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Super fund NALI rules: ATO approach in LCR 2021/2 can lead to harsh and punitive outcome - legislative 

reform necessary 

- by Shaun Cartoon, Partner, and Andrew Spierings, Lawyer, Arnold Bloch Leibler  

 

On 28 July 2021, the ATO released Law Companion Ruling 2021/2 (the Ruling), which concerns the application 

of non-arm's length income (NALI) and non-arm's length expense (NALE) rules - reported at 2021 WTB 31 [712]. 

The purpose of the NALI provisions is to prevent the inflating of superannuation fund earnings through non-arm's 

length dealings by segregating NALI from other income and taxing it at the top marginal rate. 

In 2018, the NALI rules were amended to include the concept of NALE. This followed a perceived deficiency in the 

NALI provisions whereby non-arm's length expenses (including where no expenses were charged) resulted in 

income not being treated as NALI. 

The amended legislation provides, broadly, that an amount of ordinary income or statutory income is NALI if: 

▪ there is a scheme in which parties were not dealing with each other at arm's length; and 

▪ the fund incurs a loss, outgoing or expenditure of an amount in gaining or producing the income; and 

▪ the amount of the loss, outgoing or expenditure is less than the amount that the fund might have been 

expected to incur had those parties been dealing with each other at arm's length in relation to the scheme. 

The rules also apply where there is no loss, outgoing or expenditure. 

1.1 Acquisition of a capital asset 

The Explanatory Memorandum to the Treasury Laws Amendment (2018 Superannuation Measures No 1) Bill 2019 

(the EM), the legislation that introduced the amendments to the NALI rules, explained that where a fund acquires 

an asset for less than market value through non-arm's length dealings, the revenue generated by that asset may be 

NALI, as well as any statutory income (that is, net capital gains) resulting from the disposal of that asset. 

In the Ruling, the ATO provides the following example to explain how the NALI rules would apply in this 

circumstance: 

Example 1 - non-arm's length expenditure was incurred to acquire an asset - NALI  

22. During the 2019-20 income year, Armin holds commercial property with a market value of $800,000. During 

the income year, he sells the commercial property to himself acting as trustee of his self-managed superannuation 

fund (SMSF) for $200,000. The SMSF leases the property to a third party.  

23. For the purposes of subsection 295-550(1), the scheme involves the SMSF acquiring the commercial property 

from Armin for an amount that is less than its market value. There is a sufficient nexus between the non-arm's 
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length expenditure incurred in acquiring that property and the rental income the SMSF derives from leasing the 

property for the rental income to be NALI. Further, there will be a sufficient nexus between the non-arm's length 

expenditure and any capital gain derived on the disposal of the property for the capital gain to be NALI.  

1.2 General expenses not connected to any particular asset 

One of the more contentious aspects of the Ruling is the ATO's view that if a non-arm's length expense is general 

in nature, and not connected to any particular asset (or the amount of income derived from that asset), it follows 

that the expense has a sufficient nexus to ALL of the income of the fund (which is therefore all NALI). Examples 

given in the Ruling include actuarial costs, accountancy fees, audit fees, trustee fees and premiums under an 

indemnity insurance policy, investment advisor fees and other administrative costs. 

The ATO provides the following example: 

Example 2 - non-arm's length expenditure incurred has a nexus to all income of the fund - NALI  

24. For the 2020-21 income year, Mikasa as trustee of her SMSF engages an accounting firm, where she is a 

partner, to provide accounting services for the SMSF. The accounting services include services other than those 

relating to complying with, or managing, the SMSF's income tax affairs and obligations. The accounting firm does 

not charge the SMSF for those services as a result of non-arm's length dealings between the parties (and not as 

part of any discount policy referred to in paragraph 51 of this Ruling).  

25. For the purposes of subsection 295-550(1), the scheme involves the SMSF acquiring the accounting services 

under a non-arm's length arrangement. The non-arm's length expenditure (being the nil amount incurred for the 

services) has a sufficient nexus with all of the ordinary and statutory income derived by the SMSF for the 2020-21 

income year. As such, all of the SMSF's income for the 2020-21 income year is NALI.  

26. Subsection 295-550(1) would cease to apply if the arrangement changes for the 2021-22 income year so that 

the SMSF incurs expenditure for the accounting services provided by the accounting firm of an amount that would 

have been expected to be incurred where the parties were acting at arm's length. In this situation, none of the 

SMSF's income for the 2021-22 income year is NALI.  

There is nothing in the EM to suggest that Parliament intended the outcome described in the above 

example. On the contrary, the legislation requires the specific identification of "an amount" of income that is NALI. 

This suggests a cautious approach needs to be taken to the application of these rules. The EM states that: 

"2.16 The legislation requires the identification of a specific amount of ordinary income that is non-arm's length 

income. This ensures that the consequences of an amount of income being non-arm's length income are restricted 

to that amount of income and any related deductions." [Emphasis added] 

It therefore seems a stretch to conclude that if an expense does not have a sufficient nexus to any particular amount 

of income, it must therefore have a sufficient nexus to ALL of the income of the fund for NALI purposes. 
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1.3 A punitive and harsh outcome 

The potential consequences of the ATO's approach to general expenses are severe in the extreme. An 

immaterial expense can taint the whole income of the fund!  

This is an incredibly punitive and harsh outcome and its impact is exponentially more significant in the large APRA-

regulated fund sector, where related parties routinely provide services such as asset management and other 

administrative services. For large funds, the ATO notes that it may be commercially justifiable to provide particular 

services on a simple cost-recovery basis because of the economies of scale it achieves within the business. The 

example featured in the ruling is where services are provided to a large APRA fund, either by the trustee acting in 

a separate capacity or by a related third party. In this context, the ATO says that the trustee charging the fund on 

a cost-recovery basis will not trigger action under the new non-arm's length expenditure provisions. 

The very real risks associated with the ruling are not lost on the ATO, which concedes that "the Commissioner 

is alive to concerns that a finding that general fund expenses are non-arm's length is likely to have a very significant 

tax impact on the complying superannuation fund, even where the relevant expenses are immaterial." 

The ATO has sought to reassure SMSFs by stating in the Ruling that it will only seek to ascertain that they have 

made a "reasonable attempt" (whatever that means) to determine an arm's length expenditure amount for services 

provided to the fund. 

For large funds, provided that supporting documentation demonstrates that appropriate internal controls and 

processes are in place and that "reasonable steps" were taken to determine an arm's length expenditure amount, 

the ATO states that it will not allocate compliance resources to determine whether expenses are, in fact, arm's 

length expenses. 

Tax governance is the zeitgeist of the times so it's hardly surprising to see the ruling advising funds that having 

appropriate controls and processes should form part of their tax risk management and governance framework. 

The reality is that for large funds, this ruling will place enormous additional pressure on the already 

complex internal controls required of superannuation funds, and the employees who manage them. One 

inadvertent, and on the face of it, immaterial slip up and the fund could have a monumental tax problem 

on its hands.  

It is not enough for the fair application of these new rules to rely on the Commissioner promising not to look too 
closely. Urgent legislative reform is necessary. Large APRA funds should be entirely carved out of the 
application of these rules. For SMSFs, there should at least be a proportion or materiality rule so that a $1 
mistake doesn't lead to such a significant and punitive erosion of a family's nest egg. 


