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When analysing the proposition of holding insurance in super it’s 
tempting to focus on tax – the tax treatment of premiums and the 
taxation of claims paid in the form of super benefits.

While we can’t ignore the significance of tax aspects of policy ownership, we’ll 
examine some of the other issues pertaining to the super fund as a vehicle to hold 
insurance before getting to tax.

Protecting the claim Proceeds
Where insurance claims are paid, it is paramount that the insured (in the case of 
TPD, critical and terminal illness claims) and their beneficiaries (in the case of death) 
be able to utilise these proceeds for their intended purpose – be it medical expenses, 
rehabilitation or support for the dependants of a breadwinner.

Two significant obstacles to this objective are: 

● The insured or insured’s estate becoming bankrupt – insurance claim proceeds 
paid prior to the date of bankruptcy generally become available to creditors;

● Challenges to an insured’s estate by eligible persons who feel they have been 
short changed or overlooked (testator’s family maintenance applications)

Last year’s changeover to the “better super” system transformed it from a system that 
was liberal in respect of contribution rules and focused on punitive benefit taxes to 
restrict excessive accruing of super benefits to the reverse. The bankruptcy rules in 
respect of super underwent a similar change.

Prior to July 2007, benefits (including any insurance claims paid into a super fund) 
above a statutory limit1 were divisible amongst creditors. Since 1 July 2007, the 
protection is unlimited and statutory focus has shifted to preventing bankrupts and 
prospective bankrupts tipping large amounts of contributions2 into their super with a 
view to frustrating creditors. Insurance paid into a member’s super fund account is not 
classified as a contribution and benefits held in super are not “divisible property” under 
the relevant legislation3. Subsequent benefit payments are also not “divisible property”.
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By contrast where a policy is held outside super and the 
prospective bankrupt is the beneficiary of the proceeds prior to 
the date of bankruptcy; the exemption of those proceeds from 
“divisible property” does not apply.

Super has been a potentially valuable estate planning tool as super 
paid directly to a beneficiary is not part of a deceased’s estate.

This is important in terms of a beneficiary’s access to benefits. The 
prospect of eligible persons lodging a claim against an estate (the 
legal costs for which are usually funded from the resources of the 
estate) mean that the executors often delay distributions to estate 
beneficiaries until the statutory period during which persons may 
lodge a claim has elapsed. This can be anywhere from 18 months 
after date of death in NSW (to be reduced to 12 months if 
legislation currently before the NSW Parliament4 is passed) to  
three months after grant of probate of the will in Tasmania.

However, disgruntled beneficiaries (who are eligible under the 
super law) can make a complaint to the Superannuation 
Complaints Tribunal (SCT), if the death benefit has been paid as 
a result of the super fund trustee exercising discretion. The fund 
member making a binding beneficiary nomination can remove 
this discretion. Given a binding nomination then, super provides 
a high level of certainty in terms of death benefit outcomes 
(including any insurance that forms part of a death benefit).

The main threat to super death benefit certainty has been the 
development (only in NSW at this stage) of the concept of 
“notional estate” where the payment of super death benefits 
direct to beneficiaries (as well as many other transactions 
undertaken in the three years prior to death) may be characterised 
as “prescribed transactions” that have reduced the estate. NSW 
Courts have ordered that super death benefits (including 
insurance) be brought back into the deceased’s notional estate.

Legal experts are developing other solutions to enhance certainty 
– such as the use of self managed super funds with special 
governing rules. While the issues above would also extend to 
the nomination of a beneficiary on a self-owned policy, cross-
ownership of policies would mean that claim proceeds do not 
form part of a deceased’s estate.

Whether other Australian States will adopt the NSW approach 
in the gradual move towards uniform succession laws in Australia 
(and a possible implementation timetable) is uncertain.

Barriers to adequacy of insurance in suPer
While IFSA has estimated that 70 per cent of life insurance 
policies purchased by Australians are now through super, “the 
average level of cover provided through superannuation 
represents just 20 per cent of the needs of the average 
Australian.”5 

For the self-employed, business owners, senior executives and 
people in SMSFs, insurance in super is a no-brainer.

However, one practical problem when recommending additional 
insurance in super is that employees are often members of 
corporate funds and industry funds that dictate the amount (and 
types) of insurance the members can have.

The upside of this is that the basic insurance cover that is provided 
is usually inexpensive with no need for the members to provide 
medical evidence. The downside is adequacy of insurance.

Assuming the members do not want to forgo the fund due to 
low fees, ancillary benefits (such as free short term income 
protection) and the inexpensive insurance cover, additional 
cover needs to be either sought outside super or more creative 
solutions need to be considered.

Whilst most of this decade’s focus on member rights has been on 
choice of fund (the member’s right to direct their employer to pay 
mandated contributions to their preferred fund), members of 
accumulation funds also have the right to transfer their accrued 
balance to the fund of their choice. This is known as “portability”.

It is also not an “all or nothing” or “now or never” right – 
members can direct a partial transfer6 to the fund of their choice 
and can do this every 12 months. The transfer must be carried 
out by the fund within 30 days of request.

The new fund can be the vehicle for holding the additional 
insurances required, with the value of the transfer offset by the 
member arranging additional contributions to their “main” 
super fund so the retirement balance is not eroded.

Obviously this work around is not ideal and consideration 
should be had to whether it is easier or more cost effective to 
purchase the additional insurance outside super. But if IFSA is 
correct about the 80 per cent shortfall, the portability solution 
may be well worthwhile – particularly where insurance is 
expensive for people due to health or age reasons.

contriBution caPs
The new super system provides a more generous pre-tax (concessional) 
contribution cap of $50,000 per annum for people aged less than 50 
than the caps that prevailed under the previous system.

The main issue is that those aged 50 and over will not fare as 
well in the new system – particularly once the transitional 
concessional cap of $100,000 per annum ceases on 1 July 2012.

Detractors from insuring through super have argued that the 
valuable cap should not be wasted on funding insurance – which 
in turn is based on the reasonable point that failure to make 
additional contributions commensurate with the cost of any 
insurance held in a super will erode retirement savings.

However the new super system introduced another change that 
often escapes attention – persons or employing entities making 
the contributions and claiming them as tax deductions are not 
constrained by these limits.

This has significant implications in terms of funding insurance 
through super with excess concessional contributions – 
considered in the case studies.

Case study

Mr Invest is 48 and makes concessional contributions of $55,000 
entirely for investment purposes. His marginal tax rate is  
41.5 per cent.

The first $50,000 of the contribution will be treated as assessable 
income of the fund and is taxed at 15 per cent, so he’s investing 
(41.5 per cent – 15 per cent) 31.5 per cent more of his dollar than 
if he invested outside super.

However the $5,000 that exceeded the cap will attract a penalty 
tax of 31.5 per cent once the ATO eventually assesses it to be an 
excess contribution. This is on top of the 15 per cent fund tax – a 
total effective tax of 46.5 per cent which is 5 per cent higher than 
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Mr Invest’s marginal tax rate. He should have invested outside 
super or made a non-concessional contribution to super.

Ms Insure is also 48 on a marginal tax rate of 41.5 per cent and also 
makes a $55,000 concessional contribution but $5000 of the 
contribution is used to purchase Life and TPD insurance. The tax 
benefit of Ms Insure investing through super is identical to the  
Mr Invest and the excess contribution is also taxed at 31.5 per 
cent. However whilst the excess contribution is treated as assessable 
income to the fund, the fund trustee returns the tax deduction it 
gets for the insurance premiums to the member account. Most 
funds where members can choose their level of insurance return 
this deduction these days. The effective total tax on the excess 
contribution is 31.5 per cent as the 15 per cent fund tax is 
effectively negated, making insurance in super 10 per cent cheaper 
for Ms Insure than outside super.

Of course, Ms Insure may not exceed her cap each and every 
year – and in those years she doesn’t the full 41.5 per cent 
advantage of her insuring through super is restored.

It must be remembered that excess concessional contributions 
are counted toward the non-concessional cap ($150,000 per 
annum – ignoring the averaging provision available to people 
under age 65).

Note if Ms Insure has transferred the $5000 to a different fund 
to the one she made the contribution to using her portability 
rights (as discussed above), some funds will still return the 
deduction to the member account. As there would be no fund 
tax relating to a contribution, such funds will issue additional 
investment units to the value of the deduction or offset tax on 
fund earnings relating to the members account. This is also an 
angle for people funding insurance through super with non-
concessional contributions.

Of course people on a marginal rate lower than 31.5 per cent 
exceeding the cap will be worse off, but this cohort would be 
virtually non-existent. Of course low income earners such as 
those in the 16.5 per cent tax bracket could fund the insurance 
making by non-concessional contributions which – in addition 
to the angle mentioned above – could have the added attraction 
of making them eligible to get a government co-contribution of 
$1500 (or close).

taxes on tPd Benefits
Eventually all retirement benefits paid from super will be  
tax-free as the preservation age aligns with the age at which all 
lump sums and pensions are tax-free – age 60 and non-preserved 
super disappears.

There are exceptions of course where the taxable portion of 
benefits will be taxed at a maximum of 20 per cent plus Medicare 
Levy – benefits paid out under the release grounds of severe 
financial hardship, compassionate grounds and permanent 
incapacity. Given the plight of people withdrawing benefits in 
such circumstances, it makes one wonder about the continuing 
validity of such policy. The higher pre-preservation age tax rate 
is a legacy of the low preservation era when the punitive tax 
rates were intended to be a deterrent from people withdrawing 
benefits early.

However, 21.5 per cent is what we are stuck with on the taxable 
component of lump sum TPD benefits paid out under preservation 
age. Once the preservation age completes its transition from age 

55 to age 60, this will result in the ridiculous outcome of the bulk 
of a lump sum TPD payout being taxed at 21.5 per cent at age 59 
but becoming completely tax free at age 60.

A few points for a super fund member who receives a TPD 
claim to their fund to consider: 

● Consider keeping the benefit or the bulk of it in the fund 
in accumulation phase. Assuming they are under age 
pension age, the amount will not be counted for 
Centrelink’s income and asset tests and they could qualify 
for a benefit such as the Disability Support Pension or 
Sickness Allowance. These benefits could be augmented by 
partial super withdrawals as needed.

● Consider taking some or all as pension – given the 15 per 
cent pension tax offset and the tax-free amount of TPD 
super pensions, they are highly tax-effective.

● While it may be desirable to withdraw from super to repay 
the mortgage and necessary to cover medical costs – do the 
numbers, financial advice is all about getting money into 
super into the low tax or tax-free super environment rather 
than withdrawing it.

taxes on death Benefits
Death benefit taxes to non-dependants beneficiaries (chiefly 
financially independent adult children of super fund members) 
should arguably be a pre-occupation only for single parents, 
couples where one in the couple is likely to pre-decease the 
other due to health issues or people with complex estate 
planning requirements.

The value of planning for remote outcomes such as the eventual 
death of both in a couple in twenty years time or the couple in a 
fatal car crash scenario is debatable. In many cases advisers have 
withdrawn and re-contributed funds for couples with the outcome 
that a surviving spouse may be worse off by receiving a reduced 
or no anti-detriment payment (a topic for another day).

Nonetheless tax on death benefits to independent adult children 
is often used as an argument for insuring outside super, the 
following should be borne in mind: 

● The 31.5 per cent (maximum) tax that applies to the 
untaxed element of the death benefit’s taxable component 
only applies where the fund member dies prior to age 65;  
From age 65, the death benefit to a non-dependant will  
be taxed at 16.5 per cent whether insurance is attached or 
not – which means that the insurance component’s total  
effective tax is 16.5 per cent in comparison to the 
investment component’s 31.5 per cent.

● Where death is foreseeable due to illness etc, consider 
withdrawing benefits while alive. All benefits withdrawn  
on or after age 60 are tax-free, as are all terminal illness 
benefits. Whilst the anti-detriment payment (which is made 
by some funds as an uplift to the death benefit) will be 
foregone, the overall numbers usually work in favour of 
withdrawing whilst alive. Note – the ATO has indicated 
that anti-detriment payment itself should not generally 
apply to insurance proceeds in a death benefit7.

● Is the adult child financially dependent or in an 
“interdependency” relationship with their parent? This  
is a complex area for another day, but case law suggests 
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financial dependency may be a less difficult hurdle to meet 
than the explicit statutory requirements of interdependency. 
If the child falls into either of these categories, the death 
benefit will be tax-free.

● Does the value of the deduction give the parent greater 
spending power with which to gross up super to account 
for tax on death benefits? It’s an unusual scenario where  
this is not the case – for example a person on the lowest 
marginal tax rate (16.5 per cent) with a considerable 
proportion of their death benefit that will be taxed at  
31.5 per cent if they walk under a bus not long after  
taking their policy out.

So by all means insure outside super in less common scenarios 
such as people with non dependant beneficiaries who wish to 
use their entire contribution cap for retirement income purposes 
or those with complex estate planning needs (particularly those 
in NSW at time of writing).

However, in the bulk of client scenarios holding insurance 
policies in super will not only make it more affordable, but has 
many other advantages in the event of a claim.

1	 The	limit	was	the	pension	RBL,	which	was	$1,356,291	prior	to	abolition	of	RBLs	effective	1	July	2007

2	 Made	after	27	July	2006	

3	 Section	116(2)(d)(iii)	of	the	Bankruptcy	Act,	1966

4	 Succession	Amendment	(Family	Provision)	Bill	2008

5	 Life	Insurance	Headland	Statement	–	Securing	Australians	Well	being	2007-10

6	 Unless	the	partial	transfer	request	would	leave	the	account	with	less	than	$5,000	balance.	In	this	instance	the	fund	trustee	can	refuse	the	request	and	the	member’s	right	would	be	
limited	to	a	full	transfer	request.

7	 ATO	Interpretative	Decision	2007/219


