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The changes to the rules last year to allow Self Managed Super Funds (SMSFs) to 
borrow under certain conditions certainly has raised a few eyebrows and 
generated widespread interest. 

It is exciting news for some SMSF Trustees who feel they can now use gearing as 
a strategy to increase their wealth within superannuation.  However, be warned… 
gearing does increase the potential for greater returns but it also increases the 
potential for greater losses.  And ultimately it's the losses that could seriously 
affect a person's overall retirement position. 

Let's go back to basics.  Superannuation is an investment vehicle whose core 
purpose is to provide benefits in retirement.  This is what is referred to as "the 
Sole Purpose Test".   

Superannuation is also a long-term investment and should not really be used as a 
vehicle for short-term strategies, particularly aggressive strategies that could 
jeopardise savings already accumulated over the long term by pre-retirees or 
retirees. The objective for most retirees is to generate income with reasonable 
capital growth to ensure their superannuation is maintained throughout 
retirement.  It is the SMSF Trustees' responsibility to ensure the Fund's 
investment strategy reflects these goals.  It can be argued, therefore, that 
borrowing in super would not meet retirees' objectives.   

For this reason any type of borrowing strategy is perhaps more suited to 
individuals who still have at least 10 or more years to retirement. 

Tax is also part of any equation when reviewing appropriate investment 
strategies.  One of the attractions of superannuation is the concessional tax 
treatment a complying super fund receives.  The maximum tax rate for a 
complying superannuation fund is 15% versus a maximum marginal tax rate of 
up to 45% for individuals.  We all know interest repayments on an investment 
loan will generally be tax deductible as long as the borrowed funds are used for 
income-producing purposes.  With this in mind, deductible interest in the 
superannuation environment does help to reduce the 15% tax on contributions 
and earnings, but for an individual who is on a much higher marginal tax rate 
than 15% this could result in substantial tax savings. 

One other important issue that must be addressed is, of course, regulatory issues 
and the possibility of further changes to superannuation law.  We have already 
seen the system dramatically changed under the "Simpler Super" rules last year.  
Whilst the new Federal Government has stated its support of these new rules 
there is no guarantee more changes will not be made in the future. 

Before embarking on any borrowing strategy it is important to do the necessary 
homework first - that is, which entity is the best to use for the loan; what are the 
costs involved; what are the income and tax implications; what are the benefits? 

This ensures the most appropriate entity - eg individual, trust or SMSF - is being 
used to achieve the maximum results for wealth creation.  The outcomes may 
surprise some.  The superannuation fund may not be the best vehicle to use in 
many instances. 

Consider the following scenario. 
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 Case Study 

Mark, age 48, is a self-employed medical specialist.  He earns $200,000 pa. 

His wife Karen, age 46, works part-time maintaining Mark's business accounts.  
She draws an annual salary of $35,000 pa which is commensurate with the 
amount of time she spends in the business. 

They have their own Self Managed Super Fund - The Never Ending Super Fund. 
Their existing investments are: 

• Cash - $250,000 invested in joint names at 6.25%pa. 

• SMSF - $315,000 total pooled member balance, invested in an "assertive" 
investment strategy at 8%pa compounded growth rate. 

They own their own home, valued at $850,000, outright. 

Mark has his eye on an investment property in an area he believes has good 
potential for the long term.  It is currently for sale at $520,000 but Mark is pretty 

confident the sellers will accept his offer of $500,000.   

He will need to borrow additional funds to purchase the investment property.  He 
has heard about the new exception to the borrowing rules in SMSFs and would 
like to know whether this is a good idea for them. 

Should Mark and Karen borrow via their SMSF, or would the investment be better 
off in their own names?   

Their main objectives are to build wealth for retirement and reduce income tax. 

Scenario 1 - Purchasing the property in Mark's name 

Strategy: Borrow $300,000, interest-only loan at 9%pa = $27,000pa. 

  Use $200,000 of available cash to fund difference. 

  Rental income will be set at $500 per week, or $26,000 pa. 

Assume: 2.8% pa growth; $7,800 annual deductible expenses; 
Stamp duty $15,320. 

Scenario 2 - Purchasing the property via the SMSF 

Strategy: Borrow $300,000, interest-only loan at 9%pa = $27,000pa. 

Contribute $200,000 from available cash into SMSF (to fund 
difference with purchase of property). Contributions will be non-
concessional between Mark and Karen. 

  Rental income will be set at $500 per week, or $26,000 pa. 

Assume: 2.8% pa growth; $7,800 annual deductible expenses; 

Stamp duty $15,320; Legal costs to set up bare trust $5,000. 

Both scenarios have assumed Mark is making concessional (deductible) 

contributions of $50,000 pa until retirement into his SMSF member account. 

The results for each scenario are compared in Table 1 below (net after the loan).   

Table 1 : Comparison of Scenarios 

Scenario 1 - Outside SMSF Scenario 2 - Inside SMSF 

Individual SMSF Individual SMSF 

Year 5 Net Asset Position: 

$347,590 $724,130 $125,380 $927,216 

Total $1,071,720 Total $1,052,596 

Year 10 Net Asset Position: 

$468,677 $1,369,653 $188,651 $1,599,929 

Total $1,838,330 Total $1,788,580 
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Graph 1 below summarises the comparison of the two scenarios discounted back 
to today's values, up to Mark & Karen's retirement in 13 years (2020).: 

(source: ABN AMRO Morgans) 

The net value of assets at retirement is greater in Scenario 1 compared to 
Scenario 2. 

Graph 2 shows a comparison of total tax paid (including the SMSF) up to 
retirement in 2020. 

 

(source: ABN AMRO Morgans) 

Scenario 1 shows less tax payable each year during the time period compared to 
Scenario 2.  This would be as a result of the interest deductions afforded to Mark, 
reducing his overall average tax rate.  

Outcome 

From the above analysis we can see the benefits of buying the property in Mark's 
name include: 

• greater overall tax deduction achieved for Mark. 

• better net income position overall (more then to contribute to SMSF if 
desired). 

• greater flexibility with investment decisions - asset is not tied up in super 
environment (preservation / access issues). 

• reduced legal costs - no need to establish security trust which can be up to 
$5,000 in most cases.  They also don't need to worry about updating their 
SMSF Trust Deed and Investment Strategy to ensure compliance with the new 
rules and property purchase. 

• no regulatory risks if Government decides to change the rules to 
superannuation borrowing and investment strategies. 
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