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By Benedict Davies  Technical Services Manager, Over Fifty Group

Reverse mortgages 
and pension planning

Changes announced in last year’s Budget have removed some of the 
complications of pension planning. The Assets Test taper will be halved, 
increasing the number of people who are eligible for a part-pension, while 

the partial assets test exemption enjoyed by some income streams (lifetime and life 
expectancy annuities, term allocated pensions) will cease to be available after 20 
September 2007. After these proposals become law, the only major exempt asset 
will be the family home. This will mean that one of the major pension planning 
challenges will be accessing wealth in the family home without affecting pension 
entitlements.

The AsseTs TesT AfTer The chAnges
The Department of Family and Community Services argues that ‘very few [age 
pension] recipients are directly affected by the Assets Test, which is primarily 
designed to exclude high wealth individuals with low cash incomes.’1 

While largely true, there are instances where retirees are sensitive to the Assets 
Test, such as where they own valuable non-income producing assets such as a 
beach house or a second car.

To see the effect of the Budget proposals, the table over is included to show the 
effect of halving of the taper from $3.00 per $1,000 of assets to $1.50 per $1,000. 
This substantially increases the allowable assets that a person can have and still 
receive a part-pension.

Importantly, the family home (no matter what its value) is not included in the 
above reckoning. It will be interesting to see – although very hard to measure 
– if retirees are taking advantage of the assets shelter afforded to the family home. 
One possible way to gauge this is to see if retirees employ strategies, such as 
withdrawing assets-tested superannuation tax-free and ‘investing’ the proceeds 
in the family home.

1.	The	Australian	System	of	Social	Protection	–	an	overview,	Department	Family	and		Community	Services,	Second	Edition	2001,	note	11.
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Retirees with asset levels that expose them to pension reductions 
under either the Assets or the Income Test may view investing 
in the family home an alternative to holding means-tested 
assets. For example, retirees with $20,000-$50,000 too much 
in assessable assets, pushing them over a threshold and leading 
to a pension reduction, may wonder if it’s finally time to fix 
the driveway or renovate the kitchen and bathroom.

A growing number of retirees are planning to unlock the 
money invested in the family home as a strategy.

how To Access housing weAlTh
Traditionally, downsizing has been the preferred method of 
accessing wealth tied up in the family home. The strategy 
of downsizing – in the past – has involved selling the family 
home and buying a cheaper home (perhaps an apartment or 
unit). The funds ‘saved’ were then invested, perhaps in super, 
with a portion being invested in an assets-test exempt income 
stream to boost pension entitlements.

Clearly, once the Budget proposals become law this will 
be much harder. Not only are there caps on the absolute 
size of contributions to super, there are limits on the age of 
contributors (which can affect the timing of this strategy). 
Also, as we have seen, new assets-test exempt income streams 
will not be available after 20 September 2007.

An alternative to downsizing, which also gets around most 
of these problems, is a reverse mortgage. Below, we outline 
the rules in the Social Security Act 1991 covering reverse 
mortgages.

reverse morTgAges – A quick primer
Reverse mortgages are a credit product allowing seniors to 
access the equity in their homes.

Unlike a conventional loan there is no requirement to make 
regular repayments. The loan balance increases over time as 
the interest on the loan is capitalised (ie the interest is added to 
the principal amount of the loan).

Money can be advanced as:

❚ a lump sum;

❚ periodic payment;

❚ a combination of the above; or

❚ a line of credit (also described as a cash reserve).

There are few (if any) restrictions placed on how the money 
can be used. Often the loan proceeds are spent on things such 
as home improvements, cars, medical expenses, holidays, or 
simply boosting retirement incomes.

specific rules  
relATing To equiTy releAse
There are special rules in the Social Security Act 1991 covering 
equity release loans. These rules classify such loans as home 
equity conversion agreements which “mean[s] an agreement 
under which the repayment of an amount paid to or on behalf 
of the person, or the person’s partner, is secured by a mortgage 
of the principal home of the person or person’s partner.”

These rules have implications for both the Assets and Income 
Tests, and these rules need to be understood because the very 
essence of a reverse mortgage is to transfer value from an 
exempt asset (ie the principal home) to another form, one that 
may end up counting as an assessable asset.

The AsseTs TesT rules
Under a home equity conversion agreement, where the  
amount borrowed is unspent:

❚	 the first $40,000 is not counted as an asset for 90 days, 
and the excess over $40,000 is counted as an asset 
immediately.

❚	 Where the amount borrowed is spent, depending on 
what the funds are used for, further assessment may be 
necessary.

❚		 If the amount is spent on non-assessable items (eg 
consumable goods and services, repairs or improvements 
to the principal place of residence) no further assessment is 
necessary.

❚		 If the amount is spent on assessable items (eg a car, an 
investment or simply allowed to accumulate in a bank 
account) the relevant Income and Assets Tests will apply.

$40,000 exempTion
The $40,000 exemption appears to be a lifetime limit, and has 
not been indexed since the Social Security Act was rewritten in 
1991. The exemption only applies where “the total amount owed 
by the person from time to time under home equity conversion 
agreements does not exceed $40,000”. This means that the 
exemption applies to total borrowings of up to $40,000, not 

 For full pension For part pension For part pension*

Single	 $161,500	 $338,500	 $515,500

Couple	 $229,000	 $523,500	 $818,00	
(combined)

TABle 1.  eFFecT oF hAlving TAPer

*	From	20	September	2007			
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the first $40,000 each time money is borrowed.

The amount owed by a person under a home equity conversion 
agreement is the principal amount secured by the mortgage 
concerned and does not include:

❚		 any amount representing mortgage fees;

❚		 any amount representing interest; or

❚		 any similar liability whose repayment is also secured by the 
mortgage.

These rules are important, but it needs to be remembered that 
most people who draw equity out of their homes do so only 
after they have exhausted all other assets first. As such, it is 
likely that those drawing equity out of their homes will not 
be troubled by the Assets Test threshold because they have 
few assets other than their home, home contents, and perhaps 
a car.

It is clear from these rules that people should consider whether 
it is wise to acquire financial investments with the proceeds of 
a reverse mortgage – this clearly can affect a person’s pension. 
Also, allowing the loan proceeds to accumulate in a person’s 
bank account can affect a person’s pension.

The income TesT rules
If a pension claimant passes the Assets Test hurdle, the Income 
Test will then be applied.

Importantly, the amount advanced under a home equity  
conversion agreement is not income itself; rather, any additional 
income assessable depends on how the loan proceeds are 
used:

❚ where the unspent part of the loan is held as a financial 
investment – generally in a bank account – it is subject to 
deeming;

❚		 where spent on other financial investment (eg investment 
bonds, managed funds, shares etc) it is also subject to 
deeming; and

❚		 where spent on consumer goods, no additional income is 
counted under this test.

whAT is The prAcTicAl  
ouTcome of These rules?
It is important to be aware of these rules, but practical 
considerations may make the pension impacts less pointed. 
In all situations, where the money is borrowed to be spent 
quickly there should be no pension impact. Where the money 
is borrowed and allowed to accumulate in a person’s bank 
account, there may be a pension impact.

From a practical standpoint, it is not likely that someone would 
intentionally allow monies to accumulate in a bank account. 

Firstly, because most reverse mortgages offer lines of credit  
or cash reserve facilities, it is unlikely that a person will draw 
the funds until they are actually needed. And, secondly, 
drawing funds before they are needed will incur unnecessary 
interest (and most rational people will avoid this).

whAT hAppens if The loAn is noT A 
home equiTy conversion AgreemenT?
We have looked at the home equity conversion agreement 
rules in the Social Security Act. The rules in the Act cover a 
‘mortgage of the principal home’. But a reverse mortgage may 
be drawn against a beach house or an investment property. 
What are the outcomes here? 

Loans secured against a residential property that is not the 
principal home may not receive the same treatment described 
above (the principal home is defined as the home in which a 
person or couple lives for the greatest amount of time each 
year).

Where the loan is not over the principal home, it is not a home 
equity conversion agreement. In these cases, it is possible that 
Centrelink may wish to apply the rules in section 1073 which 
provides that a person who receives such a lump sum to be: 

“taken to receive one fifty-second of that amount as 
ordinary income of the person during each week in the 
12 months commencing on the day on which the person 
becomes entitled to receive that amount.” 

This is a much harsher test and has the potential to seriously 
affect someone’s Age Pension entitlements, as only small 
amounts need be borrowed to exceed the maximum income 
allowable under the Income Test. This can be seen in the 
following table:

Under the Social Security Act rules, a home equity release loan 
over an investment property or holiday home could be less 
favourably treated than one over the principal home.

It is important to remember that many clients with investment 
properties and holiday homes may already be excluded from 
government income support and strategies to manage such 
payments may not be a priority.

This interpretation of the rules assumes the worst possible 
outcome.

 For full pension For part pension

Single*	 $1,455.25	pf	 $37,836.50

Couple	(combined)*	 $2,435.00	pf	 $63,310.00

TABle 2.  loAn noT over PrinciPAl home

20	March	-	30	June	2007
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The good news: depArTmenT of fAmily 
& communiTy services & indigenous 
AffAirs (dfAcsiA) policy
However, based on communications we have had with 
DFACSiA, they have confirmed that the capital drawdown 
from a loan against an investment property or holiday home, 
whether by reverse mortgage or a standard loan arrangement, 
is not considered income:

This [interpretation] is based on longstanding DFACS 
policy that money borrowed is not income for social 
security purposes.2 

Fortunately, FIS officers and DFACSIA show no desire to 
enforce a harsh interpretation of these rules. However, those 
borrowing against beach houses and investment properties 
do not have legislative certainty. You should always get a 
FIS officer to confirm Centrelink’s current policy on monies 
borrowed against properties that are not a person’s principal 
residence, because policy is only policy and not law, as such, it 
is easier to change.

gifTing
We have not yet looked at one of the major uses of equity 
release products – helping out family members. This is 
increasingly becoming a motivation for using equity release, 
with parents and grandparents wanting to help out the next 
generation with deposits on homes, school fees etc. But there 
are some important social security considerations to think 
about before recommending this.

As we have seen, the Social Security rules are designed to 
encourage those who can support themselves to do so, rather 
than rely on the Age Pension. Means Testing will only be 
effective if it includes assets that people have given away for 
little or no consideration. This is known as gifting.

‘Gifting’ refers to a situation where a pensioner or a pensioner’s 
partner:

❚ gifts or disposes of assets for less than their market value; 
and

❚		 does not receive adequate consideration for the gift or 
transfer.

Pensioners may gift any amount or any asset, but gifting 
in excess of the gifting free area may affect their pension 
entitlements.3  

From 1 July 2002, a single person or married couple can gift up 
to $10,000 each financial year4, with a maximum of $30,000 
over a five-year period.

As you can see, over a 10-year period a maximum of $60,000 
can be gifted without exceeding the gifting rules.

2.	Letter	from	the	then	Department	of	Family	and	Community	Services	dated	24	January	2006

3.	Also,	gifting	in	excess	of	the	free	area	may	affect	eligibility	for	the	Pension	Bonus	Scheme.

4.	For	pensions	that	commenced	to	be	paid	prior	to	1	July	2002,	the	relevant	period	is	the	‘pension	year’,	ie	the	anniversary	of	the	date	of	the	pension	being	granted.	Check	with	Centrelink	if	there	is	uncertainty	about				
				your	client’s	situation.

 Year gift

	 1	 $10,000

	 2	 $10,000

	 3	 $10,000

	 4	 –

	 5	 –

	 6	 $10,000

	 7	 $10,000

	 8	 –

	 9	 –

TABle 3.  giFTing limiTs
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whAT hAppens when  
gifTs exceed The gifTing–free AreA?
Any assets gifted in excess of free area will be treated as 
deprived assets for a period of five years.

Deprived assets are:

❚		 included in your clients’ assessable assets until the fifth 
anniversary of the date the disposal was made; and

❚		 the total value of deprived assets is added to the value of 
their other financial investments. The deeming rules will 
apply to increase their assessable income under the Income 
Test.

As you can see, where your clients receive a part-pension – or 
may do so as they are close to the income free area or assets 
threshold – gifting assets requires careful planning.

BuT is iT fAir?
We have seen that the gifting rules are an essential part of 
the means testing. They aim to ensure that those with greater 
resources support themselves first. However, the outcome of 
these rules is that people who give money away sourced from 
funds borrowed against the family home are not giving away 
assessable assets. In fact, in some instances, they are creating 
assessable assets from exempt assets.

finAl remArks
In this article, we have covered the rules in the Social Security 
Act (and DFACS policy) covering reverse mortgages. We 
have seen that where the monies are borrowed and consumed 
quickly there should be no pension impacts. Further, we have 
seen where monies are borrowed and invested or ‘gifted’ there 
are potential complications.

Despite these planning issues, most retirees are able to easily 
access the equity in their family home without affecting their 
pensions. Lump-sums can be drawn for home improvements 
or medical expenses; periodic payments can be set up to create 
regular income streams to boost the Age Pension; while 
cash reserves can be established for both drawdowns and 
regular income. Provided the funds are spent quickly and not 
accumulated, there should be no pension impact.

Retirement planning strategies that involved sheltering 
assets in certain income streams will need to change after 20 
September 2007. However, one thing that will not change 
is exemption given to the family home. Increasingly retirees 
are keen to utilise the wealth tied up in their family homes. 
Advising on ways to do this with no (or minimal) pension 
impacts should form part of a good retirement plan.
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