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Given the introduction of term allocated pensions (TAPs) late last year, the
strategy of converting existing retirees’ allocated pension arrangements into a
combination of TAPs and allocated pensions is becoming increasingly com-

mon where social security or RBL implications suggest this would be favourable. If
you are contemplating advising clients to rearrange their current allocated pension
arrangements for this or other reasons, much of the focus will be on the long-term
planning implications, but of course the impact on current year income also needs to
be taken into account.

This means looking at the latest rules on how much income must be paid out of any
pension being commuted and any new pension. These rules can have current year
income tax and age pension ramifications.

INCOME PAYMENT RULES FOR 
COMMUTED ALLOCATED PENSIONS
The following table broadly summarises the rules for commuted allocated
pensions, which were amended on 16 December 2004.

Existing allocated pension: Minimum payment requirement

Full commutation Pro-rating of current year minimum*

Partial Commutation
If amount remaining after commutation Pro-rating of current year minimum*
is less than the current year minimum (Full current year minimum also applies
reduced by income payments made unless the account balance is exhausted
in the current year to date before year end)

Otherwise Full current year minimum applies unless account balance is
exhausted before year end

* Note that if the allocated pension commenced prior to 1 October 2003 then technically the requirement to pay the pro-rated current year
minimum does not apply but common industry practice is to pay a pro-rated current year minimum.

Current year minimum: The “current year minimum” referred to in the table is the
amount which was determined as at 1 July of the current income year (assuming this
is not the first year of the pension) by dividing the account balance on that date by
the minimum payment factor.

For example, Sam, age 67, has an allocated pension which commenced in January
2004. It had a balance of $400,000 at 1 July 2004, comprising (for simplicity) only
taxed post-June 1983 component.

In this case the current year minimum would be as follows:

current year minimum  =  400,000/14.9 (rounded to nearest $10) 
=  $26,850
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Pro rata requirement: The pro-rating requirement referred to
in the table essentially prevents commutation unless a fund pays
out the proportion of the current year minimum income which
represents that part of the year up to and including the day of
commutation.Where the pro rata requirement applies the mini-
mum income which must be paid is worked out as follows
(where this is not the first income year of the pension):

pro rata requirement  =  current year minimum*  
(days from 1 July in current income year to commutation day
inclusive) / (days in current income year)

Any income payments already made during the current financial
year count towards meeting the pro rata requirement.

For example, if Sam wanted to commute some or all of the allo-
cated pension on 1 February 2005 the pro rata requirement is as
follows:

pro rata requirement = 26,850 * 216 / 365 = $15,889.32

As a result of a legislative amendment made on 16 December
2004, but applicable to any allocated product which commenced
on or after 1 October 2003, the pro rata requirement does not
apply to many partial pension commutations, because the full
current year minimum can be expected to apply.

The pro rata requirement applies to ensure that pensions are not
continually commuted without income being paid out, leading to
a build-up of investments in a tax exempt environment. It gener-
ally applies wherever the full current year minimum payment is
not required. The full current year minimum payment is not
required if the pension ceases during the year, such as where it is
fully commuted or where the account balance is exhausted. It is
because of possible account exhaustion that the pro rata require-
ment generally applies if there is a partial commutation which
brings the account balance down below the current year mini-
mum (as reduced by income payments already made in the finan-
cial year).

However, the pro rata requirement is not applicable if the commuta-
tion arises from exceptional circumstances (relating to death, sur-
charge payment, a family law-related payment split or exercise of
cooling off rights).

Let’s explore the different results achieved by different levels of
commutation.

STRATEGY 1 – FULL COMMUTATION
If Sam is planning a full commutation the pro rata requirement of
$15,889.32 must be met, as reduced by the income payments
already made in the financial year. Assume the income payments
have been half yearly, and $13,425 income (half the current year
minimum) has been paid out this financial year. So a further
$2,464.32 would need to be paid as income under the pro rata
requirement and the balance of the account balance would be
paid as an ETP.

From a tax perspective, the total $15,889.32 income would be
added to other assessable income received in the current income
year, including any assessable income from any new pensions, to
determine current year pension liability.

Let’s assume the balance of Sam’s allocated pension account on 1
February 2005 is $405,000. After paying the additional $2,464.32
income, Sam is using $200,000 of the commutation proceeds to
purchase a TAP with a 20 year term and $202,535.68 to buy a
new allocated pension.

The income requirements of these new pensions in the current
year are $5,780 (TAP) and $5,590 (AP), being themselves pro-
rated amounts based on the remaining period of the year and the
annual payment requirements – see grey highlight box.

From a social security perspective, the purchase of the TAP will
improve Sam’s assets test assessment by $100,000, as it is 50 per cent
assets test exempt.To take advantage of this Sam needs to advise
Centrelink of his new arrangements within 14 days of the com-
mencement date of the new arrangements in order for a new pen-
sion entitlement to be paid when the next Centrelink processing
occurs after that date. Assuming he does this, Sam’s income is
worked out by effectively converting the pro rata calculation back
to arrive at an assessment of the current annual income. For TAPs
Centrelink use annualised income as per the formula account bal-
ance/payment factor. For allocated pensions, Centrelink use the
nominated gross income to be paid over a year or,where the client
has not specified an annual amount, the annual (ie non pro rata)
minimum. This means his superannuation pensions count for
incomes test purposes as follows:

Annualised Less Assessable
income deductible income under

Pensions amounts amount income test

TAP $14,070 $10,000 = $4,070

AP $13,590 $12,494.49* = $1,095.51

Total = $5,165.51

* Calculation based on original purchase price.
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INCOME FROM NEW PENSIONS
The following table outlines the income payment require-
ments which generally apply for allocated products:

NEW PENSION – FIRST YEAR INCOME REQUIREMENTS

Allocated pensions or TAPs Nil required (but can pay an amount 
commencing on or after 1 June to the maximum income allowed 

on a pro-rated basis – see below)

Allocated pensions commencing in Minimum allowed: current year 
period from 1 July to 31 May inclusive minimum pro-rated

Maximum allowed: current year 
maximum pro-rated

TAPs commencing in period from Annual required current income 
1 July to 31 May inclusive payment pro-rated

In a typical case the pro-rating referred to in the table is essen-
tially that proportion of the current full year payment which
represents the period from the day the pension was com-
menced until 30 June inclusive.
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STRATEGY 2 – PARTIAL COMMUTATION
If Sam commutes his allocated pension only partially, the current
year minimum will apply unless the account is exhausted by year
end. Let’s assume Sam is commuting $200,000 to purchase a TAP
and the remaining account balance is $205,000, so we can assume
it won’t be exhausted by then.This means another $13,425, being
the current year minimum of $26,850 less the payments made to
date of $13,425, will need to be paid out of Sam’s allocated pen-
sion by year end.

The pro rata income payment requirement will not apply because
the account balance after commutation is above the threshold of
$13,425 (ie the current year minimum of $26,850 less income
payments of $13,425 already made).

From a tax perspective, the $26,850 total allocated pension
income would be added to other assessable income received in
the current income year, including the assessable income of
$5,780 from the new TAP, to determine current year pension lia-
bility.

From a social security perspective, again assuming Sam advises
Centrelink of his new arrangement within 14 days, his superan-
nuation pensions are assessed as follows:

Annualised Less Assessable
income deductible income under

Pensions amounts amount income test

New TAP $14,070 $10,000 = $ 4,070

Existing AP $26,850 $12,717.88 = $14,132.12 

Total = $18,202.12 

Note that the social security deductible amount for the allocated pension is reduced by around $13,000 as a
result of $200,000 commutation.

COMPARING STRATEGIES
Income tax: You can see that Strategy 2 produces significantly
more assessable income ($5,370.68 more) than Strategy 1. This
may be an issue if Sam’s total income was such that, after taking
account of the various rebates available to him,his tax liability was
significant.

Note also that if Sam had an undeducted purchase price for tax
purposes, the different strategies would produce different
deductible amounts for the allocated pensions.

Age pension entitlements: You can see that, again, Strategy 2
produces significantly more assessable income ($13,036.61 more).
This is not only because of the different minimum income pay-
ment requirements applicable to each allocated pension, but also
the different deductible amounts generated.

This may be inconsequential if, under either strategy, Sam’s age
pension entitlement is dictated by the assets test. Indeed, if we
assume Sam is a married homeowner with $20,000 in other
financial assets and $30,000 in other non-financial assessable
assets, that will be the case.

However, bear in mind that you may have some cases where the
extra income under Strategy 2 would produce a lower age pen-
sion entitlement until the 2005/6 financial year.

RBLs: A detailed discussion of the RBL impact is beyond the
scope of this article. Suffice to say, though, that for clients (unlike
Sam) for whom the pension re-arrangement is designed to enable
qualification for the pension RBL, often Strategy 2 can be more
efficient than Strategy 1.This is because the RBL impact of the
original allocated pension will often be higher in the latter case
than in the former, meaning that a larger complying pension will
be required to meet the “50 per cent test”. Often the additional
amount required is relatively small, though.

SUMMARY – AND THE ‘DELAY’ SOLUTION
As a general comment, for many clients Strategy 1 can mean a
lower level of income paid out of superannuation, producing a
lower level of assessable income for tax and social security pur-
poses. However, for some of them that will not hold any particu-
lar appeal because they are not subject to income tax anyway, or
because their age pension entitlement is based on the assets test.

For clients whose main concern is qualifying for the pension
RBLs as efficiently as possible, Strategy 2 may hold some appeal.

If the only downside to Strategy 2 is the higher assessable income
from a tax perspective, then it may be worth considering delay-
ing changing your client’s pension arrangements until later in the
financial year. Depending on the timing of income payments, this
can reduce the “double up” of pension income to some degree.

Another factor is that, if a new TAP or allocated pension arrange-
ment is commenced in June, no income is required to be paid in
the current financial year.

KEEP LONG TERM GOALS IN THE PICTURE
While it is important to be aware of current year income issues
and the strategies to address them, typically pension rearrange-
ment strategies are pursued with significant long-term benefits in
mind. It is therefore also important to keep the current year issues
in perspective and not lose sight of the bigger picture.
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