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Self Managed Superannuation Funds
Ruling

Self Managed Superannuation Funds:
business real property for the purposes of
the Superannuation Industry (Supervision)
Act 1993

Preamble

This publication represents the Commissioner’s view about the way in which
provisions of the Superannuation Industry (Supervision) Act 1993, or
regulations under that Act, apply to superannuation funds that the
Commissioner regulates: principally self managed superannuation funds.

Self Managed Superannuation Funds Rulings (whether draft or final) are not
legally binding on the Commissioner. However, if the Commissioner later
takes the view that the law applies less favourably to you than this ruling
indicates, the fact that you acted in accordance with this ruling would be a
relevant factor in your favour in the Commissioner’s exercise of any
discretion as to what action to take in response to a breach of that law. The
Commissioner may, having regard to all the circumstances, decide that it is
appropriate to take no action in response to the breach.

What this Ruling is about

1. This Ruling explains the meaning and application of the term
business real property in relation to self managed superannuation
funds (SMSFs) for the purposes of the Superannuation Industry
(Supervision) Act 1993 (SISA)* and the Superannuation Industry
(Supervision) Regulations (SISR).

2. The term business real property? is defined in

subsection 66(5) and is used in concessional rules dealing with
whether SMSF trustees or investment managers can acquire assets
from, invest in, or enter lease arrangements with or in relation to
related parties.

3. This Ruling does not provide the Commissioner’s views on
how SISA or SISR provisions, other than paragraphs 66(2)(b)

and 71(1)(g) of the SISA and regulations 13.22B, 13.22C and 13.22D
of the SISR insofar as these provisions are affected by the definition
of business real property, apply to any arrangement discussed in the
Ruling.

L All legislative references in this Ruling are to the SISA unless otherwise indicated.
2 All references to business real property are as defined in subsection 66(5).
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Ruling

The meaning of business real property
4, The definition of business real property is in subsection 66(5):
business real property, in relation to an entity, means:

(a) any freehold or leasehold interest of the entity in real
property; or

(b) any interest of the entity in Crown land, other than a
leasehold interest, being an interest that is capable of
assignment or transfer; or

(c) if another class of interest in relation to real property is
prescribed by the regulations for the purposes of this
paragraph — any interest belonging to that class that is held
by the entity;

where the real property is used wholly and exclusively in one or more
businesses (whether carried on by the entity or not), but does not
include any interest held in the capacity of beneficiary of a trust estate.

5. Accordingly, two basic conditions must be satisfied before an
SMSF, or any other entity related to or dealing with an SMSF, can be
said to hold business real property:

o the SMSF or the other entity must hold an eligible
interest in real property; that is an interest identified in
paragraph (a), (b) or (c) of the business real property
definition (see paragraphs 9 to 19 of this Ruling); and

o the underlying land must satisfy the business use test
in the definition, which requires the real property to be
‘used wholly and exclusively in one or more
businesses’ carried on by an entity (see paragraphs 20
to 39 of this Ruling).

6. Business real property is treated concessionally under the
SISA. For example:

. business real property of a related party of an SMSF
acquired at market value by an SMSF trustee or
investment manager does not contravene the
prohibition on related party asset acquisitions in
subsection 66(1);® and

. real property that is leased by an SMSF trustee to a
related party, or is the subject of an enforceable lease
arrangement between an SMSF trustee and a related
party, is not an in-house asset of the SMSF under
Part 8 if the interest held in the property by the SMSF
is business real property of the SMSF.*

8 , Paragraph 66(2)(b).
Paragraph 71(2)(9).
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The entity to which the definition applies

7. The business real property definition is applied with a
particular entity in mind. This entity, referred to here as the ‘relevant
entity’, will be an SMSF or a related party of an SMSF. The relevant
entity will vary according to the dealing that takes place and the SISA
or SISR provisions that apply. It is important to ensure that the
definition applies to the correct entity, as set out below:®

o the business real property definition applies to the
related party from which the interest is acquired if
the SMSF or a related party is acquiring an interest in
real property from another related party;® or

o the business real property definition applies to the
entity that is granting the rights under the lease or
the lease arrangement (that is the lessor or the
landlord) if the SMSF or a related party is leasing real
property to another related party, or the real property is
the subject of an enforceable lease arrangement
between such parties.’

8. Once the relevant entity is identified, it is possible to
determine whether the two basic conditions set out in paragraph 5 of
this Ruling are satisfied in relation to that entity.

Condition 1: the entity holds an eligible interest in the property

9. Not all interests in real property held by a relevant entity are
eligible to be treated as business real property. Only those interests
covered by paragraphs (a) to (c) of the business real property
definition are eligible. Those interests include:

o freehold interests in real property;

o leasehold interests in real property; and

o interests in Crown land that can be assigned or
transferred.

10. The terms used to describe these interests take their ordinary
meanings in the context of the business real property definition.

® Under Division 13.3A of the SISR, it may be necessary to consider whether an
interest in real property held by a company or unit trust in which the SMSF has
invested is business real property of the company or trust. For these rules to have
an effect, the company or trust in these cases will be a related party or a related
trust of the SMSF.

® This is relevant to the application of section 66 of the SISA and Division 13.3A of
the SISR.

" This is relevant to the application of Part 8 of the SISA (in particular section 71) and
Division 13.3A of the SISR.
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Freehold and leasehold interests in real property

11. ‘Real property’ refers to land, which can generally be identified
by reference to titles held over particular parcels of land.

12. As a matter of property law, any building or other thing that is
a fixture attached to the land forms part of that real property.

13. In ordinary terms, a ‘freehold interest’ in real property entitles
the interest holder to ownership of the property. Such an interest
entitles the entity holding it to exclusive possession of the property for
an indefinite period of time.

14. It is possible for an entity to co-own real property with other
entities and still hold a freehold interest in the property. In these
circumstances, each co-owner will hold a freehold interest in the real
property. Similarly, an entity may hold a freehold interest in property
that is strata titled.®

15. A ‘leasehold interest’ in real property conveys a right on the
part of the entity holding the interest to exclusively possess the
property for a period of time that is either pre-determined or capable
of being determined. A leasehold interest may apply to all of the land
that is subject to a particular title, or only a defined part of such land.

16. Other more limited rights of possession, occupation or use
over real property may be granted to an entity. These rights are not a
freehold or leasehold interest in the property and therefore cannot
give rise to business real property for the entity unless they satisfy
paragraphs (b) or (c) of the business real property definition.

Assignable or transferable interests in Crown land

17. ‘Crown land’ is land vested in the Commonwealth, a State or a
Territory of Australia. Crown land is one form of ‘real property’ as
ordinarily understood. Accordingly, an entity holding a leasehold
interest in Crown land will hold an eligible interest under paragraph (a)
of the business real property definition.®

18. Commonwealth, State or Territory legislation, as applicable,
governs the administration of, and dealings with Crown land.
Therefore, the question of whether an interest held in Crown land is
assignable or transferable is determined by or under these laws.

8 Strata titled land is divided into unit-based lots with each unit being held by a
particular entity. Any entity holding a unit is a freehold interest holder. Strata titled
land may also comprise an area or areas of common property in which the unit
holders have a shared interest.

° It is not possible for an entity other than an Australian government entity to hold a
freehold interest in Crown land, as that interest is, in effect, owned by the
Commonwealth, a State or a Territory.
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Exclusion of interests held as a trust beneficiary

19. If any of the interests identified in paragraph 9 of this Ruling
are held by the relevant entity as a beneficiary of a trust estate, the
interest cannot be business real property of that entity. An interest is
held in the capacity of a beneficiary of a trust estate if it is subject to a
trust administered for the benefit of the entity.

Condition 2: connection between property use and a business

20. Once it is established that the relevant entity holds an eligible
interest in the real property, that interest can only be business real
property if the underlying land satisfies the business use test in the
definition. The business use test requires the real property be used
wholly and exclusively in one or more businesses, whether or not
that business or those businesses are carried on by the relevant
entity.

21. The character of the real property’s use determines whether
the business use test is satisfied. This will depend on questions of
fact and degree. A holistic assessment of all facts and circumstances
relating to the use of the property is made when working out whether
the test is satisfied.

22. The status of an interest in real property as business real
property must also be determined at a particular point in time. For
example, under paragraph 66(2)(b), the question must be considered
at the time when an SMSF acquires an eligible interest in real
property from a related party. Nevertheless, the holistic assessment
of all facts and circumstances relating to the property’s use, referred
to in paragraph 21, extends to the periods surrounding the point in
time at which the status of the interest is being considered. In
determining whether the business use test is satisfied or not, any
changes in the use of the real property must be of a substantive and
enduring nature.

Use of real property

23. In the Commissioner’s view, the subject of the business use
test is the underlying land, as opposed to any interest held by the
relevant entity in the real property that may become business real
property. In other words, it is the use of the land itself that must be
considered.

24. However, the business use test need only be applied to the
underlying land that is the subject of the interest held by the relevant
entity. For example, an owner of land may grant a lease over part of
that land. In these circumstances, the lessee holds a leasehold
interest in the land and therefore holds an eligible interest. If the
business real property definition is being applied to the lessee, the
business use test need only concern that part of the land that is
subject to the lease.
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25. It is also the Commissioner’s view that the hallmark of use of
property that is considered under the business use test is any
activities, operations or actions occurring on the land in question. Any
and all such use of the property must meet the requirement under the
business use test that the real property be used ‘wholly and
exclusively’ in one or more businesses. Land upon which activities,
operations or actions occur can be contrasted with land that is idle or
dormant and is therefore not being used.

26. The Commissioner considers that the mere granting of rights
in relation to land, even in return for a fee (for example, rent) does not
involve use of land for these purposes. Therefore, an owner of land
does not use real property for the purposes of the business real
property definition if the owner grants a lease to another entity in
respect of the land. Nevertheless, it is most likely that the granting of
such rights will lead to activities, operations or actions occurring on
the land at some point. Any such activities, operations or actions
carried on by the persons to whom the rights are granted are tested
against the business use test in the business real property definition.

The ‘wholly and exclusively’ threshold

27. Any and all uses of the property are tested against the
requirement that the property be used wholly and exclusively in one
or more businesses. This requires an assessment of whether the
property in its entirety is used in one or more businesses to the
exclusion of any other types of use of the property.

28. By its nature the ‘wholly and exclusively’ threshold is an
onerous one to meet. It suggests an entire or complete use of the
land for the purposes of one or more businesses. However, it is the
Commissioner’s view that a common sense approach accommodates
some departure from a literal application of the test.

29. On their own, the ‘wholly’ and ‘exclusively’ elements of the test
involve similar but not identical requirements. ‘Wholly’ suggests that
the entire area of the property should meet the business use
requirement. ‘Exclusively’ suggests that the property is required to
meet the business use requirement to the exclusion of any other
uses. As the test requires whole and exclusive use, it is hecessary, in
the Commissioner’s view, to give both aspects of the test some
meaning.

30. If the property that is the subject of the test is used to an
appreciable degree or extent, the fact that a part of the real property
is not used at all will not result in failure to meet the ‘wholly and
exclusively’ test. In these circumstances, it is necessary to consider
whether that part of the real property actually in use is used in one or
more businesses to the exclusion of any other uses.

31. A minor, insignificant or trifling non-business use of the
property can also be accommodated under the ‘wholly and
exclusively’ threshold.
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32. Consistent with this approach, there is a special rule in the law
dealing with the application of the ‘wholly and exclusively’ threshold to
primary production businesses.'® This special rule ensures that the
threshold can be met where a part of the real property on which the
business is carried on contains a residential dwelling. The ‘wholly and
exclusively’ threshold will be met if:

o the area containing the dwelling and used primarily for
domestic or private purposes does not exceed
2 hectares; and

. the domestic or private use is not the predominant use
of the property.

Nature of connection required between use and a business

33. The link required by the business use test between the use of
the property and one or more businesses is that the use be in any
such business or businesses. The Commissioner considers that use
of property that is incidental and relevant to a business, or is
occasioned by a business, establishes the connection required by
the test. Alternatively, that connection can be found if the purpose of
the property’s use, determined objectively, is in one or more
businesses.

34. Where an entity uses property directly in a business that it
carries on, the connection between the use of the property and a
business will be readily established. In these circumstances, the
evident purpose of the activities, operations or actions occurring on
the land stamp the property’s use with a business character.

35. However, it is also possible that property may be used by one
entity in a way that is incidental and relevant to a business carried on
by another entity. This will be so even if the purpose of the entity
using the property is of a non-business nature. For example, the use
of property by a hotel guest for his or her private purposes remains
incidental and relevant to the underlying business carried on by the
hotel operator. Similarly, the use of property by a residential tenant is
incidental and relevant to any property investment business carried
on by the landlord.

36. An interest held in real property will not lose its status as
business real property of an entity if that entity is itself not carrying on
any business that establishes the connection required between use of
the property and a business. For example, an owner of land that
leases out commercial premises to a business will hold business real
property provided the use of the land is ‘wholly and exclusively’ in one
or more businesses. This is so even if the owner of the land is not
itself carrying on a property investment business.

19| relation to what is a ‘primary production business’, see paragraph 37 of this
Ruling.
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Business

37. The matter of what activities constitute a business or a
primary production business is defined for the purposes of the
business real property definition. These definitions are substantially
identical to those employed for these terms under the income tax law.
The Commissioner’s views expressed for these purposes, in
particular in Taxation Ruling TR 97/11** and Superannuation
Guarantee Ruling SGR 2005/1,** are equally applicable in these
circumstances.

38. Under the business use test, use of land is most easily
connected with a business where the entity carrying on the business
is the user of the land. However, as noted in paragraph 35 of this
Ruling, use of the land can also be connected with a business carried
on by an entity that allows that use of the land, even if the activities,
operations or actions occurring do not inherently have a business
character. In these cases, the business to which the use of the land is
connected is a property investment business under which rights to
use the land are granted to others (often by way of lease). The views
expressed in Taxation Ruling IT 2423* are relevant in determining
whether this type of property investment business is being carried on.

39. When acquiring and leasing real property, an SMSF trustee
engages in property investment activity. However, the Commissioner
considers that it would be rare for an SMSF to meet the conditions
necessary to establish a property investment business. Courts have
generally been reluctant to find an investment business being carried
on by a trust with fund-like obligations. This has been so even in the
case of large superannuation funds that invest on a considerable
scale.

Funds to which the Ruling applies

40.  This Ruling applies to SMSFs** and former SMSFs™.
References in the Ruling to SMSFs extend to former SMSFs unless
otherwise indicated. However, it should be noted that concessions
provided in relation to business real property in paragraphs 66(2)(b)
and 71(1)(g) of the SISA and Division 13.3A of the SISR only apply to
funds with fewer than 5 members. Accordingly, these concessions will
not apply to a former SMSF with five or more members.

" TR 97/11 Income tax: am | carrying on a business of primary production?

12 SGR 2005/1 Superannuation Guarantee: who is an employee? Occupation as an
employee is specifically excluded from the definition of ‘business’ in
subsection 66(5).

137 2423 Withholding tax: whether rental income constitutes proceeds of business
— permanent establishment — deduction for interest.

4 As defined in section 17A.

15 A former SMSF is a fund that has ceased being an SMSF and has not appointed a
registrable superannuation entity (RSE) licensee as trustee — see subsection 10(4).
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Date of effect

41. This Ruling applies both before and after its date of issue.
However, the Ruling does not apply to taxpayers to the extent that it
conflicts with the terms of settlement of a dispute agreed to before the
date of issue of the Ruling.

Commissioner of Taxation
28 January 2009
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Appendix 1 — Explanation

o This Appendix is provided as information to help you
understand how the Commissioner’s view has been reached.

Examples illustrating business real property principles

42. As noted on a number of occasions in this Ruling, the
application of the business real property definition will depend on the
facts and circumstances of each case. Some readers may find it more
beneficial to first read the examples provided in Appendix 2 (see
paragraphs 230 to 370 of this Ruling) to understand how the
principles expressed in this Ruling apply to different cases.

Background

43. The scope of business real property is relevant in determining
whether an SMSF trustee or investment manager has contravened
investment restrictions in the SISA, in particular:

o the prohibition on an SMSF trustee or investment
manager intentionally acquiring assets from a related
party — section 66; and

o the rules that limit the level of in-house assets™ that
can be held by an SMSF and prohibit the acquisition of
assets by an SMSF trustee beyond this level — Part 8.

44, The broad purpose of these investment restrictions is to
ensure that concessionally taxed superannuation is used only for
retirement income purposes and not, for example, as a source of
pre-retirement finance for members. These restrictions are also
designed to limit risks that arise from investments associated with the
SMSF that involve related parties of the SMSF.

45, More specifically, the prohibition on the acquisition of certain
assets from related parties in section 66 is designed to prevent SMSF
members and other related parties of an SMSF disposing of assets to
the SMSF to obtain cash benefits.*’

%8 |n-house assets generally are loans made to a related party of the SMSF, an
investment in a related party of the SMSF, an investment in a related trust of the
SMSF, or an asset of the SMSF that is subject to a lease or lease arrangement
between the trustee of the SMSF and a related party of the SMSF — see
subsection 71(1).

7 Ninth Report of the Senate Select Committee on Superannuation Supervision Bills,
October 1993.
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46. It has also been recognised that the purpose of the in-house
asset rules in Part 8 ‘is to ensure that excessive investment by a fund
in [a related party’s] business [in which members may be employed]
does not, in the event of the failure of that business, mean that
[members] lose both their jobs and also their superannuation

entitlements’.*®

47. These restrictions are complemented by other rules in the
SISA and SISR which particularly apply to dealings with members,
their relatives and other related parties® of the SMSF. For example:

o A trustee is prohibited from maintaining an SMSF for
any purpose other than for the provision of retirement
and certain related benefits (referred to as the sole
purpose test) — section 62. All of the activities of
maintaining an SMSF are subject to this test.

o An SMSF trustee or investment manager is prohibited
from lending money, or providing any other financial
assistance using the resources of the SMSF, to a
member of the SMSF or relative of a member of the
SMSF — section 65.

o Except in specified circumstances, an SMSF trustee is
prohibited from borrowing — section 67.

o Subject to exceptions in relation to certain derivatives
contracts, an SMSF trustee cannot recognise or in any
way sanction an assignment of a superannuation
interest or a charge over or in relation to a member's
benefits or an SMSF asset — regulations 13.12, 13.13
and 13.14 of the SISR.

o All SMSF investments must be with parties who are at
arm’s length or if the parties are not at arm’s length the
dealings must be conducted on arm’s length terms and
conditions — section 109.

48. For the reasons outlined in paragraphs 45 and 46 of this
Ruling, section 66 and Part 8 would ordinarily prohibit or limit the
ability of an SMSF to acquire assets from, invest in or enter lease
arrangements with a related party of the SMSF.

18 Case 73/96 96 ATC 653 at 661, relying on the second reading speech for Taxation
Laws Amendment Bill (No. 2) 1985, which introduced a predecessor of the current
in-house asset rules in Part 8, as extracted at page 658 of the decision.

% The term ‘related party’ is defined in subsection 10(1).
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49, The exclusions from the operation of the restrictions in
section 66 and Part 8 provided to certain assets, investments and
arrangements involving business real property recognise that
premises upon which a business is undertaken have an underlying
value independent of the business itself.?° Thus, the risks that would
otherwise be associated with related party dealings are moderated
where the dealings involve the acquisition of assets, the making of
investments or the entering of arrangements in relation to real
property that is an asset of or used in a business.

Contraventions — audit requirements and consequences

50. SMSF trustees are required to appoint an approved auditor to
audit the financial accounts and statements of the fund each year.**
When conducting an audit, the approved auditor is also required to
conduct a compliance audit to ensure the SMSF has complied with
the SISA and SISR. There is an approved form for notifying the Tax
Office of contraventions.?

51. Contravention or involvement in a contravention attracts both
civil and criminal consequences and places at risk the SMSF’s status
as a complying superannuation fund under the SISA.?®

Legislation

‘Business real property’ and related definitions

52. The definition of business real property is in subsection 66(5):
business real property, in relation to an entity, means:

(a) any freehold or leasehold interest of the entity in real
property; or

(b) any interest of the entity in Crown land, other than a
leasehold interest, being an interest that is capable of
assignment or transfer; or

(c) if another class of interest in relation to real property is
prescribed by the regulations for the purposes of this
paragraph — any interest belonging to that class that is held
by the entity;

where the real property is used wholly and exclusively in one or
more businesses (whether carried on by the entity or not), but does
not include any interest held in the capacity of beneficiary of a trust
estate.

0 Explanatory Memorandum to the Superannuation Legislation Amendment Bill
(No. 4) 1999, pp. 7-8.

L See section 35C.

2 gee section 129.

% see subsection 42A(5) in relation to SMSFs. The status of a fund as complying or
non-complying for SISA purposes will also have consequences for the fund under
the income tax law and other parts of the superannuation law.
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53. The terms entity and business used in the business real
property definition also have defined meanings.

54. Entity is defined in subsection 10(1) to mean an individual, a
body corporate, a partnership, or a trust.

55. The definition of business found in subsection 66(5) states:

business includes any profession, trade, employment, vocation or
calling carried on for the purposes of profit, including:

@) the carrying on of primary production; and
(b) the provision of professional services;
but does not include occupation as an employee.

56. Subsection 66(6) specifically provides for the following
application of the business use test in the business real property
definition:

For the purposes of the definition of business real property in
subsection (5), real property used in one or more primary production
businesses does not cease to be used wholly and exclusively in that
business or those businesses only because:

(a) an area of the real property, not exceeding 2 hectares,
contains a dwelling used primarily for domestic or private
purposes; and

(b) the area is also used primarily for domestic or private
purposes;

provided that the use for domestic or private purposes referred to in
paragraphs (a) and (b) is not the predominant use of the real

property.

57. Subsection 66(5) of the SISA provides that primary production
business in subsection 66(6) of the SISA takes its meaning from the
definition of that term in section 995-1 of the Income Tax Assessment
Act 1997 (ITAA 1997):

primary production business: you carry on a primary production
business if you carry on a business of:

€)) cultivating or propagating plants, fungi or their products or
parts (including seeds, spores, bulbs and similar things), in
any physical environment; or

(b) maintaining animals for the purpose of selling them or their
bodily produce (including natural increase); or

(©) manufacturing dairy produce from raw material that you
produced; or

(d) conducting operations relating directly to taking or catching
fish, turtles, dugong, béche-de-mer, crustaceans or agquatic
molluscs; or

(e) conducting operations relating directly to taking or culturing

pearls or pearl shell; or

® planting or tending trees in a plantation or forest that are
intended to be felled; or



Self Managed Superannuation Funds Ruling

SMSFR 2009/1

Page 14 of 70 Page status: not legally binding
(9) felling trees in a plantation or forest; or
(h) transporting trees, or parts of trees, that you felled in a
plantation or forest to the place:
0] where they are first to be milled or processed; or
(i) from which they are to be transported to the place

where they are first to be milled or processed.

SISA provisions that refer to ‘business real property’ as defined
Acquisition of assets from related parties — section 66

58. Subsection 66(1) prohibits a trustee or investment manager of
an SMSF from intentionally acquiring assets from a related party of
the SMSF. However, paragraph 66(2)(b) excludes the acquisition of
business real property from a related party at market value from this
prohibition.

In-house asset rules — Part 8 of the SISA an