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INcOmE PROTEcTION IN 
SUPER – wHAT ARE THE 
AdvIcE ISSUES
Jon de Fries

T
here’s some debate and concern in financial advice cir-
cles about holding income protection insurance (IP) 
inside super.

Following a favourable tax change in 20071, the issues 
have gradually intensified following an increase in the 

number of funds offering long-term benefit periods (typically to age 
65) and an increasing take-up of that offer by clients.

Basic issues
As a ‘rule of thumb’ self-owned IP policies could be considered the 
‘default’ policy ownership option for high net worth clients. The 
$25,000 p.a. cap2 for concessional contributions may be better uti-
lised for investment purposes and for funding such clients’ life and 
total and permanent disability (TPD) insurance needs. Using con-
cessional contributions for these purposes provides a tax advantage 
in comparison to investing or insuring outside super. By contrast, IP 
premiums are tax deductible outside of super, so super ownership 
does not make the funding of IP premiums any more tax effective 
for these clients.

Additionally IP in super is unable to offer the more sophisticated 
features and benefits available in the wider market as there are 
difficulties in super funds being able to release such benefits. 

Examples of these include advance payments, double benefits, 
rehabilitation expenses and ‘day one’ partial disablement benefits 
(without the requirement of an initial period of total disability). 

The most commonly applicable condition of release – ‘temporary 
incapacity’ – is examined in detail below.

Conversely, IP in super can be an initial consideration for clients 
who may be cashflow constrained or have lumpy, irregular income. 
Whereas the client must bear the cost of premiums for self-owned 
policies (either out of pocket or salary packaged), the flexibility of 
being able to choose to have the premiums deducted from the super 
fund’s investment balance (whether or not contributions are made to 
the fund) can be a determining factor in some cases as to whether a 
policy will remain in force or not.

Where clients are able to fund the IP (or any insurance) in super 
with a non-concessional contribution, they may be eligible for the 
Government co-contribution. The full $1,000 co-contribution is 
available to eligible people who contribute $1,000 to a fund in a year 
and earn $31,920 p.a. or less3.

Potential issues

claims and the super condition of release
Holding IP in super means that not only does a successful claim to 
the insurer need to be made in the event of a member’s disablement, 
but in order for the trustee to be able to on-pay the policy proceeds 
(usually paid as a monthly benefit set at 75% of income) to the mem-
ber, a condition of release must be met. The condition of release that 
needs to be satisfied is most likely to be ‘temporary incapacity’. This 
is defined in the legislation as follows:
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“Temporary incapacity, in relation 
to a member who has ceased to be 
gainfully employed (including a 
member who has ceased temporarily 
to receive any gain or reward under 
a continuing arrangement for the 
member to be gainfully employed), 
means ill-health (whether physical 
or mental) that caused the member 
to cease to be gainfully employed 
but does not constitute permanent 
incapacity.”4

The legislation requires a 
cessation of gainful employment 
(note: termination of employment 
is not required) due to ill-health. 
Additionally, benefits paid under this 
condition of release must be paid as a 
non-commutable income stream “for 
the purpose of continuing (in whole 
or part) the gain or reward which 
the member was receiving before the 
temporary incapacity”5.

A commonly stated opinion is that 
IP is better held outside super as there 
is no issue about having to meet a super 
condition of release in event of a claim. 
The inference is that the trustee may 
retain the claim proceeds in the fund.

In administering the ‘temporary 
incapacity’ condition of release, the 
trustee’s role is one of collecting the 
evidence that the member has ceased 
gainful employment and cannot work 
due to ill-health. The trustee does 
not exercise judgement or discretion 
as such. This is in contrast to the 
‘permanent incapacity’ condition, 
where the trustee must form a 
judgement about the member’s ability 
to return to the workforce, what 
employment the member is suited to 
and so on.

cessation of gainful employment
In meeting the ‘temporary incapacity’ 
condition of release there must be a to-
tal cessation (including temporary to-
tal cessation) of the member’s gainful 
employment as result of the ill-health. 
Accordingly, a number of scenarios 
can arise where the trustee could not 
release insurance benefits to the mem-
ber.

First, if the member is on paid 
sick leave, APRA’s view is that the 
member remains to be ‘gainfully 
employed’6. While paid sick leave is 

often an offset to income protection 
claims in any case, this is not always 
the case in sophisticated IP contracts. 
Additionally, APRA states that “the 
member’s remuneration plus the 
temporary incapacity benefit (should) 
not exceed the member’s remuneration 
at the time the member became ill”.7 

Second, if the member’s IP policy in 
super offers ‘day one partial’ benefits, 
these benefits could potentially not 
be released as the condition of release 
requires a total cessation of paid 
employment for at least one day. This 
issue can be particularly relevant in 
scenarios such as members who have 
degenerative illnesses where their 
capacity to work gradually diminishes.

Third, if the member is unemployed 
or on unpaid leave at the time of claim, 
benefits may not be released by the 
trustee, as the condition of release 
requires the ill-health to lead to a 
cessation of gainful employment.

Agreed value policies in 
super and  
a subsequent drop in 
income prior to claim
One concern about IP in super is that 
if there’s a drop in income between the 
time of insuring and the time of claim 
that is greater than 25% then all of 
the benefit may not be released to the 
member. This concern arises where 
the IP policy is an ‘agreed value’ con-
tract.

For example, take a scenario where 
a client’s policy is underwritten when 
their income is $8,000 p.m. and a few 
years later a claim is made and the 
insurer pays 75% ($6,000 p.m.) to 
the fund. What if the client’s income 
at claim time has halved to $4,000 
p.m.? Can the trustee release all of the 
$6,000 p.m. to the member given they 
are restricted to providing benefits 
that continue ‘the gain or reward the 
member was receiving before the 
incapacity’?

A strict interpretation of the 
legislation does not cater for people 
with fluctuating incomes such as 
the self-employed, business owners 
or people on unpaid leave such as 
maternity leave.

Where absolute certainty of claim 
outcome is required, it may be best 

to write the agreed value policy 
outside of super.

Note – in the example above, if 
the fund member earned $8,000 
p.a. at the time of claim, the 
fund trustee could generally not 
pay the member an $8,000 p.a. 
temporary incapacity pension 
even though this was what the 
member earned prior to cessation 
of work. This is because the 
temporary incapacity pension 
must be sourced from the IP 
policy proceeds (being $6,000 
p.a.) and cannot generally 
be supplemented by drawing 
from the member’s investment 
account in the fund.8,9

Long-term IP claims 
and TPd
Another concern cited by some 
is where a client is on a long-term 
IP (in super) claim, there is a 
risk that – if they are assessed as 
TPD (and meet the ‘permanent 
incapacity’ condition of release) 
– they could lose access to the in-
come protection-funded tempo-
rary incapacity income stream.

This arises due to an 
interpretation of part of the 
‘temporary incapacity’ definition 
in the legislation, where it is 
defined as “not constitut(ing) 
permanent incapacity”.

The author believes this 
interpretation to be incorrect as:

 the insurer is contractually 
obliged to continue paying 
the claim to the fund until the 
end of the contract (assuming 
no return to work in a TPD 
scenario), and

 the TPD member has not 
returned to work and the 
temporary incapacity pension 
can continue to be paid from 
the super fund to the member 
The reference to ‘temporary 

incapacity’ as not constituting 
‘permanent incapacity’ is a 
demarcation required as the 
former condition of release has 
very strict benefit payment rules 
(i.e. benefits must be paid in 
the form of a non-commutable 
income stream that will stop 

The quote

A strict interpretation 
of the legislation does 

not cater for people
with fluctuating 
incomes such as

the self-employed, 
business owners

or people on unpaid 
leave such as

maternity leave.
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The quote

Whether IP in super 
is suitable for a client 

throws up many more
issues for consideration 
in framing advice than 

the other types of life
insurance where the 

case for ‘inside’ or 
‘outside’ tends to 

be more ‘black and 
white’.

or be reduced once the member returns to work), whilst the latter 
condition of release has no restriction on how benefits are paid. 

Members who are permanently incapacitated can take benefits as 
a lump sum, account-based pension (or any combination), so the 
temporary incapacity pension can continue to be paid.

The ‘temporary incapacity’ definition is phrased like this because 
the law has to ensure that members who are incapacitated but not 
TPD do not have unlimited access to their preserved benefits prior 
to an appropriate condition of release being met. The author does 
not construe the definition to mean that the temporary incapacity 
pension will cease or income protection benefits will cease to be paid 
to the fund where members in receipt of these benefits are assessed 
as TPD.

In or out of super? Other angles and the 
importance of advice
We haven’t space to consider other angles for IP in super such as 
potentially greater access to Government income support in event of 
a claim (due to more generous income testing in comparison to some 
self-owned policies), SMSF issues and so on.

Whether IP in super is suitable for a client throws up many more 
issues for consideration in framing advice than the other types of life 
insurance where the case for ‘inside’ or ‘outside’ tends to be more 
‘black and white’.

However an over-riding issue for many clients is cashflow. If a 
client has cashflow issues holding a policy in super could mean the 
difference between a policy remaining in force or lapsing.

It’s also important to note that policy lapses also become more 
likely where clients are not being adequately serviced by their adviser 
and where the policy in question has been taken out on a stepped 
premium basis. 

Worse, clients will typically let a policy lapse at an age where the 
likelihood of a claim starts to increase. So in addition to income 
protection advice issues such as super or non-super, agreed or 
indemnity contract, clients need to be advised about the benefits of 
level premiums over stepped premiums for long-term protection. fs
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