis to discuss 

your needs further. 

Disclaimer: 

Heffron Super News is an electronic newsflash 

which highlights important events in the 

superannuation arena. If you are not already on 

our mailing list and would like to subscribe, 

please contact us on 1300 172 247 or by e-mail 

heffron@heffron.com.au.  Alternatively, if you 

do not wish to receive future editions, please 

email heffron@heffron.com.au to be removed 

from the distribution list. While Heffron believes 

that the information contained herein is reliable, 

no warranty is given to the accuracy and clients 

who rely on it do so at their own risk. This 

publication is intended to provide background 

information only and does not purport to make 

any recommendation upon which you may 

reasonably rely without taking specific advice. 

In particular, it should not be considered 

financial product advice for the purposes of the 

Corporations Act 2001  

 


