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T he investment behaviour of a term allocated pension (TAP) offers its own
set of complexities for the financial planner. This paper looks at some
important issues for those advising in this area. Some level of knowledge on

allocated pensions is assumed.

RULES OF A TAP
A TAP is essentially a hybrid of an allocated pension and a complying annuity.
It allows the member the investment selection flexibility of an allocated pension while
maintaining the taxation and social security benefits of a complying annuity.

Term
To start a TAP, one of the first requirements is to select an appropriate term. To select
the term of a TAP, the life expectancy options must first be determined.

The term of the TAP is based on the primary beneficiary’s life expectancy or their life
expectancy as if they were up to five years younger. Where a reversionary spouse has
been nominated, the primary beneficiary can base the term on the longer of the two
life expectancies or their life expectancies as if they were up to five years younger.
The life expectancies are rounded up to whole years.

The number of terms available gives the beneficiary the flexibility to select from up
to 12 options (where a reversionary spouse has been nominated). For example, where
the primary beneficiary is a male aged 65 years of age and the reversionary spouse is
aged 62, the following terms can be selected;

Male Life expectancy Years Female Life expectancy

65 17.70 (18) Now 62 23.71 (24)

64 18.46 (19) 1 61 24.57 (25)

63 19.24 (20) 2 60 25.44 (26)

62 20.04 (21) 3 59 26.32 (27)

61 20.84 (21) 4 58 27.21 (28)

60 21.66 (22) 5 57 28.10 (29)

At the end of the term there is no residual capital value.

Payments
Payments operate similarly to allocated pensions.The beneficiary must receive a pay-
ment from the pension at least annually.

The annual payment is determined by dividing the account balance at 1 July of the
relevant year (or the purchase date for the first year where the pension commenced
after 1 July) by the payment factor that corresponds with the remaining term of the
pension and the annual payment will be rounded to the nearest $10.
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A pro-rata amount will be calculated where the pension is pur-
chased on a day other than 1 July. However, where the pension
was purchased on or after 1 June of the financial year, there is no
obligation to make a payment in that financial year.

Commutation
The rules surrounding commutation of a TAP are the same as com-
plying pension rules. That is, a commutation is only acceptable:

! within six months of the purchase date of the pension (pro-
vided the pension is not funded from the commutation of
another complying pension),

! to purchase another complying pension,

! to pay a superannuation surcharge, or

! to make a payment split under a Family Law order.

In regards to payments on death, the rules are as follows:

! Commutation on death will only be permitted upon the
death of both the primary and reversionary beneficiary where
the term of the pension is based on the longer of the two life
expectancies.

! A lump sum can be paid to a legal personal representative,
dependant or other eligible person.

! The benefit can be used to purchase a new pension for a
dependant of either beneficiary.

INVESTMENT BEHAVIOUR OF TAPS
Unlike an allocated pension (AP), a TAP has a defined term based
on life expectancy and has no flexibility to choose the income
level.This is a huge variation to the investment planning for clients
with allocated pensions accounts whereby a member may choose
a level of income between a minimum and maximum level.

To demonstrate the difference, the following graphs depict the
behaviour of $300,000 invested in both an AP and a TAP over 20
years, assuming the investment is in a hypothetical growth port-
folio.We have depicted both the minimum and maximum pen-
sion levels for the AP, and have also presumed that some negative
returns have occurred in the period.The point to note is that the
TAP behaves entirely differently to an AP in the same set of cir-
cumstances.

In these circumstances, the TAP will be depleted by its term being
the end of the 20th year. The maximum drawdown of income
for the AP option depletes the funds by the 17th year. Selecting
the minimum drawdown in the AP prolongs the life of the allo-
cated pension.

Each of the pension account balances is a function of the inter-
action of market returns and the level of drawings.

The graph on the right shows that the level of drawings is differ-
ent for the TAP compared to the AP options.Obviously the high-
er drawings at the maximum rate in the AP will deplete the
account much faster than the other options. Drawing the maxi-
mum income level at a time of negative market returns com-
pounds the declining impact on the account balance.

The TAP drawings actually increase over time because the TAP
pension valuation factors are designed to ensure the account value
is nil by the end of the term.Any extra growth is captured by the
higher income level. The TAP has no flexibility to manipulate
either the longevity of capital or amount of income once it has
commenced.The only option is to commute to a new TAP.

AP and TAP portfolio construction
Client portfolios need to be structured in a manner to meet the
client’s expectations. Education and illustrations that demonstrate
the concepts discussed can assist a client’s understanding.

PORTFOLIO CONSTRUCTION
There are two types of portfolio construction approaches consid-
ered appropriate for delivering outcomes within client expecta-
tions.

The first portfolio strategy is often called the “even drawdown”
strategy. In this scenario the funds are invested in the appropriate
portfolio style (eg a growth portfolio). All earnings are then drawn
in equal portions from each asset class for the life of the pension.

The other key strategy is commonly called “cash reserving”.This
method entails an amount of capital being set aside in safer invest-
ment options to provide a set number of years of income,while the
remaining portion is invested for potentially higher returns through
capital growth options. Overall, the portfolio should still provide a
return for a client within an acceptable level of volatility.
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Over time, as “safer” assets are depleted through drawdowns,
growth achieved from other sectors can be used to top up reserves.
The drawdowns in an AP can be set between the minimum and
maximum to reduce volatility each year.

The adviser must ensure regular portfolio check-ups take place to
ensure enough income is in the reserve and the market-linked 
portion of the portfolio is spread across appropriate asset sectors.

In both strategies the need for growth is just as important,because
sustained periods of little or negative growth combined with
maximum regular drawdowns depletes the capital.

Both these strategies are equally viable for a TAP and an AP. The
key difference to consider is that an objective of a TAP may be to
provide a steady level of income for the term, and this can only
be achieved by having more control over the volatility of the
account balance and not by adjusting the income.

ROLLING OVER AN AP TO A TAP
Some clients with existing allocated pensions may be in a viable
position to employ new TAP strategies.

As a word of warning, it should be noted that not all clients with
APs should transfer funds to a TAP, and in many circumstances it
may not be of benefit to the client.

Whether transferring to a TAP adds any value will ultimately
depend on client circumstances and their goals. The need to
maximise overall income versus maximising Centrelink income
versus maximising estate assets needs to be considered carefully
before contemplating the purchase of a TAP. Moreover, the date
the allocated pension commenced, the current balance, compo-
nents and RBL treatment will impact the results.

Generally, the 50 per cent asset test exemption of the TAP is most
effective for asset-tested clients between the lower and upper asset
test threshold.

Consider John Smith, age 75 years, single and a homeowner. He
purchased an AP on 1 January 1995 for $350,000.The origi-
nal UPP was $250,000. Due to his investment and personal
assets, he was unable to apply for the age pension at that time. Mr
Smith did not want a complying annuity, because maintaining
control of his investments through an AP was an important ele-
ment to him.

At 1 July 2005 Mr Smith’s pension was valued at $329,709.
Mr Smith has other assets such as $30,000 in deemed assets and
$30,000 in personal assets.Therefore his total assets are $389,709.

Mr Smith’s current total income is approximately $30,400. He is
comfortable with this level, however he would be happy for any
further increase, and is especially interested in receiving
Centrelink support.

The deductible amount of the allocated pension is approximate-
ly $15,500 which will reduce his assessable income.Additionally,
the allocated pension is rebatable and he qualifies for the senior
Australians tax offset (SATO), therefore Mr Smith should not be
liable for any tax. However, he receives no Centrelink support.

If we explore transferring the full amount in the AP to a TAP,
only half the value ($164K) will be asset tested which will put
him in the category to receive a partial payment under the asset
test. His decision is to select a 15-year term in the new TAP.

Mr Smith’s annual income estimate would then include the fol-
lowing sources:

TAP =  $28,620.00 per annum

Centrelink* =  $ 6,634.00 per annum 
(excluding pharmaceutical benefit)

Shares = $ 1,250.00 per annum
(assuming 5% per annum return)

Total income =  $36,504.00
*Centrelink rates as at 1 January 2005.

The level of TAP income received will depend on the term
selected. Due to his current age, the income is set at the lowest
possible annual amount using the life expectancy and valuation
factors of someone five years younger than himself. If Mr Smith
had a reversionary, the income could potentially be selected from
a broader range.

Using a TAP allows Mr Smith to qualify for a part age pension of
just over $6,600 per year.Although the deductible amount in the
TAP is much lower than the deductible amount in the existing
AP,Mr Smith is entitled to the SATO and the TAP income is also
entitled to the 15 per cent pension rebate, therefore only minimal
tax is paid.

It is important to note that by using all of the AP funds to pur-
chase a TAP the client will no longer have the ability to withdraw
lump sums from the pension and is unable to make adjustments
to the level of income received.

An alternative may be to explore transferring approximately 85
per cent of the allocated pension to a term allocated pension.

Using 85 per cent for the TAP will ensure Mr Smith will not only
receive an age pension, but he will still have funds in his AP which
will provide him with access to some funds should they be needed.

Note that the tax-deductible amount previously received under
the AP has been greatly reduced by commuting to a TAP. Under
this scenario, Mr Smith has increased his after tax income.This
illustrates the need for caution when commuting a pension prod-
uct that has been running for a number of years.
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Where a partial commutation occurs, the original pension is
treated as a continuation of the original and the new deductible
amount is therefore reduced by the proportion of the undeduct-
ed component removed in the commutation, rather than com-
pletely re-calculated.

Since the undeducted component is more favourably treated in
the post-commutation original pension, it may be better to retain
as much of the undeducted component as possible in that pension.

The analysis demonstrates that it is worthwhile investigating
whether clients can move funds to a TAP to gain more Centrelink
income. The desired outcome is generally to obtain the most
favourable net income position, however this must be in balance
with a client’s need for income and access to capital. Often a
combination of the two income streams may provide a more
rounded solution to client goals.

RBLS
TAPs also make a viable investment option for investors who have
excess benefits. Those with superannuation over the lump sum
RBL limit of $619,000 lose their 15 per cent tax rebate on the
excessive portion of their income stream. Using a second AP
strategy is currently an acceptable way to assist with excess bene-
fits, however the second AP becomes non-rebatable.

The TAP provides another opportunity for these investors to put
half the funds in an AP and the other half in a TAP.

The TAP is a complying pension, therefore it can be used with
the Pension RBL 50 per cent rule. To qualify for access to the
Pension RBL, the qualifying portion of all complying pensions
and annuities must be at least 50 per cent of the lesser of:

! the qualifying portion of all benefits received, or

! the client’s Pension RBL.

For example, assume the qualifying portion of a client’s benefits
were $657,313. As this is less than the Pension RBL of
$1,238,440, the amount of funds placed into a TAP must be at
least 50 per cent of $657,313, or $328,656.50. The TAP will also
receive the full 15 per cent rebate.
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EXAMPLE: TAP AND AP

Current situation Strategy 1 Strategy 2

AP only TAP only 85% TAP–15% AP
$329,709 $329,709 $279,709 + $50,000

ASSESSABLE INCOME

AP $29,180.00 $0.00 $4,420.00

TAP $0.00 $28,620.00 $24,280.00

Centrelink $0.00 $6,634.00 $4,684.00

Other income $1,250.00 $1,250.00 $1,250.00

Total Assessable Income $30,430.00 $36,504.00 $34,634.00

PAYG TAX

Deductible amount AP $15,423.00 $0.00 $2,339.00

Deductible amount TAP $0.00 $5,875.00 $4,984.00

Taxable income $15,007.00 $30,629.00 $27,311.00

Gross tax $1,531.19 $5,360.70 $4,365.30

NET TAX

15% pensioner offset $2,063.55 $3,411.75 $3,206.55

SATO $2,230.00 $963.88 $1,378.63

Net tax $0.00 $985.07 $0.00

Net income position $30,430.00 $35,518.93 $34,634.00
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CONCLUSIONS
A TAP will not suit all investors, however those that will find 
benefits in using a TAP are those investors who:

! seek to access or increase Centrelink support,

! wish to access their Pension RBL, and

! wish to reduce their working hours but access their superan-
nuation benefits.

Planning considerations will vary with the client’s circumstances
but the following should be considered and a balance maintained
between the advantages and disadvantages of TAPs:

! The income from a TAP cannot be varied from the amount
calculated using the statutory formula.

! The investment cannot be commuted after six months and
the investor cannot access the capital during the term.

! A TAP investment by the surviving partner of a Centrelink
dependant couple may impact on the survivor’s single pen-
sion entitlement.

As the market develops, other categories of investors may arise
and additional considerations may emerge.

Some guidelines for consideration are:

! Ensure that the investor retains sufficient flexibility in other
investments to offset the restrictions imposed on TAPs.

! Seek to balance the benefits a TAP may achieve in Centrelink
support with the need to access capital in changing circum-
stances.

! Ensure that the client can tolerate the fluctuations in income
levels which may arise from TAPs.

! With longer terms, consider any impact on the tax offsets.
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