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T his article looks at the window of opportunity for self managed superannua-
tion funds (SMSFs) to commence the payment of a defined benefit pension
on or before 30 June 2005.

Superannuation law was amended in the May 2004 Federal Budget to stop small funds
such as SMSFs from paying defined benefit pensions. Legislation was then amended
in June 2004 to allow existing members of SMSFs to pay a defined benefit pension
prior to 30 June 2005 providing that they had reached 55 and retired (or indeed
turned 65) before that date.

At the time of writing, the government is in the middle of a review. A possible con-
sequence of this review is that SMSFs will either be restricted or prohibited from pay-
ing a defined benefit pension after 1 July 2005.

Should clients of yours commence a defined benefit prior to 1 July 2005? Or indeed
are there other solutions that would be better at meeting the client’s needs.

CASE STUDY 1
John has just turned 60 and he and his wife are planning their retirement.They have
accumulated a significant amount of money both in superannuation and outside of
superannuation.

John has had a successful business career but recently things have only been getting
busier. Interstate and overseas trips have meant that he was seeing less and less of his
family including his young grandchildren.

John has $2 million inside super with another $1 million outside of super. His wife
Jane has $700,000 inside super with another $300,000 outside. Neither have a transi-
tional RBL although both have been members of their SMSF since the early 1990s.

John and Jane would like to retire by 30 June this year. John would like to take Jane
to Europe for three months to show her some of the sights that he had experienced
on business trips over the last decade. Jane had never been to Europe before and was
looking forward to the experience.

John and Jane have approached their accountant. As they would like to maintain their
lavish lifestyle, they would like $140,000 per annum after tax to live off. This amount
needs to keep pace with inflation for the first 10 years and thereafter they see that their
expenses will drop off significantly.

They would like to leave some money to their three children as an inheritance.
However, they don’t believe that this will be for some time as they are both fit and
healthy and looking forward to retirement.

One option for John is to consider the use of a lifetime pension out of his SMSF. He
can do this as he was a member of an SMSF as at the date of last year’s Federal Budget
and has subsequently retired since turning 55.However, their accountant has never set
up a lifetime pension in an SMSF and, indeed, is not qualified to give financial advice.
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John and his accountant therefore approach a group that have an
actuary and that can provide financial advice.

On meeting with the actuary, it is explained to John that if he
were to make an undeducted contribution of $1 million this is
likely to result in his pension being fully rebatable. This is because
this structure would reduce John to below his pension RBL. John
also considers the option of putting more undeducted contribu-
tions into his wife’s name from his investments. However, he is
uncomfortable with Jane holding so much of their retirement
assets.

From this, the actuary states that the income in the first year will
be around $135,000, his deductible amount will be approximate-
ly $46,000 and the payment will be indexed at a rate of 3 per
cent. This is after taking account of recontributions and other
strategies. John, obviously, needs the actuary to provide an actuar-
ial certificate.

John is initially concerned that the pension was non-commutable
but it was then explained to him that his wife could set up an
allocated pension which they could draw upon as needed. This
allocated pension would be fully rebatable as would be John’s
complying lifetime pension.

Jane ends up making an undeducted contribution of $200,000
into the fund and the income she receives in the first year is
$50,000. This will include a deductible amount of approximately
$8,000 and will attract the full 15 per cent rebate.

In total, John and Jane will receive $185,000 in pension payments
and, after tax of approximately $40,000, they have $145,000 to
spend in the first year.

They have also held some money outside of superannuation in
which to fund their trip to Europe.This means they can be see-
ing the sights of Europe whilst the actuary and adviser are final-
ising the paperwork behind their new pensions.

This structure suits John and Jane’s needs whilst also providing a
tax effective solution. The large deductible amount is very tax
effective especially in the earlier years.

John is also aware that there are some estate planning and solven-
cy issues to consider and wants to ensure that this is not going to
be a problem.

Because the fund is small with only two members, there is no
guarantee the fund will be able to meet the income payments if
John lives considerably longer than his life expectancy. As John
and Jane are both 60, they can expect to live a further 22 and 25
years respectively. John is fit and healthy and says he is looking
forward to his email from the Queen (or King) on turning 100.

John’s actuary is experienced at setting up these types of pensions
and can do so in a way to help minimise the risk of John’s assets
running out before he passes away. This involves careful consid-
eration of issues such as investments to be used as well as the char-
acteristics of John’s lifetime pension.

The actuary will also provide an annual actuarial certificate and
monitor the fund to ensure that steps can be taken if solvency
begins to become a problem.

John and Jane also want to ensure that any money left in the fund
on his death goes to his three children. The actuary and adviser
explain to John that this is achievable with this structure. It can be
done either through the estate, directly to the children or allocat-

ed within the fund. These solutions can all be achieved in a rela-
tively tax effective manner. John needs to give some further con-
sideration to this point after discussions with his lawyer to ensure
that the optimal estate plan is adopted.

Overall, John and Jane are very happy with the proposal. It meets
their needs as well as being a very tax effective structure.They are
thankful that their accountant made them aware of this window
of opportunity before 30 June 2005.

CASE STUDY 2
Don and Linda are thinking about retiring soon. Don will be
turning 55 in June and Linda is two years older. Don is aware of
the restrictions applying to defined benefit pensions out of
SMSFs.As such they would now like to retire before 30 June, and
before it is too late!

Don and Linda make an appointment with their accountant.

At that appointment, Don explains that he has withdrawn
$300,000 out of superannuation over his lifetime and now has
$900,000 in superannuation with no undeducted contributions.
His wife has about $1 million in superannuation with $800,000
of this being undeducted contributions.They have been trying to
add more money to her superannuation over the past couple of
years.

Don has read a little about defined benefit pensions. He is very
interested in them and would like to start a mixture of com-
mutable and non-commutable lifetime pensions to access his
pension RBL. He understands the urgency and wants this set up
soon to ensure that he is in time for the proposed 30 June 2005
cut off.

Linda would like an allocated pension.

Don and Linda’s accountant does not have a licence to give finan-
cial advice but knows of an actuary with a licence who could help.

They all sit down with the actuary to discuss this opportunity but
soon realise that it may not be the right one for Don and Linda.

Firstly, Don has already drawn a significant amount out of super-
annuation. This counts towards his lump sum RBL. As a result
Don will need to put even more money in a complying lifetime
pension to access the pension RBL.

The actuary calculates that he would need to use just over
$664,000 to fund his complying lifetime pension and $236,000
to fund his commutable lifetime pension.

It is suggested to Don that instead, he could take out a term
allocated pension for $600,000.The remainder could go into an
allocated pension. By doing this Don still gets the full 15 per cent
rebate but does not lock up quite so much money in a non-
commutable pension.

The term allocated pension is far less complicated to understand
and administer and the estate planning issues are very straightfor-
ward as there is no reserve, just an account balance. However, the
account balance of a term allocated pension is run down more
rapidly, so Don needs to ensure that he has a plan to cover mor-
tality risk. His adviser can help him with this, pointing out that
there are ways to quarantine investments to cover for this risk.

Once this is demonstrated to Don,he can start to relax and knows
that he doesn’t have to retire before 30 June 2005.
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Indeed, when Don considers it, he probably doesn’t want to retire
yet. Maybe he will look at working just three days a week. After
all,his life expectancy is about 26 years and he is enjoying his work
– it’s just that he doesn’t want to be working five days a week.

In the end a strategy is drawn up for Don and Linda.Don is going
to work part-time for another five years. He will still have some
excess money to invest. If the new superannuation splitting rules
become functional he wants to salary sacrifice and channel more
money into his wife’s superannuation fund.

Don is grateful that this has been explained to him. He now
realises that, as he had done on a number of other occasions, he
was following a fad without fully considering his options. He has
always been very spontaneous but this time he was thankful for
having a well considered plan in place.

CONCLUSIONS
There is a window of opportunity for many high net worth
clients who are thinking about retiring before 30 June 2005.This
opportunity exists providing that they had their own SMSF in
May last year.

Many of these clients will be well advised to set up a lifetime pen-
sion (either complying or commutable) in order to meet their
needs in a very tax effective way.Furthermore, some may also con-
sider other defined benefit pensions such as a fixed term pension.

Many other clients in this situation may be better off with an allo-
cated pension, term allocated pension or indeed a combination of
the two.Some clients may indeed be better off leaving the money
in the accumulation phase and drawing down lump sums as
needed. Furthermore, for some clients it may be better not to
retire at all in the short term.

Careful consideration of the client’s needs, together with good
modelling, will provide clients with the optimal solution.

POSTSCRIPT
On 27 September 2005 the Minister for Revenue and Assistant
Treasurer, Mal Brough, issued a press release confirming that the
cut-off date for defined benefit pensions will not be extended past
31 December 2005.
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