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Friday 7 July 2023 

 

Retirement, Advice and Investment Division 

Treasury 

Langton Crescent 

Parkes ACT 2600  

Via email: superannuation@treasury.gov.au  

 

Dear Sir/Madam, 

Treasury Laws Amendment (Measures for Consultation) Bill 2023: Non-arm’s length 

expense rules for superannuation funds 

We appreciate the opportunity to provide feedback on the exposure draft legislation (the 

exposure draft) released on 19 June 2023 regarding the non-arm’s length expenses 

(NALE) rules for superannuation funds. 

Chartered Accountants Australia and New Zealand, CPA Australia, Institute of Public 

Accountants, SMSF Association, and The Tax Institute do not endorse the measures 

contained in the exposure draft. 

Poorly designed laws can result in unfair outcomes. In addition to creating a ‘two-tiered’ 

superannuation sector, the proposed policy attempts to modify, rather than remove, 

measures which are in place to address concerns that are no longer relevant. Further, we 

note that the exposure draft does not address the complex issues created by the interaction 

of the non-arm’s length income (NALI) and NALE framework in place for superannuation 

funds and specific expenses. Attachment 1 to this submission outlines a number of issues 

requiring clarification. 

In Attachment 2, we propose a more effective long-term solution. 

The current provisions regarding NALI/E in section 295-550 of the Income Tax Assessment 

Act 1997 (ITAA97) were modified in 2019, taking effect from 1 July 2018. The amendments 

extended the NALI provisions to specifically address NALE incurred by a superannuation 

fund. 

Originally, the NALI policy was aimed at imposing income tax penalties on superannuation 

funds involved in non-arm’s length transactions. Its intention was not to bypass the 

contribution caps, as suggested in the Treasury Consultation Paper (the Consultation 

Paper) released in January this year. Nor was its intention to allow superannuation fund 

members to breach their transfer balance cap. 

Efficiency, equity, and simplicity are the key principles for designing effective tax laws. 

However, a trade-off between these principles often occurs when developing tax policies. 

For instance, addressing an integrity issue may require complex rules, and a decision must 

be made on whether the benefits of including an integrity rule outweigh the costs of 
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complexity arising from administering that rule. Equity should not be compromised when 

implementing integrity measures. 

We consider that the 2019 amendments that introduced the NALE provisions and the 

proposed amendments in the exposure draft fail to meet the original purpose, the new 

purpose and the principles of good law design. Further, arrangements that undermine the 

integrity of the system (or any perceived mischief) have not been sufficiently articulated, nor 

has it been quantified in publicly available data. 

Since the 2019 amendments, the current NALI/E provisions have caused significant 

concerns within the superannuation sector, as acknowledged in the Assistant Treasurer’s 

media release issued on 24 January 2023. These concerns require urgent attention and 

resolution. 

Our responses to the measures proposed in the exposure draft are set out in the following 

paragraphs. We continue to recommend a solution that adheres to the principles of good law 

design while also ensuring sufficient safeguards exist and appropriate penalties can be 

imposed. 

Introduction of a ‘two-tiered’ superannuation sector 

The proposed changes outlined in the exposure draft introduce a distinction between 

different segments of the superannuation sector in relation to taxation. By exempting large 

APRA-regulated superannuation funds from both general and specific expenses within the 

NALI/E regime, a tax differential is created, resulting in different treatment for different types 

of superannuation funds. This differential treatment raises questions, as the trustees of these 

funds are subject to the same statutory best financial interests duty, common law fiduciary 

obligations and the sole purpose test, making the discrepancy in treatment questionable. We 

do not support differential treatment of superannuation funds where a differential treatment is 

unnecessary. 

In our response to the Consultation Paper (also available at Attachment 2), we proposed a 

solution that removed any need for such a divergence. We proposed the repeal of the 2019 

amendments to section 295-550 of the ITAA97 and a return to the former legislative 

provisions. Any remaining concerns regarding non-arm’s length arrangements in any 

superannuation fund can be addressed by the Australian Taxation Office (ATO) and the 

superannuation sector in light of the current version of ATO Taxation Ruling TR 2010/1, 

which uses the contributions framework to remedy such breaches. Amendments to section 

109 of the Superannuation Industry (Supervision) Act 1993 (SISA), which already prohibits 

trustees from engaging in transactions with any party unless they are conducted on arm’s 

length terms, would provide additional safeguards if the Government considered that these 

are necessary.   

We are of the view that our solution is the most equitable, practical, and least disruptive of all 

solutions proposed to date, and would result in a substantially better approach than creating 

a differential tax treatment for different types of superannuation funds. We therefore continue 

to strongly recommend this approach. 

https://ministers.treasury.gov.au/ministers/stephen-jones-2022/media-releases/consultation-open-non-arms-length-expense-rules
https://ministers.treasury.gov.au/ministers/stephen-jones-2022/media-releases/consultation-open-non-arms-length-expense-rules
https://www.cpaaustralia.com.au/-/media/project/cpa/corporate/documents/policy-and-advocacy/consultations-and-submissions/superannuation/2023/20230222_web-copy_joint-submission-to-treasury-on-nale-rules-for-superannuation.pdf?rev=29bca320f2304d72bee54802c6eef12a
https://www.ato.gov.au/law/view/document?DocID=TXR/TR20101/NAT/ATO/00001
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Treatment of general expenses 

We consider that the proposed change to the treatment of general expenses in self-

managed superannuation funds (SMSFs) and small APRA-regulated funds (SAFs) 

represents an improvement compared to the previous rules legislated in 2019, as well as the 

proposed ‘five times multiple’ treatment in the Consultation Paper. However, we remain 

cautious about the proposed change to the rules relating to general expenses, where any 

NALI arising would be capped at a maximum ‘two times multiple’ and by the taxable income 

of the fund. This cap has the potential to lead to inequitable outcomes. We consider that the 

current version of TR 2010/1 provides a logical approach by treating minor breaches of the 

NALE rules as contributions. This approach ensures simplicity and efficiency, as the 

treatment of contributions acts as a self-correcting mechanism. It also subjects the relevant 

NALE amount to the existing robust regime of excess contributions tax where the 

contributions caps are exceeded. 

We recommend that the response to breaches involving general expenses should return to 

the approach currently described in TR 2010/1.   

We also have concerns regarding proposed subparagraphs 295-550(8)(b)(iii) and (9)(b)(ii) of 

the exposure draft which propose to exclude any loss, outgoing or expenditure that is capital 

or of a capital nature from the ‘two times multiple’. We consider this creates unnecessary 

complexity and disproportionate outcomes. Practically, this approach would require trustees 

to identify whether an expense is specific or general NALE, as well as whether general 

NALE is on revenue or capital account. Distinguishing between revenue and capital 

expenditure is a difficult undertaking for trustees, as historical case law has highlighted. 

We also consider that the ‘two times multiple’ is not proposed to apply to general NALE that 

is capital in nature. This could result in a small difference in an amount of general NALE 

compared to its market value resulting in a disproportionate tax outcome for the fund. For 

example, updating a superannuation fund trust deed could easily result in the cost of 

updating the deed being treated as general NALE that is capital in nature and therefore not 

capped for NALE purposes. 

We recommend that the ‘two times multiple’ be applied consistently across all general NALE, 

regardless of whether the expenditure is revenue or capital in nature. 

Treatment of specific expenses 

The treatment of specific expenses for SMSFs and SAFs remains unchanged in the 

exposure draft. We are deeply concerned that numerous issues relating to the treatment of 

specific expenses under the NALI/E regime have not been addressed by the exposure draft. 

As a collective group of associations, as well as individually, we have repeatedly raised 

these concerns with Treasury and the ATO. Attachment 1 accompanying this submission 

explains several problematic areas where the existing treatment of specific expenses falls 

short of a satisfactory resolution and will continue to do so should the legislation be passed 

as currently drafted. 

We recommend that the issues relating to specific expenses should be fixed as a matter of 

immediate priority in the best financial interests of superannuants. 
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Capital gains tax issues 

A significant factor contributing to the issues relating to specific expenses is the interaction of 

the NALI/E rules with the capital gains tax (CGT) provisions in the ITAA97. We note that the 

draft Explanatory Memorandum, which provides examples of how the new law will function, 

does not include any instances setting out the CGT impact. Substantial unease remains 

within the superannuation sector following the release of ATO Law Companion Ruling LCR  

LCR 2021/2, which contains examples where specific NALE can impact the tax treatment of 

CGT assets in the future — in terms of income earned from the assets and future capital 

gains realised on their disposal. 

In our view, the conclusions drawn in several examples in LCR 2021/2 may extend well 

beyond what may be considered a reasonable nexus for tax purposes with the initial 

expense, as well as what the eventual real depletion of any intrinsic value resulting from the 

expense (for accounting and/or valuation purposes) would suggest. 

We note that the ATO’s current and draft rulings and guidance consistently reflect that this is 

a present operation of the law. We consider that tainting the whole of a later capital gain as a 

result of a minor amount of specific NALE, as well as subjecting arm’s length capital gains to 

the NALI/E provisions, is a disproportionate and inappropriate outcome. We recommend that 

this be the subject of legislative change to ensure a more equitable outcome. 

Remediation 

It must be mentioned that the exposure draft still does not provide for remediation for funds 

assessed as having NALI due to errors or other similar causes. This stands in stark contrast 

to the corrective measures available to private companies under Division 7A of Part III of the 

Income Tax Assessment Act 1936 (ITAA36) and under various provisions of the SISA (such 

as those dealing with in-house assets). We consider that the existing NALI tax rate is 

disproportionately punitive without providing a legitimate avenue for trustees who genuinely 

wish to rectify their honest mistakes or inadvertent errors.  

We recommend that the proposed legislative measures should contain a mechanism to 

enable remediation of honest mistakes and inadvertent errors that may otherwise attract the 

NALI/E provisions. 

Trustee requirements 

We observe that Examples 1.1, 1.2, 1.3, 1.4 and 1.6 in the draft Explanatory Memorandum 

involve a sole trustee of an SMSF. However, subsection 17A(2) of the SISA requires that 

either the trustee of an SMSF must be a body corporate or the fund must have at least two 

individual trustees. Accordingly, these examples are not consistent with the requirements in 

the SISA for a complying SMSF. We consider that the examples should be amended so the 

SMSFs depicted reflect the law and are legally effective. 

 

  

https://www.ato.gov.au/law/view/document?LocID=%22COG%2FLCR20212%2FNAT%2FATO%22&PiT=99991231235958
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We would be pleased to discuss with Treasury any matter raised in this submission, or in the 

attachments. For any questions in relation to our submission, please contact Richard Webb, 

Senior Manager, Financial Planning and Superannuation Policy at CPA Australia on 0425 

726 889 or at Richard.webb@cpaaustralia.com.au . 

Yours sincerely, 

 

 
 

 
 

 
 

Elinor Kasapidis Simon Grant FCA Tony Greco 
Head of Policy and 
Advocacy 

Group Executive 
Advocacy and 
International Development 

General Manager 
Technical Policy 

CPA Australia Chartered Accountants 
Australia and New 
Zealand 

Institute of Public 
Accountants 

   

 

 
 

 
 

Peter Burgess Marg Marshall 
Chief Executive Officer President 
SMSF Association The Tax Institute 
  

 

Schedule of attachments: 

1. Attachment 1: NALI/NALE Industry Issues Requiring Clarification  

2. Attachment 2: Copy of Submission to Treasury made 22 February 2023 in response 

to “Non-arm’s length income provisions applying to superannuation funds” 

Consultation Paper (incorporating letter to Minister for Financial Services, the Hon 

Stephen Jones MP dated 21 February 2023) 
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Attachment 1 

NALI/NALE Industry Issues Requiring Clarification 
 

NALI/NALE Industry Issues Requiring Clarification _________________________________ 6 

1. Delineation of Roles Issue ____________________________________________________ 7 
(a) Delineation between various roles and requirements to seek advice _______________________ 7 
(b) Uncertainty around acting in individual and personal capacity ____________________________ 7 
(c) Trustee of unit trust performing work on unit trust assets _______________________________ 10 

2. Capital Gains Tax Issues _____________________________________________________ 12 

3. Contribution Issues_________________________________________________________ 15 
(a) NALI and proposed changes to TR 2010/1 ____________________________________________ 15 
(b) Employee Share Schemes (ESS) ____________________________________________________ 17 

4. Limited Recourse Borrowing Arrangements and status of PCG 2016/5 _______________ 18 

5. NALI and Section 102-5 CGT method statement __________________________________ 20 

6. Guarantees and 50–50 unit trust ______________________________________________ 25 

7. Confirming market value (MV) _______________________________________________ 27 
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1. Delineation of Roles Issue 

(a) Delineation between various roles and requirements to seek advice 

At law, a trustee or director is required to undertake the activities of the trust or company. While the 

trustee or director may delegate those tasks or engage others to do such tasks, the ultimate 

responsibility for undertaking those tasks rests with the trustee/director.  

With respect, the position of the ATO in LCR 2021/2, that actions by a trustee/director must be 

examined as to whether they are actions of trustee/director capacity or a non-trustee/director 

capacity, creates a false dichotomy. All actions of the trustee/director are in the role of the 

trustee/director unless expressly agreed otherwise. This is effectively codified in sections 17A and 

17B of the SIS Act which prevents a trustee/director from charging for their services unless section 

17B applies.  

While it could be said that this creates an advantage to certain super funds that have 

trustee(s)/director(s) who have particular skill sets, that will always be the case as each 

trustee/director will have different skills and abilities. Additionally, some may have more time and 

others may be happy to delegate and pay for certain services.  

In addition, by the trustee/director personally performing super fund services, the trustee 

undertaking work is not dealing with a non-arm's length party as it one cannot contract with oneself 

and/or in the alternative one that an arm’s length party would be expected to incur. Given a 

trustee/director, at law, is expected to act as a volunteer (unless expressly authorised to be 

remunerated), then the arm’s length position for someone at a trustee/director role is not to charge.   

Industry technical analysis: 

Industry accepts that the ATO has come to a different view to industry.  Nevertheless, we wish to 

point out that the delineation between trustee/director roles and non-trustee/director roles will in 

many cases be difficult to ascertain without incurring red tape and cost. 

In example 10 of the LCR, what if Jean was retired but still maintained an electrician’s licence? On 

the ATO’s other reasoning it would seem to follow that because he is able to undertake the work 

without charging a fee and the work can only be done by a qualified person it must be NALE to the 

fund. However, that should not be the outcome as Jean is prevented from charging a fee by Sec 17A 

of SIS Act and the effort can be said to be in Jean’s capacity as trustee. 

(b) Uncertainty around acting in individual and personal capacity 

Uncertainty in determining if an individual is acting in their capacity as a trustee, or director of a 

corporate trustee with respect to the provision of accounting and tax services to a SMSF.  

Assume the following facts: 

• Kate is a trustee of a SMSF of which she is the sole member.  She is a chartered accountant 

who is employed in an accounting and tax agent business.   

• At home, in her own time, Kate uses the computer supplied by, and paid for, by her 

employer to prepare the accounts for her SMSF. 

• Kate does not charge the SMSF for her accounting work. 
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(a) Has Kate provided her accounting services in her capacity as trustee of the SMSF? 

It is argued that, based on paragraphs 54 and 57 of LCR 2021/2, Kate has provided her accounting 

services as trustee of the SMSF, rather than on an individual basis or as part of an arrangement in 

which the parties are dealing on a non-arm’s length (NAL) basis.  Kate’s use of her work computer is 

minor and incidental in nature.  As such, the non-arm’s length income (NALI) rules should not apply 

with respect to Kate’s provision of accounting services. 

Industry technical analysis: 

S.17A of the SIS Act is satisfied as no remuneration was paid to Kate in this scenario. 

S.17B of the SIS Act is not relevant as it requires remuneration to have been paid. 

S.295-550 of the ITAA 1997 does not apply as there is no arrangement with a NAL party, rather, this 

occurs as an internal fund dealing. 

Further assume the above example continues as follows: 

• Sometime later, after Kate has had her accounts audited, she sends the accounts to her firm 

and a colleague at her work who uses the financial information as a basis to prepare and 

lodge the return using the firm’s tax agent registration (i.e., the registration of Kate’s 

employer).  The colleague checks the reasonableness and veracity of the numbers and 

obtains any other information necessary to prepare, check and lodge the return.  This 

satisfies the firm’s professional obligations in relation to preparing and lodging a 

tax/statutory return. 

• The SMSF is not charged any amount by Kate’s employer (or Kate), with respect to the 

lodgement of the SMSF annual return. 

• Kate’s employer does not have a discount pricing policy within the meaning of paragraph 51 

of LCR 2021/2. 

In this case, Kate’s employer has provided a NAL tax-related service to the SMSF.     

(b) Does the provision of the tax-related services to the SMSF trigger the NALI rules? 

One reading of LCR 2021/2 (namely paragraph 19 and 20, as well as the phrasing of Example 2 at 

paragraph 24) is that non-arm’s length expenditure (NALE) incurred in complying with, or managing, 

the fund's income tax affairs and obligations (for example, Subdivision 295-F), which are deductible 

under S.25-5, do not result in the application of the NALI rules because these expenses lack the 

necessary nexus to all the ordinary and statutory income of the fund.   

Based on this interpretation there is insufficient nexus between the provision of tax-related services 

and all the income of the fund and, as such, the NALI rules do not apply with respect to the provision 

of these tax-related services. 

An alternate view is that NALE with respect to ‘tax-related matters’ (that would be deductible under 

S.25-5) do have a sufficient nexus to all income of a SMSF (and therefore can potentially cause all of 

the fund’s income to be NALI). 

Industry technical analysis: 

It is as arguable as not that S.295-550 of the ITAA 1997 could be a problem in this situation, which 

highlights the need for ATO clarification and/or legislative reform.  The question is, in gaining or 
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producing the fund’s income, did the fund incur an amount that is less than it would have incurred 

had the parties been dealing at arm’s length with respect to the arrangement?  It is possible to put 

forward compelling arguments that support both views. 

(c) Has Kate provided her accounting services in her capacity as trustee of the SMSF? 

If the ATO does accept that the provision of NAL tax-related services lack the requisite nexus to all of 

the income of the SMSF (such that the NALI rules are not triggered with respect to the provision of 

NAL tax-related services by Kate’s employer), this then raises the issue of whether the provision of 

these tax-related services may taint the capacity in which Kate provided her accounting services to 

her SMSF.  In other words, does the provision of the tax-related services provided by the employer 

change the outcome at (a), above? 

It is argued that the provision of lodgement services by Kate’s employer should not taint the capacity 

in which Kate provided her accounting services to the fund.  The accounting services are separate to 

those provided with respect to the provision of tax services (lodging the SMSF return) and were 

provided to the SMSF at different times. 

Industry technical analysis: 

Regardless of the NAL arrangement with respect to the preparation of the annual return, the 

accounting work remains an internal fund dealing and, as such, S.295-550 of the ITAA 1997 does not 

apply to the accounting services provided by Kate to the fund at no cost. 

Does the ATO agree with this analysis? 

If however the better view is considered to be that the accounting services are tainted, such that 

Kate is no longer taken to provide the accounting services in her capacity as trustee, then she will 

invoke the NALI rules if she does not charge market value (MV) for the accounting work she 

performs for the SMSF.  If, however, she does charge the fund for this work she will breach S.17A of 

the SIS Act (in this scenario she cannot satisfy S.17B of the SIS Act as she is an employee and does 

not otherwise provide services to the public as a sole trader). 

It is industry’s view that where a SMSF trustee is precluded from being able to charge for a trustee 

service, that S.295-550 does not apply. 

Industry technical analysis: 

It could be argued that, if the SIS Act precludes a charge for a trustee service, this may indicate that 

that the arrangement is an internal fund dealing rather than a scheme to which S.295-550 of the 

ITAA 1997 would apply. 

Costs that are ordinarily deductible under S.25-5 of the ITAA 1997 

If the ATO accepts that NALE incurred in complying with, or managing, the fund’s income tax affairs 

and obligations, that is ordinarily deductible under S.25-5 of the ITAA 1997, does not have a nexus to 

all the income of a fund, this raises the issue of when a NAL cost is considered to be ordinarily 

deductible under S.25-5 of the ITAA 1997.  For example, in the following scenarios, would the NAL 

costs be ordinarily deductible under S.25-5 of the ITAA 1997? 

(a)    XYZ Accounting P/L provides services on a NAL basis to a SMSF that consists of the preparation 

of financial accounts and preparation and lodgement of the SMSF annual return. 



10 
 

It is industry’s view that the NALE in this case would be ordinarily deductible under S.25-5 of the 

ITAA 1997.  However, this would only apply if the financial accounts were used to prepare the SMSF 

annual return but would not apply if the accounts were prepared to obtain finance for a limited 

recourse borrowing arrangement (LRBA). 

(b)    ABC Accounting P/L provides services on a NAL basis to a SMSF that consists of the preparation 

of financial accounts and preparation and lodgement of the SMSF annual return.  The firm also 

provides bookkeeping services on a NAL basis to the SMSF throughout the year, which is used to 

prepare the financial accounts. 

It is industry’s view that the NALE, including that related to bookkeeping, would be ordinarily 

deductible under S.25-5 of the ITAA 1997 for the purposes of the NALI rules 

Discount policy for smaller firms 

Based on paragraphs 51 and 8 of LCR 2021/2, an arrangement entered into by a SMSF will not be 

considered NAL where a trustee/director, acting in their capacity as trustee of the fund, is entitled to 

a discount under a discount policy where the same discounts are provided to all employees, 

partners, shareholders, or office holders provided the trustee/director is not able to influence the 

formulation of the policy.  

Assume the following facts: 

• ABC Accounting P/L (‘ABC’) operates an accounting practice.  The company is controlled 

50/50 by two unrelated principals.  The principals are employees of the company, and the 

company has one other employee.   

• ABC Accounting P/L has established a ‘discount policy’ for shareholders, directors, and 

employees.  

• One of the unrelated principals, in their capacity as trustee of their SMSF, engaged ABC to 

provide services to their SMSF, which are provided at a discount rate pursuant to the firm’s 

discount policy. 

It is industry’s view that in this case the principals of this firm were able to influence its discount 

policy and s 295-550 would apply to the discounted fee. 

Discount policy for large entities 

Does a senior executive of a large entity involved in the decision-making concerning total employee 

remuneration have sufficient influence on discounts offered to all employees?  It is industry’s view 

that the answer to this issue is fact dependent and we believe this needs to be explored in greater 

detail with the ATO. 

(c) Trustee of unit trust performing work on unit trust assets 

There are a considerable number of SMSFs that invest in private unit trusts. These unit trusts may 

include pre-99 unit trusts, unrelated unit trusts and non-geared unit trusts (under div 13.3A of the 

SISR). 

Unit trusts are also used extensively by APRA regulated super entities and many of the issues 

mentioned here about SMSFs using unit trusts also apply to large super funds (see below). 
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LCR 2021/2 provides limited guidance in relation to how paragraphs 295-550(2)(b) and (c) apply to 

unit trusts. It provides only one example (Example 12 of LCR 2021/2 involves Scott’s SMSF acquiring 

$50,000 of units in a stock exchange listed unit trust). 

One important point which is not dealt with in LCR 2021/2 is what is the status if a trustee/director 

of the trustee of the unit trust provides services to a unit trust (often the trustees/directors of the 

unit trust are the same as the trustees/directors of the SMSF). For example, consider a SMSF that is 

invested in a non-geared unit trust that owned a factory and the unit trust trustees/directors (who 

are also the SMSF trustees/directors) oversaw the collection of rent and dealings with the tenant 

(which may be a related party where the property constitutes business real property), attended to 

bookkeeping and instructed the accountant regarding the unit trust’s annual financial statements.  

The position relating to remuneration for a trustee/director of a unit trust that a SMSF invests in 

depends on a range of factors including the unit trust’s governing rules (eg, the unit trust deed and 

the constitution of the corporate trustee of the unit trust).  Typically, no remuneration applies unless 

the governing rules expressly allow for same. 

The ATO acknowledges, and industry agrees that, in relation to a trustee or director of a corporate 

trustee of a SMSF that: 

• A trustee or a director of a corporate trustee of a SMSF will be required to perform 

particular actions in order to satisfy a range of obligations imposed on them, eg, any 

conditions imposed by statute as well as fiduciary duties and obligations (see paragraph 44 

of LCR 2021/2).  

• The trust deed may also provide a trustee or director of a corporate trustee the power to 

perform certain actions (see paragraph 45 of LCR 2021/2). 

• An individual’s business, profession, life experiences or employment may result in the 

individual having skills and knowledge that can assist the individual to perform their duties in 

their capacity as trustee, or as a director of a corporate trustee, of a SMSF. Utilising such 

skills and knowledge of itself does not indicate that the individual is not acting in their 

capacity as trustee or as a director of a corporate trustee (see paragraph 46 of LCR 2021/2).  

While the three points referred to above relate to the trustee or director of a corporate trustee of a 

SMSF, these same principles also apply to a trustee of a unit trust, eg, a director of a corporate 

trustee of a unit trust is required to perform a range of obligations both at law and under the trust 

deed. Such a director may also possess special skills and knowledge. 

Item 23 of the Compendium issued with LCR 2021/2 states that: 

We [ATO] consider the Ruling provides sufficient guidance on the key principles to assist 

trustees to determine how the provisions apply.   

Trustees may seek certainty on their specific circumstances through the private ruling 

process. 

We believe the same principles as outlined in pars 44 to 46 of LCR 2021/2 applies to unit trust 

investments where a super fund invests in that unit trust. 
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Industry does not believe it is appropriate for taxpayers to have to seek private rulings on such 

matters. Applying for private rulings ties up considerable ATO and taxpayer resources. This is a 

popular query for both large and small funds and as a result much time and cost can be save if clear 

guidance were provided to industry. 

2. Capital Gains Tax Issues 

Background 

At paragraph 17, LCR 2021/2 states that a super fund will incur NALI if there is a sufficient nexus 

between the NALE and the relevant ordinary or statutory income. That is, the expenditure (or lack 

thereof) must have been incurred in gaining or producing the relevant income (or acquiring the 

relevant entitlement).   

Although the LCR provides examples of how a nexus can exist between the NALE and the 

gaining/producing of ordinary income, it is not clear how/why a sufficient nexus can exist between 

the NALE and any future capital gains on disposal of an asset.  

For example, does the nature of the expense and work provided (ie. capital or revenue expenditure) 

play a role in determining whether NALI will include both ordinary income and future capital gains? 

In many cases, the capital gain is solely a factor of capital appreciation due to market conditions and 

to taint the entirety of all future capital appreciation lacks any real nexus. 

We are aware that paragraph 2.38 of the explanatory memorandum to the law1 indicates that the 

nexus includes instances where revenue expenditure is deductible (under s.8.1 of ITAA97), or capital 

expenditure is included in the fund’s cost base for capital gain or loss assessment.  LCR 2021/2 also 

clarifies that NALE can be both revenue and/or capital in nature.  However, the examples provided in 

the LCR do not provide sufficient guidance around why the NALE can taint all income and capital 

gains indefinitely.  

Paragraph 21 of the LCR introduces the concept of expenditure of a ‘recurrent nature’ that only has 

a nexus with the fund deriving ordinary or statutory income during a particular income year, and 

subsequently ceases to incur that NALE in a later income year.  The ‘recurrent expenditure’ concept 

is not used in s 295-550 and could arguably be contrary to legislative interpretation. 

Paragraph 75 of the LCR acknowledges that there will be cases where there will not be a sufficient 

nexus between NALE and any future capital gains. As such, it is important that industry has clear 

guidance on the types of expenditure which, if incurred on a non-arm’s length basis (often 

inadvertently and of minor monetary value), will give rise to NALI and any future capital gains on 

disposal of an asset.  

LCR 2021/2 – example 9 

In this example Trang undertakes a complete renovation of the bathroom and kitchen of her second 

SMSF rental property. Trang’s use of the tools of her trade is not considered minor, infrequent, or 

irregular in nature and by not charging her SMSF for the services provided, it constitutes a non-arm’s 

length dealing between the SMSF and Trang.  In this situation, there is a sufficient nexus between 

the NALE and the rental income derived from the second SMSF rental property and therefore the 

 
1 Treasury Laws Amendment (2018 Superannuation Measures No.1) Act 2019 
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rental income will be NALI. The NALE will also result in any capital gain that might arise from the 

subsequent disposal of the second SMSF rental property being NALI. 

LCR 2021/2 – example 10  

In this example, Jean undertakes electrical work on his SMSF rental property that can only be done 

by a licensed electrician.  As the work done by Jean is not as trustee of his SMSF but in his individual 

capacity, and he charges his SMSF the commercial rate for the work undertaken on the rental 

property, the NALE provisions will not apply.  

LCR 2021/2 – example 11 

In this example, Sharon the licensed real estate agent, provides property management services in 

her individual capacity to her SMSF with respect to her SMSF residential property. She charges her 

SMSF 50% of the price for her services that she would otherwise charge a non-related party. As a 

result, the rental income will be NALI for each financial year the NAL dealing remains in place. The 

example then concludes that due to the nature of the NALE, there will not be a sufficient nexus 

between the NALE and any future capital gain made by the SMSF on the disposal of the residential 

property. 

Questions and industry technical analysis 

1. In example 9, why does the NALE result in the future capital gain being taxed as NALI? Are we 

correct to assume that NALE applies to future capital gains is because the work performed by 

Trang was capital in nature and hence ordinarily deductible under the capital works deduction 

ie, 2.5% per annum over 40 years? 

It does not seem reasonable to assume that Trang’s bathroom fit-out forever taints the potential 

capital gain on the whole of the asset especially if the asset is held for a lengthy period after the 

improvement is made.  Industry’s view is that NALE of a revenue nature taints revenue gains and 

NALE of a capital nature can taint a capital gain. However, we argue that after a period of time, 

say at least 5 years, that it becomes difficult to argue that any improvement taints the whole of 

the capital gain as the capital expenditure would no longer be reflected in the value of the 

property and any increase in value is attributable to normal capital appreciation.   

In any case there may be mitigating circumstances as to why a super fund asset is sold within a 

short timeframe after such improvements have been completed.  For example, a member 

benefit may have to be paid out because a transfer request by a member of the fund or because 

a member has died or become permanently disabled.  In other words not all asset disposals in 

this case should taint a capital gain.  In other words the super fund’s trustees actions may not be 

an indication of its motivation. 

2. What if the work done by Trang on her second property had instead been ad-hoc repairs and 

maintenance (ie. revenue/deductible in nature) rather than a complete renovation of the 

bathroom and kitchen, and Trang did not charge her fund a commercial fee in respect of this 

repair/maintenance work? 

We are of the view that in this case NALE would apply to all the rental income (irrespective of 

the value of the repairs) but not to any future capital gains. 

3. In example 10, what if Jean did not charge his fund a commercial fee, what would be NALI? 
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Assuming the work performed by Jean is not a capital improvement – it is not clear from the 

example the nature of the work performed – then we believe that only the rental income is 

subject to NALI.  That is, NALI does not apply to any capital gains. 

4. In example 11, we assume that NALI only applies to the net rental income because the work 

performed by Sharon was not capital in nature.  However, another interpretation is that it is a 

recurrent expense not related to the acquisition of the asset. 

We would argue that it is the former interpretation that has created this result. There is long 

established case law principles on the distinction between revenue versus capital. The recurrent 

expense theory appears to have been created by the ATO as without this theory, the ATO view 

that a general fund expense taints everything would logically result in every asset then held by 

that fund being tainted with NALI on both ordinary and statutory income – which is an absurd 

outcome which would be unlikely to succeed in a court of law. 

An alternative to the recurrent expenditure concept 

In LCR 2021/2, the concept of recurrent expenditure appears central to a determination as to 

whether NALI could apply to any future capital gain on disposal of an asset. As mentioned, the 

concept of expenditure of a recurrent nature is not used in Sec 295-550, and there does not appear 

to be any legal basis or case law judgements that supports this concept. Therefore, it is difficult to 

provide a detailed legal analysis, and it could be years before a tribunal, or the courts can confirm 

the true meaning and correct application of the concept in the context of Sec 295-550. Indeed, it 

may be 15 to 25 years before industry obtains any clarity on the ATO’s ‘recurrent expense’ theory. 

An alternative approach, which would provide far more certainty, and would preserve what we 

understand is the rationale behind the recurrent expenditure concept, would be to adopt the well 

established revenue versus capital distinction. Most taxpayers for instance understand the  

improvement versus repair/maintenance concept. The distinction between what is an improvement, 

and what is a repair, is well established in law, and can be relied on by the industry. It can also be 

used to align to the general principal that NALE that permanently improves or adds to the state or 

function of an asset, or which significantly alters the asset for the better, would give rise to NALI on 

any future capital gain. In clear contrast, expenditure which merely ensures the continued 

functioning of the asset in its present state (i.e. maintaining or repairing the asset), would only give 

rise to NALI in the income year in which the NALE was incurred (assuming the exceptions which 

apply to trustees acting in their individual capacity do not apply).  

In the context of LRBAs, and for the purpose of determining whether borrowed funds have been 

used to improve an acquirable asset in contravention of Sec 67 of the SIS Act, SMSFR 2012/1 

provides the following practical definition of ‘maintaining’, ‘repairing’ and ‘improving’ an acquirable 

asset.  

Maintaining the acquirable asset 

19. The term 'maintaining' ordinarily means work done to prevent defects, 

damage or deterioration of an asset, or in anticipation of future defects, damage 

or deterioration, provided that the work merely ensures the continued functioning 

of the asset in its present state. 

Repairing the acquirable asset 
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20. The term 'repairing' ordinarily means remedying or making good defects in, 

damage to, or deterioration of an asset and contemplates the continued 

existence of the asset. 

21. A repair is usually occasional and partial. A repair restores the function of the 

asset without changing its character and may include restoration to its former 

appearance, form, state or condition. A repair merely replaces a part of 

something or corrects something that is already there and has become worn out 

or dilapidated through ordinary wear and tear, or is damaged whether 

accidentally or deliberately or by natural causes. 

22. As to whether the repair is partial and restorative it is the entire asset that is 

held under an LRBA that is relevant. For example, if it is a house and land held 

under the LRBA, then in determining if the asset is maintained, repaired or 

restored, or whether it has been improved, it is necessary to consider the overall 

effect of the work (or expenditure) on both the house and the land and the 

qualities and characteristics[15] of the asset at the time it was acquired under the 

LRBA. If work on the asset restores the function of the asset to what it was at the 

time it was acquired, and uses similar or modern equivalent materials, it is a 

repair. 

Improving the acquirable asset 

23. In contrast to repair, an asset is improved if the state or function of the asset 

is significantly altered for the better, through substantial alterations, or the 

addition of further substantial features or rights, to the asset.[16] 

24. Determining if an acquirable asset is merely restored, or whether its state or 

function is significantly altered for the better, is a question of fact and degree. In 

each case it is necessary to consider the qualities and characteristics of the 

acquirable asset that is subject to the LRBA at the time the LRBA was entered 

into. Whether the state or function of the acquirable asset has altered 

significantly for the better is determined objectively and without reference to the 

actual use to which the acquirable asset is put. Alterations will not amount to an 

improvement if the state or function of the acquirable asset is only bettered to a 

minor or trifling extent as compared to the asset as a whole. 

We see no reason why these concepts cannot be used instead of the recurrent expenditure concept 

when distinguishing between NALE which gives rise to NALI on any future capital gain (i.e. NALE 

which improves the asset), and NALE which only gives rise to NALI on the statutory income derived 

from the asset and only for the income year in which the NALE was incurred (i.e. expenditure which 

merely maintains or repairs the asset). This approach also recognises NALE can be both revenue 

and/or capital in nature.  

3. Contribution Issues 

(a) NALI and proposed changes to TR 2010/1 

Broadly, LCR 2021/2 provides: 

https://www.ato.gov.au/law/view/document?DocID=SFR/SMSFR20121/NAT/ATO/00001&PiT=99991231235958#fp15
https://www.ato.gov.au/law/view/document?DocID=SFR/SMSFR20121/NAT/ATO/00001&PiT=99991231235958#fp16
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• An asset purchased under a contract at less than market value (MV) invokes NALI. 

• However, an in specie contribution recorded for less than MV is a contribution (and not 

NALI). 

• Where a part asset is purchased, the contract must specify the part of the asset being 

acquired, otherwise there can be no contribution. If the asset is transferred at less than MV, 

NALI would apply to the entire asset. 

We will examine an example to illustrate some issues that we have with the above analysis. 

Facts –– Jon’s SMSF –– part purchase and part in specie contribution: 

• Jon has business real property with a MV of $500,000 that he leases to a third party which 

uses the property to carry on a business 

• Jon enters into a contract of sale to sell a ½ tenant in common (T-i-C) interest for $200,000 

to his SMSF (undervalued by $50,000) 

• John also makes an in specie contribution of a ½ T-i-C interest, and his SMSF records this as a 

$200,000 non-concessional contribution (NCC) to his SMSF (undervalued by $50,000). 

• The ATO subsequently determine the property was undervalued. 

It appears that there is a ‘double jeopardy’ applying the ATO’s view on the part contributed, ie, NALI 

applies to all of the asset even though the in specie contribution is adjusted to reflect MV.  Also, s 

108-5 ITAA 1997 recognises that part of an asset is an asset for CGT purposes. Moreover, the ATO 

has also provided its view on how separate acquired parts of an asset are to be treated separately 

for tax purposes in TD 2000/31. 

If we now assume that John’s SMSF paid the correct MV for the 50% T-i-C interest purchased and 

undervalued the 50% T-i-C in specie contribution, then it would appear that NALI would not apply as 

the ATO would merely treat John as having an additional $50,000 contribution as an NCC (which may 

give rise to excess contribution issues).  

In our view, a super fund trustee can agree to treat any undervalued asset or undercharged service 

as a contribution. This is particularly so, where the member agrees to such a treatment. That is, if 

the super fund records the undervalue sale of an asset or the undercharging or failure to charge for 

an asset as a contribution, then there is no NALI or NALE to trigger. This is because the super fund 

will effectively have received full consideration for the asset or service.  

• How are expense payments now treated? 

An expense payment on behalf of a super fund has been treated as a contribution since TR 2010/1 

was originally issued. However, since a fund would not be paying such an expense (either in full or 

part) an expense payment on behalf of a fund would also appear to be NALE. 

• How are super fund establishment costs treated? 

Also, when a super fund is set up, often the costs of the SMSF deed and corporate trustee are not 

paid by the fund.  Industry believes there may be NALE and contribution risks with this practice. 

There are likely to be many other similar queries that arise, and taxpayers need clear and concise 

guidance of the division between what is a contribution and what is NALI. These items should be 
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mutually exclusive and appropriate guidance and ‘tie breaker’ pointers are required where a 

particular item may fall into the grey zone. 

Industry has decided to defer any substantive feedback on TR 2010/1 DC pending finalisation of the 

outcome on LCR 2021/2 with the ATO. 

(b) Employee Share Schemes (ESS) 

Acquiring shares under an ESS via a super fund – SMSFs and APRA regulated super funds – is subject 

to great uncertainty. 

Where the shares are nominated to a SMSF, the ATO has also treated any discount as a contribution. 

This is confirmed on the ATO webpage QC 26221. 

Our interpretation of paragraph 18 of LCR 2021/2 together with proposed par 25C of TR 2010/1 is 

that the purchase of ESS shares at a discount will result in all future dividends and net capital gain 

being NALI. 

A super fund typically purchases ESS shares by paying the company directly. The company provides 

the discount to the super fund as part of the ESS provisions. These provisions form part of the 

contractual terms and conditions relating to the super fund acquiring the ESS shares as the 

nominated purchaser. 

That is discounts offered to super funds on ESS shares are no longer contributions. 

This appears to be a major change to the long-established practice based on the current TR 2010/1 

which has been a binding public ruling that has been relied on for the past 11+ years.  The ATO’s 

latest draft view also differs from the ATO’s current view reflected on its website at QC 26221 (noted 

above). 

Let’s examine a typical ESS example: 

• Jon is offered $10,000 worth of shares in his employer’s company via an ESS for $9,000. 

• Jon nominates his SMSF as the purchaser.  

• Jon’s SMSF pays $9,000 to the company for the shares. 

• Subject to any tax concession, Jon accounts for the $1,000 discount in his personal tax 

return. 

• Jon’s SMSF records $1,000 as a NCC 

• Jon’s SMSF has a cost base of the shares of $10,000 reflecting the $9,000 payment and Jon’s 

$1,000 NCC. 

NALI should not apply to this case as the correct amount has been provided (ie, payment of $9,000 

under the ESS contract and a contribution of $1,000). 

We see no reason why s 295-550 causes the current accepted interpretation, which has worked well 

in practice, to cease. 

We note that paragraph 51 of LCR 2021/2 allows discounts offered to say all staff to not give rise to 

NALI. However, many ESSs are only offered to a particular class of employee, eg, senior managers 

https://www.ato.gov.au/super/self-managed-super-funds/in-detail/smsf-resources/smsf-technical/employee-share-scheme-options-and-acquisition-of-shares-by-self-managed-super-funds/?page=3#Contributions
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and executives rather than to all employees and, in certain cases, shares may be offered to greater 

than say 75% of permanent employees who have completed at least 3 years of service (for example, 

as required by s 83A-105 of the ITAA 1997). Thus, unless ESS discounts are offered to all employees 

or all office holders or all shareholders, as relevant, a super fund is unlikely to be able to rely on the 

discount concession in paragraph 51. 

It is unlikely that a super fund would be in a position to have the contractual terms varied to specify 

the part being purchased under most ESSs. 

And in any event the full MV of the shares is accounted for as Jon’s SMSF has recorded $1,000 as an 

NCC. 

However, the ATO’s latest view expressed in TR 2010/1-DC appears to preclude this argument as the 

sale contract does not specify the part of the shares that are acquired under the sale contract and 

the part that is being made by way of in specie contribution as required pursuant to paragraphs 28 

and 29 of LCR 2021/2.). 

We see no reason as to why the ESS discounts should be recognised as a contribution (i.e., the 

$1,000 discount recognised as an NCC).  As we noted above this has been the position for many 

years. 

We believe that the better view is that if an employee fails to disclose the correct amount or nil 

amount of contribution, then the contribution rules should apply and not NALI given the ATO’s long 

standing view expressed in the current wording of TR 2010/1 

4. Limited Recourse Borrowing Arrangements and status of PCG 2016/5 

Background 

In 2015 the ATO made its views regarding the interaction between related party LRBAs and the then 

NALI provisions clear – see IDs 2015/27 and 2015/28. 

In short, super funds with LRBAs not on arm’s length terms would find the income earned and 

resulting net capital gains to be subject to the NALI rules. 

Prior to the ATO’s announcement a practice had developed where some related parties loaned 

money to their fund on NAL terms (for example, interest rate less than prevailing market interest 

rates, no requirement to repay capital and no specific time period for the loan).  Some taxpayers had 

received Private Binding Rulings (PBR) confirming that such arrangements were acceptable.  Other 

super funds with a NAL LRBA loan had not applied for a PBR. 

On 6 April 2016 the ATO issued PCG 2016/5.  It provided safe harbour loan terms for LRBAs in 

respect of two different asset classes2.  In this PCG the ATO said that it would look at LRBAs held by a 

super fund after June 2016 and would apply NALI if the loan did not satisfy the safe harbour rules 

 
2 Each financial year the interest rate as recorded by the Reserve Bank of Australia for ‘Indicator Lending Rates 
for banks providing standard variable housing loans for investors’ is revised to the rate published for May (the 
rate for the month of May immediately prior to the start of the relevant financial year) that must be applied 
from 1 July for that financial year. 
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contained in the PCG.  That is, funds had until 1 July 2016 to amend the terms of a LRBA to avoid 

potentially having NALI apply to the asset purchased due as part of the LRBA. 

On 28 September 2016 the ATO re-issued PCG 2016/5 with a revised restructure date of 31 January 

2017. 

On the same date the ATO issued TD 2016/6 and withdrew the above Interpretative Decisions.  The 

TD said that it applied to income years before and after its date of issue. 

If an LRBA could be shown to be on arm’s length terms either by satisfying TD 2016/6 or falling 

within the safe harbour criteria within PCG 2016/5, then NALI would not apply to ordinary or 

statutory income of the asset held in the LRBA. 

LCR 2021/2 – example 4 

In this example, Kellie’s SMSF purchased an asset using a LRBA in the 2018-19 FY.  The terms of the 

loan are not on arm’s length terms. 

The LCR states: 

…The rental income derived from the commercial property by the SMSF for all 

income years is therefore NALI, regardless of whether the LRBA is subsequently 

refinanced on arm’s length terms.  

The non-arm’s length expenditure incurred under the LRBA will also result in any 

capital gain that might arise from a subsequent CGT event happening in relation 

to the property (such as disposal of the property) being NALI. This will be the case 

regardless of whether the LRBA is subsequently refinanced on arm’s length terms. 

(pars 36 and 37 – our emphasis) 

Clearly the 18/19 FY is after 31 January 2017. 

LCR 2021/2-EC - Public advice and guidance compendium 

At issue number 15 the ATO states: 

Our position is that where an asset is acquired for less than market value and the 

NALI provisions apply, there is a sufficient nexus between the NALE and the 

income derived from that asset, including any capital gain on sale, for the income 

to be NALI. This is also the case where the purchase price may be on arm’s length 

terms but the trustee of the fund has obtained financing under an LRBA that is 

not on arm’s length terms in order to put the fund in the position to acquire the 

asset. This position is consistent with Example 2.1 of the EM.  

Section 295-550 does not provide for a mechanism to apportion income. 

At issue number 24 where the ATO was asked to detail how the LCR 2021/2 linked with PCG 2016/5, 

the ATO comments that: 

Guidance on the ATO’s interpretation of section 295-550 and practical compliance 

approach with respect to LRBA arrangements are set out in:  
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• Taxation Determination TD 2016/16 Income tax: will the ordinary or statutory 

income of a self-managed superannuation fund be non-arm’s length income 

under subsection 295-550(1) of the Income Tax Assessment Act 1997 (ITAA 

1997) when the parties to a scheme have entered into a limited recourse 

borrowing arrangement on terms which are not at arm’s length?, and  

•  PCG 2016/5. 

Questions and industry technical analysis 

1. How will super funds that have an LRBA with a related party lender that is structured initially to 

fall within the PCG 2016/5 or TD 2016/16 requirements then at some future point accidentally 

falls outside the PCG requirements but corrects the mistake as soon as practicable after it is 

identified be treated? 

Based on par 21 of LCR 2021/2 it would appear that the NALI provisions apply while the LRBA is 

not on arm’s length footing and will cease to apply when that error is corrected. 

5. NALI and Section 102-5 CGT method statement  

Background 

In assessing the tax payable by superannuation entities, the method is specified in section 295-10 of 

the ITAA97.  Step 4 of subsection (1) specifies the point at which the NAL component of the entity’s 

taxable income is added to the determine the tax payable by superannuation entities.   

Although subsection 295-550(7) clarifies NAL amounts can arise in relation to expenses (or losses) of 

a capital nature, an issue arises due to the discussion in LCR 2021/2 relating to capital gains.  

This issue is best understood by reference to section 102-5 of the ITAA97, which sets out the order 

for calculating net capital gain, which is assessable for super funds as part of statutory income.  The 

formula works like this: 

1. Offset capital gains with capital losses (if any) 

2. Apply net capital losses from previous years (if available) 

3. Apply discount percentage (if eligible) 

4. Apply small business concessions (if eligible) 

5. Any amount remaining is the net capital gain 

When calculating capital gains for tax purposes, the ruling uses the terminology "capital gains" which 

is really only the first part of the calculation.  Gains still need to be reduced by their discounts to get 

net capital gains which is the part we retain for statutory income purposes.  The method used in 

section 102-5 does not arrive at the net capital gain figure until the final step. 

Capital gains and net capital gains in LCR 2021/2 

The use of the term "capital gains" in the ruling has some problems.  LCR 2021/2 does not comment 

on how to apply capital losses to capital gains which are subject to NALI.  Additionally, the ruling is 

silent about the implications of capital losses arising in some way from the introduction of capital 

gains which are subject to NALI where these are offset by other capital losses. 

Paragraph 30 of LCR 2021/2 appears to create a wide net for capture of amounts subject to the NALI 

tax regime: 
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30. A consequence of the non-arm’s length expenditure provisions applying to the purchase 

of either all, or a part, of the asset is that all of the income derived from that asset will be 

NALI, including any capital gains from the disposal of the asset. 

The use of the word “derived” is not specified in the ruling, however usage throughout generally has 

a direct nexus to the asset leading to NALI.  In one paragraph, there are exceptions to this general 

usage, where paragraph 18 states in two places that “any capital gain” derived from the disposal of 

that asset will be subject to NALI.  These are referred back to paragraph 2.39 of the Explanatory 

Memorandum to the Treasury Laws Amendment (2018 Superannuation Measures No. 1) Bill 2019, 

which confirm that income derived from assets (including capital gains) subject to NALI would 

indeed be subject to income.  However, this again, has a direct nexus to the assets subject to NALI. 

Paragraph 2.40 of the explanatory memorandum however suggests obliquely (without a reference 

to the legislation) that NALI amounts can only be reduced by deductions attributable to non-arm’s 

length income, however does not explore this any further than the example of interest expenses.  

The question of whether capital losses can offset capital gains prior to the calculation of a net capital 

gain amount – including a net capital gain amount subject to NALI – was not addressed in the 

explanatory memorandum, or in LCR 2021/2. 

Example 

Eloise’s SMSF has total assessable capital gains from the sale of assets A and B totalling $1,000 each, 

as well as a capital loss of $1,000 from the sale of asset C.  However, asset A is subject to NALI under 

the ruling.   

In Note 1 to Step 1 of subsection 102-5(1), Eloise notes that she can choose the “order in which she 

reduces [her] capital gains”, and that this note appears to be unqualified.  Consequently, she 

chooses to apply the capital losses to asset A, as it is subject to NALI.  She does not believe that the 

remaining $1,000 capital gain from the sale of asset B is subject to NALI. 

Eloise is mindful that in section 295-10, at Step 4 of (1) she would be required to split out the NALI 

component from the low tax component, however as she now considers that her total net capital 

gains subject to NALI to be $0, the method at section 295-545 to calculate the low tax component 

should result in the net capital gain of $1,000, not subject to NALI forming part of the low-rate 

component. 

However, Eloise is also concerned that the ATO’s use of the term “capital gain” rather than “net 

capital gain” in LCR 2021/2 means that capital losses are disregarded when assessing tax at the NALI 

rate on capital gains subject to NALI.  In particular, she is concerned about the operation of 

paragraph 30 of the Ruling, which specifies that all income derived from that asset (including capital 

gains) will be NALI and is worried that her total net capital gains are, in fact, derived in some way 

from her asset.  

When Eloise gets to step 2, she remembers that she is carrying forward an additional $2,000 in net 

capital losses from previous years.  She also notes that Note 2 to Step 2 of subsection 102-5(1) also 

allows her to choose the order in which she reduces the amounts of her capital gains.  Because the 

order doesn’t really make a difference to her this year, she uses $1,000 of the carried forward capital 

losses to offset the remaining $1,000 in capital gains. 
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As Eloise no longer needs to apply discounts to her capital gains and is not eligible for CGT 

concessions, she had net capital gains of $0 for the purposes of statutory income, and a net capital 

loss to be carried forward to future tax years of $1,000.  However, she is still concerned about the 

operation of paragraph 30 of the Ruling, which specifies that all income derived from that asset 

(including capital gains) will be NALI and is worried that her carried forward capital losses are, in fact, 

derived in some way from her asset. 

Eloise is now looking at her SMSF’s affairs and realises that she will have to sell more assets in the 

future.  In this case, the anticipated capital gains will be substantially more than the carried forward 

capital loss of $1,000 which she has available.  Eloise is now concerned that her carried forward net 

capital losses will be tarnished by the NALI from the extinguished capital gains. 

A few years later, Eloise’s SMSF is fully in the pension phase of superannuation and somehow finds 

herself in almost the same circumstances, having sold asset D which was subject to NALI for a capital 

gain of $1,000, asset E which was not subject to NALI for a capital gain of $1,000 and a capital loss 

from the sale of asset F of $1,000.  She has also managed to carry forward a loss of $1,000 from prior 

to moving into the pension phase. 

Eloise notes that in section 295-385, at (2)(a), the exemption to ordinary and statutory income from 

segregated current pension assets does not apply to NALI, so she believes that the capital loss will be 

unable to be used in offsetting the capital gain subject to NALI from asset D.  Eloise wonders about 

the capital losses which she has carried forward from the accumulation phase. 

Questions and industry technical analysis 

1. Is it correct to choose the order that capital losses offset gains when NALI applies to part of the 

capital gains?  Or should these have been reduced pro rata, or not at all? 

In Step 1 of the CGT method statement, Eloise is faced with the choice, initially, of offsetting one 

of two capital gains of $1,000 each, where one of the gains is subject to NALI.  The measures 

passed in the Treasury Laws Amendment (2018 Superannuation Measures No. 1) Act 2019 did 

not address the issue of the order of use of capital losses, and LCR 2021/2 does not address this 

scenario. 

(Note that Eloise has not yet recalled that she has net capital losses from previous tax years) 

Further to this, there are now very few restrictions specifying when capital losses cannot be used 

to offset capital gains (or are limited in their use), such as, for example, those that exist in 

relation to capital losses incurred in the disposal of personal use assets or collectables.  These 

assets are specifically provided for by special treatment in the ITAA97 in Division 108 – a 

treatment which has not been provided for NALI assets. 

Additionally, Note 1 to Step 1 of subsection 102-5(1) of ITAA97 does appear to categorically 

allow Eloise to choose the order by which she offsets her capital gains with capital losses. 

Consequently, Eloise’s decision to offset her NALI capital gain first with her $1,000 capital loss is 

correct and would extinguish all capital gains subject to NALI in this financial year.  

2. Given that all capital gains (including those which are subject to NALI) were extinguished in their 

entirety by a combination of capital losses incurred in this reporting period and net capital losses 
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from previous financial years, leaving a net capital loss, is the net capital loss itself tarnished by 

NALI?  And if the net capital loss does not entirely extinguish capital gains in a future year, does 

this mean that NALI re-emerges and results in the 45% NALI tax rate applying to net capital gains 

from that year?   

Eloise has used an incorrect order to offset her capital gains, as section 102-15 of ITAA97 

requires her to use her capital losses in the order by which she made them.  Thus, she must 

switch order and use her net capital losses from previous years to offset her capital gains in full, 

leaving her with the capital loss of $1,000 from asset C. 

The use of the word “derive”, which is used in paragraph 30 of the ruling, is unclear from both its 

usage in this paragraph and its usage elsewhere throughout the ruling.  A common-sense 

reading of the net capital losses carried forward to future tax years by Eloise would suggest that 

the net capital losses remaining for use in future years are in fact derived from the separate 

asset C this year and have nothing to do with the capital gains which were subject to NALI.  This 

might potentially have been put beyond doubt by the fact that the net capital losses carried 

forward were then further used to offset the additional $1,000 capital gain which was not 

subject to NALI. 

We note that the decision in SCCASP Holdings Pty Ltd v Federal Commissioner of Taxation [2013] 

FCAFC 45 (“SCCASP Holdings v FCT”), which concerns itself with income “derived” from a source.  

Paragraph 67 considers that the only purpose of the word “derived” is to establish the source, 

rather than the receipt of the income.  Paragraph 70 quotes Tindal v Federal Commissioner of 

Taxation (1946) 72 CLR 608 to note that  

“Derived” is not a technical word. It means arising or accruing or coming in by way of 

income not necessarily actually received “but ordinarily that is the mode of derivation” 

For this reason, the common-sense approach to the word “derived” would be the correct 

interpretation, and second and third order derivations, such as those obtained after being 

reduced to zero, or in future use of net capital losses stemming from such arithmetic would be 

excluded. 

Had Eloise been allowed to use her capital loss from this year first, it would be equally instinctive 

to conclude that the capital loss from asset C had offset the capital gain subject to NALI in full, 

leaving net capital losses from previous financial years to offset the remaining capital gain, as 

well as a net capital loss for use in future years of $1,000.  Since this amount was derived from 

unrelated assets disposed of in prior years, it is difficult to conceive of this amount being derived 

from the capital gain subject to NALI from the disposal of asset A. 

Consequently, an interpretation which might suggest that the capital losses carried forward from 

this year contain a nascent element of NALI, to re-emerge in a future tax year, would not be an 

expected outcome. 

3. Further to question 2, if Eloise had switched the order that she offset capital gains in step 2, 

meaning that the capital loss from the sale of asset C was carried forward – and thus entirely 

disconnected from asset A – would this ensure that the net capital loss carried forward to future 

years is untarnished by NALI? 
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As explained in the previous question, Eloise would be forced to switch the order as a result of 

the operation of section 102-15 of ITAA97.  Consistent with the premise in the previous 

question, it would be difficult to argue that carried forward capital losses in this instance were 

derived in any way from the capital gain subject to NALI. 

4. If it doesn’t actually matter how the order is applied in the case of a net capital loss this year, is it 

the case that NALI will taint net capital losses carried forward to future tax years, unless the 

connection is broken by either a net capital gain (which is taxed at 45%), or a year where capital 

losses precisely offset capital gains?  And if this is the case, could Eloise have chosen not to apply 

the capital loss from asset C, as she has planned asset sales for the next financial year which are 

likely to generate a high amount of capital gains? 

In the response to question 2, it was explained that the use of the word “derive” throughout the 

ruling is used in a variety of different ways.  It is of some concern that there are arguments that 

could potentially be used to suggest that any remaining net capital losses are in some way 

derived from the offsetting of capital gains subject to NALI. 

Question 4 is best answered by presupposing that any net capital losses carried forward will 

contain a NALI element as a third order derivation which is reactivated in a future tax year when 

used to offset capital gains.  If this is the case, then there are two possible outcomes: 

a. If the capital loss is able to be applied in full to one asset’s capital gains, then any 

remaining capital gains from the disposal of that asset will thus be subject to NALI; or 

b. The total remaining net capital gains are derived from the offsetting action of the capital 

losses and are subject to NALI in full. 

In the unlikely situation that the net capital losses brought forward are considered to be subject 

to NALI, it follows that the entire calculation of net capital gains in this financial year would be 

subject to NALI, since they are now considered to have been “derived” from the capital loss 

subject to NALI.  This situation should be considered unlikely due to SCCASP Holdings v FCT. 

5. This question applies to the scenario in the future where Eloise’s fund is now in the pension 

phase: Noting that the capital loss for the sale of asset F (in addition to the capital gain from 

asset E) is disregarded for the purpose of calculating exempt current pension income and 

therefore cannot be offset against the capital gain from asset D, can the capital loss carried 

forward be used to offset the capital gain subject to NALI? 

Since Eloise’s fund is fully in the pension phase, it is reasonable to assume that the segregated 

assets method can be used for to calculate exempt current pension income (ECPI) for the fund.  

Unfortunately, this means that for Eloise under current advice from the ATO in the calculation of 

capital gains for the purposes of ECPI does not allow Eloise to use capital losses to offset capital 

gains.  Instead, capital losses from this year are carried forward for use with assessable income, 

and capital gains are included in ECPI. 

In addition, the operation of section 102-15 would mean that Eloise would be required to use 

net capital losses carried forward first.  So can she? 

Asset D’s disposal this year is subject to NALI, however.  This means that it becomes assessable 

for the purposes of NALI.  To calculate the amount which is taxable, however, we need to 

https://www.ato.gov.au/Super/Self-managed-super-funds/In-detail/SMSF-resources/SMSF-technical/Exempt-current-pension-income/?page=6#How_capital_gains_and_capital_losses_are_treated_when_an_SMSF_has_ECPI
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calculate the assessable amount of the capital gain which is subject to NALI: Under section 102-

5, this would require net capital gains to be calculated by deducting net capital losses from 

previous years, as in question 1. 

As net capital losses are equal to the capital gain from asset D, this would extinguish capital 

gains from this financial year resulting in a calculation of tax payable on NALI of $0. 

 

6. Guarantees and 50–50 unit trust 
Previously the ATO has acknowledged the possibility of two unrelated SMSFs investing 50–50 in a 

unit trust and the trustee of the unit trust is then able to borrow from, say, a bank.3 

Presumably in this situation: 

• The unit trust will have a corporate trustee. 

• The corporate trustee will have two directors: a member of SMSF1 and a member of SMSF2. 

• The lender will want (in addition to a mortgage over the real estate that the trustee of unit 

trust acquires with its loan) a personal guarantee from the directors of the trustee of the 

unit trust. 

• The lender will not lend without such personal guarantees. 

• The trustee of the unit trust uses the borrowings to passively acquire real estate. The trustee 

then passively rents out real estate. 

We refer to this as the ‘usual 50–50 unit trust situation.’ 

In SMSF Regulator's Bulletin SMSFRB 2020/1 the ATO allude to personal guarantees. Example 3 in 

that Bulletin involves personal guarantees as well as many other very unusual and aggressive facts in 

respect of a 50–50 company. Example 3 concludes with the ATO warning that, among other things, 

‘the dividends from [the 50–50 company] may be NALI for the two SMSFs’. The ATO’s reasoning 

includes that ‘the risk was born by [the directors] personally’ due to the guarantee. 

However, example 3 is a very unusual and aggressive set of facts. Example 3 is far less common than 

the usual 50–50 unit trust situation. Nevertheless, example 3 suggests that the usual 50–50 unit 

trust situation causes NALI unless say the directors charge the unit trust a fee consistent with an 

arm’s length dealing. 

When banks lend to SMSFs under LRBAs they also insist upon personal guarantees.  

For the reasons outlined below we would argue that personal guarantees should not cause NALI and 

similarly LRBAs with guarantees from banks also do not cause NALI. 

 
3 See the discussion under the heading ‘1.7.10 Control of a unit trust’ in the Superannuation Technical minutes, 
March 2013 

https://www.ato.gov.au/law/view/document?docid=rtf/ntlg20130305
https://www.ato.gov.au/law/view/document?docid=rtf/ntlg20130305
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Analysis of NALI to guarantees  

Personal guarantees are required in many transactions especially where a company is involved. A 

lawyer would be negligent if they did not insist on a guarantee by the directors of a company; 

otherwise, a $2.00 company could ‘walk away’ from many transactions without much risk.  

Most lenders require a guarantee as a term of extending finance without necessarily differentiating 

the price between the provision of a loan with a guarantee, versus one without a guarantee.   

Guarantees in this sense are an everyday arm’s length term in commercial and business dealing, ie, 

they are reflective of arm’s length terms. A further example is when the directors of a corporate 

trustee of an SMSF purchasing property are required to provide a guarantee to the vendor in the 

event the SMSF as purchaser defaults. If such guarantees gave rise to NALI, then most investments 

purchased would be subject to NALI where a corporate trustee was used. Thus, there would, among 

other things, be a huge disincentive for having a corporate trustee which would give rise to yet 

another absurd outcome from construing the NALE legislation too broadly. 

Moreover, from a practical perspective, there is no simple method of valuing a guarantee fee and 

there does not appear to be any professional body or recognised skill set that offers such a service 

especially given the many and varied guarantees that arise in day-to-day commerce. 

We do note, however, that banks do provide certain guarantees for which they charge a commercial 

fee for. Naturally, banks are selective in respect of who and when they will offer these type of bank 

guarantee facilities, e.g., rental guarantees for commercial tenants. 

We also refer to paras 44 and 45 of LCR 2021/2 which, for convenience, are repeated as follows: 

1. A trustee or director of a corporate trustee of a SMSF will be required to perform particular 
actions in order to satisfy obligations imposed on them, including: 

• any conditions imposed by statute (for example, the SISA and the Corporations 
Act 2001) 

• any fiduciary conditions imposed under the law, and 

• any duties or obligations imposed under the trust deed of the SMSF. 

2. The trust deed of the SMSF may also provide the trustee or director of the corporate trustee the 
power to perform certain actions. 

It is our view that the directors of the corporate trustee would typically be asked to guarantee many 

transactions entered into by that corporate trustee, eg, the purchase of real property or the 

engagement of a builder to build an improvement on land owned by that unit trust. As discussed 

above, third parties would typically not be prepared to transact with a corporate trustee unless they 

received a guarantee; otherwise, they would be at risk of a $2.00 company walking away from a deal 

if it suited or was ‘under water’. 

Guarantees provided by directors of a corporate trustee should not be considered a service where 

NALI should be invoked as it is part and parcel of everyday commercial dealings and is a duty or 

obligation of a director under the constitution, the Corporations Act 2001 (Cth), unit trust deed or via 

a transaction that either an SMSF or unit trust, etc, has entered into. 

  



27 
 

7. Confirming market value (MV) 
The starting point is that the ATO does have some useful material on MV. However, this material has 

not been fine tuned for the introduction of NALE. In particular, the ATO’s Valuation guidelines for 

SMSFs (QC 26343) does not expressly confirm the ATO’s position that a valuation report or valuation 

evidence is acceptable where it may fall within an acceptable range of MV. This is despite various 

senior ATO officers being quoted at seminars and in the media having confirmed that this is the 

ATO’s view. 

Indeed, para 2.49 of the Explanatory Memorandum (EM) to the Treasury Laws Amendment (2018 

Superannuation Measures No. 1) Bill 2019 provides: 

Range of transactions may be on arm’s length terms 

2.49 It can be difficult to determine an exact price that is ‘non-arm’s length’. An ‘arm’s length’ 
price may be accepted to fall within a range of commercial prices. For example, loans may 
be available at different interest rates based on a range of factors. Accordingly, an SMSF 
may be able to apply an acceptable commercial rate of interest to a loan within a band 
of rates available to it on an arm’s length basis.  

While the above comments from the EM relate to interest rates, it applies equally to the MV of an 

asset. 

LCR 2021/2 at [92] does note that: 

92. For this reason, from 1 July 2022, where the ATO applies any compliance resources for 
such general fund expenses, they will only be directed: 
 

• for an SMSF – toward ascertaining whether the parties have made a reasonable 

attempt to determine an arm’s length expenditure amount for services provided 

to the fund, … 

The ATO do not expressly refer to this aspect of the EM in its materials which is a concern. In 

particular, the ATO has recently issued a draft consultation report referred to as ‘Market value for 

tax purposes consultation Draft August 2021’ where it states: 

Tax legislation requires the specific market value to be ascertained. Where your method leads 

to a range of possible values, you need to explain why you have adopted the specific market 

value that you finally nominated. 

This draft is concerning in the NALE/NALI context as often there will be a commercial range of 

acceptable values to choose from. Indeed, many valuers avoid providing a pinpoint value for obvious 

reasons (eg, fear of being sued and increased professional indemnity insurance premiums, etc). 

We would therefore like to have confirmation that the ATO do accept that there can be considerable 

range in MVs and that this is especially the case where there is no mandatory requirement for a 

registered valuer to be engaged (refer, for example, to QC 26343).  It is unreasonable to expect 

taxpayers to engage a professional valuer whop only reports with a range of MV – between a lower 

and higher value range and then expect a taxpayer to gather evidence to establish and support their 

pinpoint value within that range, eg, do they go the mid, the low, the high or somewhere in 

between? 
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A member of one of our professional bodies contacted several independent registered valuers that 

regularly value real estate around Australia and confirmed that there is generally an acceptable 

market valuation range for a given property. This range typically takes into account what a willing 

but not overly anxious vendor and a willing but not overly anxious purchaser would be willing to 

agree upon. These valuers also confirmed that this valuation range could invariably provide up to a 

10% range either side of a specified value as falling within an acceptable valuation range for a given 

property. For example: 

• A valuation of $1 million could produce an acceptable valuation range of $900,000 to $1.1 

million providing a $200,000 potential differential in valuation. 

It should be noted that s 273 of the Duties Act 2000 (Vic) and s 100A of the Taxation Administration 

Act 1997 (Vic) implicitly accept a range of + or – 15% of a MV of value of property.  

We therefore request that the ATO take into account paragraph [2.49] of the EM and provide further 

guidance on when a valuation or valuation evidence falls within an acceptable valuation range that 

NALI will not be invoked unless there are other factors justifying its application. 

We request that the ATO confirm that it will accept a MV that falls within an acceptable range of 

values. We would also be willing to accept the qualification here that if there is any dispute as to a 

value, the ATO will accept the taxpayer’s position if they have relied on reasonable valuation 

evidence. 

 



29 
 

Attachment 2 

Copy of Submission to Treasury made 22 February 2023 in response to “Non-

arm’s length income provisions applying to superannuation funds” 

Consultation Paper (incorporating letter to Minister for Financial Services, 

the Hon Stephen Jones MP dated 21 February 2023) 

 

Wednesday, 22 February 2023 

 

Retirement, Advice and Investment Division  

Treasury 

Langton Cres 

Parkes ACT 2600  

 

Dear Sir/Madam 

Non-arm’s length expense rules for superannuation  

 

We thank you for the opportunity to comment on the Consultation Paper on Non-arm’s length 

expense rules for superannuation funds.  

Chartered Accountants Australia and New Zealand, CPA Australia, Institute of Financial Professionals 

Australia, Institute of Public Accountants, National Tax & Accountants Association, SMSF Association 

and the Tax Institute do not support the policy outlined in the Consultation Paper.   

Our submission does not directly comment on the recommendations contained in the Consultation 

Paper.  

We believe that poor law design can lead to inequitable outcomes. In our opinion it is an over-reach 

and seeks to solve problems that no longer exist. The Government has other legislation in place to 

identify potential offenders who may unintentionally or intentionally breach the regulations in 

place.  Suitable existing penalties will discourage future bad behaviour. 

In the enclosed document we propose a better long-term solution. 

We would be happy to discuss with Treasury any aspect of our submission. 

 

Sincerely, 
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 Tony Negline   Dr Gary Pflugrath 
FCPA  

 

Superannuation and 
Financial Services 
Leader 
Chartered Accountants 
Australia & New 
Zealand  

 

Executive General 
Manager 
Policy and 
Advocacy  
CPA Australia 

    
    

 

Pippa McKee  

 

Tony Greco  
Chief Executive Officer  
Institute of Financial 
Professionals Australia 

General Manager 
Technical Policy  
Institute of Public 
Accountants 

    
    

 

Geoff Boxer  

 

Peter Burgess  
Chief Executive Officer  
National Tax & 
Accountants 
Association 

Deputy CEO/ 
Director of Policy 
and Education 
SMSF Association 

    
    
 Scott Treatt    

General Manager  
Tax Policy and 
Advocacy  
The Tax Institute  
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21 February 2023 

 

Hon Stephen Jones MP 
Minister for Financial Services 
PO Box 6022 
House of Representatives 
Parliament House 
Canberra ACT 2600 
 

Delivered by email: Stephen.Jones.MP@aph.gov.au 

 

Dear Minister, 

 

Non-arm’s length income provisions applying to superannuation funds 

The current version of the non-arm’s length income (NALI) provisions, found in Sec 295-550 of the 

Income Tax Assessment Act 1997 (ITAA97), were amended in 2019 with a commencement date of 1 

July 2018.  The 2019 amendments extended the NALI provisions to specifically deal with non-arm's 

length expenditure incurred by a superannuation fund. 

The original policy intent of NALI was to apply income tax penalties to superannuation funds involved 

in specific non-arm’s length dealings. 

Its purpose was not to circumvent contribution caps as detailed in the Treasury Consultation Paper4 

(Consultation Paper). 

The principles of good law design are efficiency, equity and simplicity.  As the Tax White Paper said, 

“There will more often than not be a tension between efficiency, equity and simplicity when 

developing tax policy. For example, sometimes to address an integrity issue very complex rules may 

be needed, and choices have to be made as to whether the integrity benefits are worth the complexity 

cost. 5”  Equity is not a principle that should be compromised with regards to an integrity measure. 

The 2019 amendments and the (Consultation Paper) proposals do not satisfy the original purpose, the 

new purpose and good law design. 

We believe we have a solution, which we detail in this letter, that follows the principles of good law 

design yet also provides adequate safeguards and proportionate penalties. 

 
4 https://treasury.gov.au/consultation/c2023-323132 
5 https://treasury.gov.au/speech/tax-white-paper 

mailto:Stephen.Jones.MP@aph.gov.au
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The current NALI provisions have been the source of considerable concern for the superannuation 

sector since their amendment in 2019, as acknowledged in your 24 January 2023 press release6. These 

concerns need to be addressed as a matter of urgency. 

The NALI rules, as anti-avoidance provisions, have existed in some form in the income tax laws for 

over 60 years7.  It is our view that given the tax concessions that attach to superannuation an anti-

avoidance NALI provision remains necessary. 

However, we believe the current (as amended) version of the NALI provisions is an unnecessary over-

reach and seeks to solve a problem that no longer exists.  The current version of NALI might apply with 

other tax laws so that a taxpayer could find themselves taxed more than twice for the same 

transaction.  Furthermore, the present laws conflict directly with superannuation funds’ best financial 

interest duty (BFID)8, as well as existing Government policy to reduce fees charged to members of all 

superannuation funds, but APRA-regulated superannuation funds in particular. 

For the reasons outlined below, we request that the Government considers amending the non-arm’s 

length provisions to reverse the 2019 amendments.  This is our view notwithstanding the 

Government’s proposed changes to the NALI provisions as set out in the Consultation Paper (the 

‘Consultation Paper’). 

Current NALI rules an over-reach 

Under the NALI provisions (as amended), the NALI rules can be invoked by superannuation funds 

performing common activities, where they may not be provided on an arms-length basis, such as: 

• in-house bookkeeping or auditing activities performed for low or no fees 

• services being provided to funds with little or no mark-up by entities owned by the fund 

(common for many APRA regulated superannuation funds) 

• trustees unable to indemnify basic costs (e.g., postage) due to evidential burden of proof 

requirements imposed by the BFID 

Trustees are often required to act in the best financial interests of their members (a requirement of 

the superannuation laws for trustees as noted above) by choosing a lower cost option. 

If the NALI provisions apply to the common actions noted above, a penalty tax rate of 45 per cent, or 

more, can apply to the income generated by the non-arm’s length activity AND on all employer 

contributions (including compulsory minimum Superannuation Guarantee contributions) and future 

income of the fund.  Depending upon circumstances, Division 293 tax, excess contribution tax and the 

general anti-avoidance provisions – often referred to as “Part IVA” – might also apply. 

For example, it is possible that as well as the NALI provisions applying, the Australian Taxation Office’s 

Tax Ruling TR 2010/19 might also deem the same amounts to be contributions.  Anything caught by 

NALI rules can face penalty tax that attaches to that provision and also be deemed to be contributions 

 
6 https://ministers.treasury.gov.au/ministers/stephen-jones-2022/media-releases/consultation-open-non-
arms-length-expense-rules 
7 Over the years the ANLI rules have had different names such as “special income”. 
8 Refer Part 6 of the Superannuation Industry (Supervision) Act 1993 
9 Income tax:  superannuation contributions 
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and dealt with under the contribution cap rules in the ITAA9710 including being classed as excess 

concessional and non-concessional contributions. 

Clearly these impacts are beyond the scope of the intended policy and may have a disproportionate 

impact on taxpayers’ superannuation balances. 

For an average Australian with an income of around $90,000 and super balance of $135,000, the 

inadvertent triggering of the NALI provisions by the superannuation fund results in an effective tax 

increase of $6,000 per year.  This could significantly impact the ability for Australians to better support 

themselves during retirement.  

Increased tax at penalty rates for all superannuation funds could result in lower growth of 

superannuation balances, with superannuation balances potentially cut by 30 per cent or more.  

Noting the broad scope of this issue, there is a significant risk of a large cumulative impact on the 

balance of Australians’ superannuation balances. 

Further to the above, the NALI provisions are disproportionate in a number of respects.  Of note, any 

non-arm’s length dealings will trigger a 45 per cent tax rate on all the net income (and potentially 

gains) attaching to a specific asset (if the dealings relate to an asset) or a 45 per cent tax rate on all 

the net income, concessional contributions and capital gains of the fund (if the dealings do not relate 

to specific assets).  For example, a failure of an APRA-regulated fund to pay a market service fee to a 

related service provider could result in all of the of the income of that fund being taxed at 45 per cent 

(with the corresponding reduction of members’ benefits). 

Current NALI rules solving a problem that no longer exists 

The current version of the NALI provisions was introduced to ensure that superannuation funds could 

not enter into Limited Recourse Borrowing Arrangements (LRBAs), as permitted under Sec 67A and 

67B of the Superannuation Industry (Supervision) Act 1993 (SIS Act), with a related party lender on 

non-arm’s length terms. 

These arrangements were initially specifically permitted by the Australian Taxation Office (ATO). 

That said, the ability to enter into these arrangements was a matter of obvious concern. They were 

effectively out-lawed before 1 July 2018 by the Australian Taxation Office when it issued Practical 

Compliance Guide PCG 2016/511 on 6 April 2016.  This Practical Compliance Guide was reissued to take 

into account the publication of the ATO’s Tax Determination TD 2016/1612 on 28 September 2016.  We 

note that the ATO’s Tax Determination applies to income years before it was issued.  In effect TD 

2016/16 would apply to all non-arm’s length LRBAs including those put into place before 28 

September 2016 and any that were put into place after that date. 

 
10 See Divisions 290, 291 292 and 293 of the ITAA97 
11 Income tax – arm’s length terms for Limited Recourse Borrowing Arrangements established by Self-Managed 
Superannuation Funds 
12 Income tax:  will the ordinary or statutory income of a Self-Managed Superannuation Fund be non-arm’s 
length income under subsection 295-550(1) of the Income Tax Assessment Act 1997 (ITAA 1997) when the 
parties to a scheme have entered into a limited recourse borrowing arrangement on terms which are not at 
arm’s length? 

https://www.abs.gov.au/statistics/labour/earnings-and-work-hours/average-weekly-earnings-australia/latest-release
https://www.apra.gov.au/annual-superannuation-bulletin
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In short, non-arm’s length LRBAs were out-lawed by the ATO before the 2018 NALI amendments were 

announced in the 2017 Federal Budget13.  To date, no evidence of other misdemeanours or the need 

for policy development based on data driven evidence has been presented for any other 

superannuation fund activities. 

Proposed rules in the NALI consultation paper also an over-reach 

In the context of non-arm's length expenditure, the effect of the limited proposed changes in the 

Consultation Paper, released by Treasury on 24 January 2023, are as follows: 

• NALI will apply to general and specific non-arm's length expenses of Self-Managed 

Superannuation Funds (SMSFs) and Small APRA Funds 

• NALI will apply to specific non-arm's length expenses of APRA regulated superannuation funds. 

In our view this proposed solution is unacceptable.  The proposed penalty of five times for general 

expense breaches for SMSFs is extreme.  The difference between general and specific expenses will 

be very complicated and costly for all superannuation funds to administer. 

In the Consultation Paper it is stated that, “to the extent that non-arm’s length arrangements 

providing general services to large APRA-regulated funds are in place, these are generally entered into 

with the primary intention of reducing cost and passing savings on to members, rather than for the 

dominant purpose of obtaining a tax benefit.” 

It is also stated that, the “NALI provision amendments also manage the integrity risk of SMSF trustees 

in particular engaging in arrangements that have the effect of circumventing the lower contribution 

caps and the Division 293 threshold, both of which were revised in the 2016-17 Budget tax reform 

package.” 

Professionals, for example tax agents, accountants or solicitors, performing general everyday tasks for 

their SMSF are not performing these tasks to circumvent the contribution rules as suggested by the 

Consultation Paper.  These tasks are completed personally by fund trustees, members, or by 

colleagues, because this is easier and is commercially sensible. The same approach is used for their 

personal and other related entity or entities legal and tax obligations.  A secondary motivation may be 

cost savings and passing those savings on to members, as deemed acceptable for APRA-regulated 

super funds in the Consultation Paper. 

It is our view that the government's proposals will create considerable risk for many regulated 

superannuation funds and will lead to additional cost.  The cost of imposing a requirement on trustees 

to determine an arm’s length shortfall amount, even if the shortfall amount is insignificant or even 

just a few dollars, does not warrant the type of approach being proposed in the Consultation Paper.  

To our knowledge there is no evidence that superannuation fund trustees have been entering into 

non-arm's length expenditure arrangements.  However, we do acknowledge this could be an outcome 

and therefore propose a different and much simpler and more equitable approach below. 

The superannuation sector is a dynamic market and there are often significant variations in the type 

and scope of services provided.  Therefore, determining what is an arm’s length commercial expense 

 
13 https://archive.budget.gov.au/2017-18/bp2/bp2.pdf 
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is not always a simple task and, in some cases, may involve a degree of subjectivity.  For example, the 

services or investment opportunities provided to one superannuation fund trustee are often tailored 

and may involve a reduced or different level of servicing compared to other trustees where the entity 

providing the service may not have the same ready access to information, assurance or scale. 

We therefore reject the government’s proposals as contained in the consultation paper. 

Other solutions available 

It is our view that the most ideal and workable and least disruptive solution would be for the 2019 

amendments to Sec 295-550 of the ITAA97 to be repealed and returned to its terms before the 

amendments were enacted. 

Any residual concerns about non-arm’s length arrangements with any superannuation fund can be 

dealt with by the ATO and the superannuation sector applying Tax Ruling TR 2010/1 because TR 

2010/1 says that if a superannuation fund trustee takes steps to improve the value of a fund 

investment on non-arm’s length terms (including using their own skills and resources), then in most 

cases the entire value of the improvement will be treated as a contribution. 

If the government were to take the view that additional safeguards are necessary then it could elect 

to amend Sec 10914 of the SIS Act to prohibit trustees from conducting any transactions with any party 

other than on arm’s length terms. 

We note that Sec 109 of the SIS Act is a civil penalty provision and an “operating standard”.  As such 

trustees are expected to comply with this law at all times.  Compliance with Sec 109 is checked by all 

external auditors of Self-Managed and APRA regulated superannuation funds each year.  If a breach 

is deemed to be material, then it can be reported to the respective regulator which can then examine 

the fund and determine if a penalty is appropriate.  Under the SIS Act the regulators are given a wide 

range of powers to examine such breaches and to determine what action, if any, needs to be taken by 

a trustee to correct a breach and, if necessary, to determine what penalties should apply.  In extreme 

cases, a superannuation regulator could determine a superannuation fund to be “non-complying” with 

most of that fund’s assets, valued at net market value, being taxed at 45 per cent.  As Sec 109 is a civil 

penalty provision a superannuation regulator could seek court-imposed penalties. 

It is our understanding that the government has considered this alternative solution and we encourage 

you to revisit it.  We believe this solution requires minimal law change and better meets the principles 

of good law design. 

We have reviewed the examples in the ATO’s Law Companion Ruling LCR 2021/215, which we note is 

a very pro-revenue ruling, and sought to apply our suggested solution.  We believe that our suggested 

solution provides an effective outcome in place of the punitive and unacceptable outcomes that occur 

under the NALI provisions.  That is, it will not give rise to unacceptable loopholes, therefore 

maintaining an appropriate level of disincentive from entering into non-arm's length transactions. 

We are willing to publicly support the adoption of our suggested solution. 

 
14 Investments of superannuation entity to be made and maintained on arm’s length basis 
15 Non-arm’s length income – expenditure incurred under a non-arm’s length arrangement 
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Finally, we do acknowledge that the original version of Sec 295-550 is far from perfect and needs 

reform.  At this time, we consider this to be a longer-term project and would be happy to talk to you 

about this matter on another occasion. 

 

We would welcome the opportunity to speak to you about this letter. 

Yours sincerely, 
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