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Super Simplification and defined  
benefit pensions in self-managed superannuation funds 
By Graeme Colley Technical Manager, Tanden Super Concepts

 

Until 11 May 2004 it was possible for all types of superannuation funds to 
provide defined benefit pensions to members. At the time the definition 
of a defined benefit pension was any pension except for one determined 

by reference to life insurance policies and an allocated pension. A defined benefit 
pension included a lifetime, life expectancy or non-complying flexi pension. 
The Superannuation Industry (Supervision) Act 1993 (SIS Act) required an actuarial 
investigation to be made each year as to the ability of the fund to provide the 
defined benefit pension.

In the 2004 Federal Budget, the government announced that there were to be no 
more defined benefit pensions paid from funds with less than 50 defined benefit 
members from 11 May 2004. After some healthy lobbying by various groups 
the government introduced a transitional rule which eventually permitted those 
who were members of funds with less than 50 members as at 11 May 2004 to 
commence defined benefit pensions up until 31 December 2005. The rules relating 
to the payment of defined benefit pensions are contained in SIS Regulations  
9.04A to 9.04I.

The reason for the change was to put an end to perceived misuse of defined 
benefit pensions by self-managed superannuation funds for RBL and Centrelink 
purposes. By using the valuation methods provided in the legislation and via 
actuarial practice it was possible to provide a pension which had a low or no value 
that was counted for RBL purposes. This was able to help resolve any potential 
excess benefit problems that may have arisen. At the time certain complying 
pensions were also exempt from the assets test and with some good planning 
enabled the client to gain Centrelink benefits which otherwise may not have  
been available.

With the introduction of the Super Simplification rules into parliament and the 
proposed abolition of the Reasonable Benefit Limits from 1 July 2007 it would 
seem that for many clients it may be worthwhile to review the need to continue 
with a defined benefit pension. The reason is that the cost of administration of 
the fund can be reduced and it may be possible to gain access to reserves that have 
been built up in the fund over the past few years. This is more likely to occur with 
those clients who have a self-managed superannuation fund rather than some of 
the larger funds where the relevant pension contract may restrict the commutation 
and rollover of the defined benefit pension.
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Under the current provisions of the Superannuation Industry 
(Supervision) Act 1993 it is possible to commute a defined 
benefit pension and roll it over to another defined benefit 
pension or a market linked income stream (also referred to 
as a Term Allocated Pension or TAP). These days it is not 
possible for a defined benefit pension to be rolled into another 
lifetime or life expectancy or non-complying pension in a  
self-managed superannuation fund in view of the rules 
that operate from 11 May 2004 or from 1 January 2006, as 
appropriate. However, it is possible to rollover to a TAP. 
Under the draft Super Simplification regulations that were made 
available from 21 December 2006 it would appear that the 
rollover could be made until 19 September 2007.

You may ask, why go to all this trouble of unwinding 
an arrangement which is working well for the client and 
currently allows them access to Centrelink benefits? In 
certain circumstances the current arrangements may be quite 
satisfactory and the roll–over to a market link income stream 
may result in the client receiving reduced or no Centrelink 
benefits. The reason is that if the defined benefit pension 
commenced prior to 20 September 2004 it is exempt from the 
Centrelink assets test and from that time is eligible for a 50 per 
cent assets test exemption. 

For those where Centrelink may not be an issue the rollover of 
a defined benefit pension to a TAP may have some advantages. 
Some of these advantages arise from the removal of the RBL 
shackles from 1 July 2007 and for those who are in the age 60 
and above category will be able to receive tax–free income 
from taxed superannuation funds after 30 June 2007.

It is usual with the provision of lifetime and life expectancy 
pensions that the actuary will require some type of reserve to 
be established. The reserve is to act as a buffer for investment 
volatility that may arise from time to time and enable the 
payment of a relatively ‘smooth’ pension. The amount held 
in the reserve depends on the circumstances. However, 
publications from the ATO and APRA indicate that the levels 
of reserves can be up to 15 per cent and 30 per cent of the 
market value of fund assets and pension assets. The income and 
taxable capital gains earned on any amount held in a reserve 
are taxable income of the fund. This can be contrasted with 
the income and taxable capital gains on assets used to provide 
the pension which are tax–free in the fund. 

TAPs are considered to be complying pensions for RBL, SIS 
Act and Centrelink purposes. However, unlike other types of 
complying pensions there is no requirement to establish and 
maintain reserves for the pension assets supporting the TAP or 
obtain an annual actuarial certificate which applies in the case 
of life time and life expectancy pensions. This can mean that 
the rollover of lifetime and life expectancy pensions to TAPs 
would appear to provide an easier and cheaper alternative for a 
self-managed superannuation fund administration. 

By rolling over lifetime and life expectancy complying 
pensions to a TAP a client may be able to access any reserves 
that have been built up in the superannuation fund. It may also 
allow any amounts held in a reserve to be used to commence 
an allocated pension, TAP or one of the new style pensions 
which are proposed to be available from 1 July 2007 under 
the Super Simplification law. This will mean that any income 
and capital gains earned in the pension phase will be tax free. 
If reserves had been maintained any income and capital gains 
earned on assets held for purposes of the reserve would have 
been taxable. In view of the significant increases in equity 
markets over the past few years this may provide clients with 
an attractive opportunity.

In relation to non-complying flexi pensions the valuation of 
the pension provided similar RBL and Centrelink advantage 
to lifetime and life expectancy pensions. They were mainly 
used to allow the client to fit their pension within the lump 
sum RBL in most cases. As their name suggests, flexi pensions 
provided a great deal of flexibility in the terms and conditions 
apply to the pension. This included the ability to commute the 
pension and draw it down as a lump sum where a client meets a 
condition of release, a feature not available to lifetime and life 
expectancy pensions except on the death of the pensioner or 
reversioner. From 1 July 2007 it may be worthwhile reviewing 
the non-complying flexi pension for a client to see whether 
they should be rolled over to another type of pension such as 
an allocated pension, TAP or the new style pension under the 
Super Simplification rules.

For anyone who wishes to commute their current lifetime or 
life expectancy pension the first step is to ensure that RBL 
status of the pension. It should be determined whether the 
commutation and the rollover to the TAP will not result in a 
re-assessment for RBL purposes and a potential excess benefit 
arising. If the commutation and roll–over has taken place prior 
to 1 June 2007, then there will be RBL consequences with 
the possibility of an excess benefit determination. However, 
if the commutation and rollover is made in June 2007, while 
it may trigger an excess benefit determination, there will be 
no consequences if the first payment of the TAP is not made 
until 1 July 2007 or later. The reason is that for any TAP that 
commences in June there is no requirement to make the first 
payment until 1 July or later in the next financial year.  As RBLs 
are proposed to be abolished from 1 July 2007 the pension will 
be eligible for the 15 per cent pension rebate irrespective of 
its previous treatment for RBL purposes. The commutation 
and the roll–over to the TAP will need to be notified for RBL 
purposes if it occurs before 1 July 2007 and the simplification 
proposals become law.

Once the RBL status has been determined the next step is to 
review the provisions of the trust deed or pension agreement 
to see that commutation is possible, which is the usual case. 
If commutation is possible then its capital value at market 
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rates should be determined. The resulting value can be rolled 
over to commence the TAP. As there is no requirement to 
provide reserves for the TAP it may be possible to transfer the 
reserve to other member’s accounts depending on the terms 
of the trust deed. The reserve could be used to increase the 
balance of other member’s accounts or commence another 
income stream. In some cases if a member meets a condition 
of release then a lump sum could be paid to members after 
allocation to their account. However, one thing that must be 
remembered is that transfers from reserves can be counted 
against the contributions caps under the proposed Super  
Simplification rules.

Here is a case study on how it would be possible to commute 
a life time or life expectancy pension to commence a term 
allocated pension and release the reserves of the fund for 
various purposes.

Kerry, who is 62 and retired, has a self-managed superannuation 
fund and commenced a lifetime pension in February 2003. 
Due to increases in the value of the shares supporting the 
pension the balance is now $1.5 million and the fund has 
built up a reserve of nearly $120,000 as recommended by the 
fund’s actuary. The current pension is just over $60,000 and is 
indexed to CPI. If she was to roll over the lifetime pension to 
a TAP prior to 1 July 2007 she could receive a TAP ranging 
from $71,976 to $93,399 depending on the term selected. 
The term of the TAP is based on life expectancy or the term  
to age 100.

As there may be no need to maintain the reserve in the fund, 
if the fund’s trust deed permits, the amount in the reserve 
could be reallocated to fund members which would include 
Kerry. If the amount was allocated to Kerry then she could 
choose to have the amount paid as a tax free pension or lump 

sum. She may wish to recontribute part or all of the lump sum 
recontributed to superannuation and may be eligible to claim 
a tax deduction for the contributions.

It is important to get the timing of the commutation and 
rollover right. Any commutation and roll–over of the pension 
prior to 1 July 2007 is required to be notified to the ATO for 
RBL purposes. This may result in the ATO notifying the client 
that the TAP is partly rebatable for any pension payment that is 
made prior to 1 July 2007. It may be possible to commence the 
TAP on or after 1 June 2007 and providing the first pension 
payment is not made until 1 July 2007 or later it will be tax 
free under the proposed rules as Kerry is over 60. 

There are a number of opportunities that may make the 
roll–over of lifetime and life expectancy pensions a better 
option for clients. This would occur where the client wishes 
to receive a greater amount of income paid or consider that 
some of the terms and conditions applying to the current 
pension are too restrictive. It may also allow a client access 
to a lump sum by releasing amounts that may now be 
locked up in reserves. Lifetime and life expectancy pensions 
which are currently being paid, particularly to members of  
self-managed superannuation funds should be reviewed well 
in advance of 30 June 2007 to determine whether advantages 
could be obtained by commuting the pension before or after 
the proposed changes take effect on 1 July 2007.
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