
www.jofp.com.au
Volume 06  Number 02  |  2011

47

FS Advice THE AUSTRALIAN JOURNAL OF FINANcIAL PLANNING•

Risk and life insurances

LIFE INSURANcE THROUGH 
SUPER – OPTImISING cLIENTS’ 
INcOmES
Tim Sanderson

I
t can often be tax-effective to hold life insurance within the 
superannuation environment because the fund trustee can 
generally claim a tax deduction for any premiums paid. 
However, before recommending that an individual take out 
life cover through super, it is important to take account of the 
mechanism by which they benefit will be paid (ie. a beneficiary 

nomination or trustee discretion) and any additional tax implications 
that can apply when the eventual death benefit is paid out. 

This article examines two matters pertinent to these considerations 
– the amount of untaxed element in a superannuation death benefit, 
and ways in which this may be minimised and how a non-lapsing 
nomination may assist in ensuring that a super death benefit is paid 
to a desired beneficiary.

minimising the untaxed element of a super 
life insurance benefit
Where a person who holds life insurance through super dies, a result-
ing lump sum death benefit may consist of tax free component, tax-
able component (taxed element) and/or taxable component (untaxed 
element). If the death benefit is paid to a death benefits dependant1, 
all components will be received tax-free. However, if not paid to a 
death benefits dependant1, the following tax rates will apply: 

 Tax free component not taxed 

 Taxable component (taxed element) taxed at up to 16.5%

 Taxable component (untaxed element) taxed at up to 31.5% 
A taxable component (untaxed element) will form part of a death 

benefit where the member’s death benefit consists of life insurance 
and the fund trustee has claimed a tax deduction in respect of the 

insurance premiums2. While a client who is likely to have at least 
one death benefits dependant at the time of death may be unaffected 
by the calculation of taxable component (untaxed element), those 
without such a dependant should look to minimise this component 
and the resulting tax liability.

calculation of untaxed element 
The calculation of the taxable component (untaxed element) con-
tains two steps:
1  Calculate the taxable component (taxed element): 

Gross death benefit x existing service days / (existing service 
days3 + future service days4) – tax free component 

2  Calculate the taxable component (untaxed element): 
Gross death benefit – tax free component – taxable component 
(taxed element) 

This calculation broadly means that individuals with more exist-
ing service days will have a relatively lower taxable component (un-
taxed element).

Example of the impact of existing service
Marion (age 40) takes out a $1 million standalone life insurance 
policy through super. She funds the premium with salary sacrifice 
super contributions. Marion dies five years later at age 45. She has no 
death benefits dependants at the time of her death and her insurance 
proceeds are paid to her adult child. The components and tax that 
apply to her death benefit are calculated as follows: 

We can see from the table that due to Marion’s short existing 
service period of five years within her fund, the death benefit is made 
up of a substantial level of taxable component (untaxed element), 

Tim Sanderson, colonial First State

Tim Sanderson joined FirstTech 
in 2010. He brought to the team 
experience from a large financial 
advisory business where, as Technical 
Services and Paraplanning Manager, 
he was responsible for communicating 
technical information and advice to 

a large group of financial planners and accountants. 
He was also responsible for ensuring the quality and 
efficiency of the internal paraplanning service.  
Sanderson has more than eight years experience in 
the financial services industry, including in technical 
services, paraplanning, adviser services and super 
administration.



www.jofp.com.au
Volume 06  Number 02  |  2011

48

THE AUSTRALIAN JOURNAL OF FINANcIAL PLANNING•  FS Advice

Risk and life insurances

which is taxed at the higher rate of 31.5%. However, Marion 
also has an existing superannuation fund used to receive 
superannuation guarantee contributions from her employer. 
This fund was established 15 years ago when Marion 
commenced employment and consists solely of taxable 
component (taxed element).

If Marion’s insurer allows, she could instead meet the 
premium costs for her insurance cover with periodic 
rollovers from her existing super fund. The key difference in 
this approach is that when superannuation money is rolled 
over, the earliest eligible service date applies. 

In Marion’s case, where an amount is rolled over to fund 
the insurance premium, the eligible service date of her 
existing super fund (15 years ago) will then permanently 
apply to her insurance policy through super. This will 
dramatically increase her existing service period and 
subsequently reduce her taxable component (untaxed 
element). As shown below, assuming again that she dies in 5 
years at age 45, she will now have an existing service period 
of 20 years and her net death benefit (paid to her adult child) 
will be increased by $45,000. 

The above analysis highlights that clients holding life 
insurance within their superannuation fund who are unlikely 
to have a death benefits dependant will be advantaged 
by quarantining any large after tax contributions in a 
separate superannuation fund. By minimising their tax free 
component within the fund holding the life insurance, they 
will also minimise the value of taxable component (untaxed 
element) included in a super death benefit, leaving a higher 
end benefit to be received by their beneficiaries.

Non-lapsing death benefit nominations 
– the binding nomination of the future 
For some time now, many superannuation funds have al-
lowed their members to determine with certainty to which 
dependants5 their super benefit will be paid in the event of 
death by making a binding death nomination. Binding death 
nominations are allowed by Section 59(1A) of the Superan-
nuation Industry (Supervision) Act 1993 (the SIS Act), pro-
vided that the requirements of SIS regulation 6.17A are also 
satisfied. These requirements include:

 The nomination ceasing to be valid after three years from 
the date it was originally made

 Signatures from two adult witnesses (who are not 
nominated beneficiaries) 

 The nomination clearly identifying the proportion of any 
death benefit that each nominated beneficiary will be 
entitled to.
The three year lapsing rule seeks to protect against 

inappropriate nominations as personal and financial 
circumstances change over time, but in practice it can also 
lead to many clients not maintaining a valid binding death 
nomination at all times. Recent analysis indicates that a 
substantial proportion of binding death nominations are not 
renewed by the required date. The impact of a client not having 
a valid binding death nomination can be substantially negative, 
with potential outcomes including death benefits being paid: 

components  $450k contributed $450k contributed

 to existing fund  to a separate fund 

Fund 1:   

Tax free component $450,000  

Taxable component (taxed)  $125,000 

Taxable component (untaxed)  $575,000  

Total balance  $1,150,000  

   Nil $350,000 

$350,000  $700,000  Fund 2: – Tax free component

Total balance  Nil  Nil 

$450,000  $450,000  Total gross death benefit

 $1,150,000  $1,150,000 

Tax payable  $450k contributed  $450k contributed

on death benefit to existing fund  to a separate fund 

Tax free component  Nil  Nil 

Taxable component (taxed element)  $20,625  $57,750 

Taxable component (untaxed element)  $181,125  $110,250 

Total tax payable  $201,750  $168,000 

component  Formula  Value  Tax  Net value

Tax component (taxed element)  $1m x 20 years / 40 years  $500,000  $82,500 (16.5 %)  $417,500 

Tax component (untaxed element)  $1m – taxed element  $500,000  157,500 (31.5 %)  $342,500 

Total  $1m  $240,000  $760,000 

component  Formula  Value  Tax  Net value 

Tax component (taxed element)  $1m x 5 years / 25 years  $200,000  $33,000 (16.5 %)  $167,000 

Tax component (untaxed element)  $1m – taxed element  $800,000  $252,000 (31.5 %)  $548,000 

Total  $1m  $285,000  $715,000  
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 To a person whom the deceased client did not intend benefits to be 
paid 

 To the client’s estate (where a super death benefit may not have 
been contemplated within the client’s will) 

 To beneficiaries determined under the laws of intestacy (where the 
client does not have a valid will). 
To provide added certainty, some funds are now starting to offer 

an alternative type of nomination, known as a non-lapsing death 
benefit nomination.

What is a non-lapsing death benefit 
nomination? 
As an alternative to a binding death nomination, Section 59(1)(a) 
of the SIS Act allows members to instruct a trustee to whom their 
death benefits are to be paid, provided the trustee consents to such 
an instruction. This alternative type of nomination can be equally 
binding on the trustee (when compared with a valid binding death 
nomination), but because it relies on a different part of the SIS Act, 
it is not subject to SIS Regulation 6.17A. 

Therefore the requirements that apply to binding death nominations 
(for example, the requirement that the nomination lapses every three 
years) do not have to apply. This type of nomination is therefore 
referred to as a non-lapsing death benefit nomination. It is important 
to note that the governing rules of funds that offer non-lapsing death 
benefit nominations will often have a number of specific conditions 
about their use. For example, a nomination may be invalidated by 
some life events and certain procedures may apply when making a 
nomination (for example, the requirement for the nomination to be 
witnessed). A non-lapsing death benefit nomination can generally 
also be revoked or varied by the member at any time. 

Benefits and risks of non-lapsing death 
benefit nominations 
Non-lapsing death benefit nominations can provide certainty about 
the distribution of a client’s death benefits without the need to take 
ongoing action, provided their intended superannuation beneficiar-
ies (and their relationship with the client) do not change. 

In contrast though, if a client has made a non-lapsing death benefit 
nomination and their intended beneficiaries change in the future, 
their death benefit may be paid to their original beneficiary against 
their wishes. It is therefore critical not to view a non-lapsing death 
benefit nomination as a ‘set and forget’ strategy – regular review is 
required, particularly where a client’s situation has changed. This 
is particularly important for clients who have nominated minor 
children to receive their superannuation benefits.

Example: 
Graeme (age 50) is divorced and has $600,000 in super (all taxable 

component). He has two children – Johnny (age 14) and Chris (age 
5). Graeme has just made a non-lapsing nomination for 100% of his 
super balance to be paid to Johnny. 5 years later, Graeme dies. His 
superannuation is now worth $800,000. 

Under the non-lapsing death benefit nomination, Graeme’s super 
fund trustee must pay his death benefit to Johnny, who remains 
a superannuation dependant. Unfortunately though, Johnny is 
now over 18 and was not financially dependent on Graeme, and is 
therefore no longer a death benefits dependant6 for tax purposes. 

The fund would therefore need to withhold $132,000 in tax upon 
paying the death benefit to Johnny. Had Graeme updated his non-
lapsing death benefit nomination prior to his death, he could have 
instead nominated Chris, who, as a death benefits dependant, could 
have received the $800,000 death benefit tax free.

Reversionary pension vs non-lapsing death 
benefit nomination 
Where a client wishes to commence an account based pension, there 
is the question of whether it is better to make a reversionary pension 
nomination, or to instead put in place a non-lapsing death benefit 
nomination. There are two important differences. Firstly, a rever-
sionary pension nomination provides certainty that the balance can 
be paid as an account based pension to the intended beneficiary upon 
death, whereas a non-lapsing death benefit nomination (or any other 
non-reversionary nomination) relies on the fund’s governing rules to 
determine the form of benefit payable (which will often include al-
lowing the beneficiary to choose a lump sum, account based pension 
(if eligible, or a combination of both). 

Secondly, under the social security income test rules, where 
a reversionary pension nomination is made, the non-assessable 
(deductible) amount of the original income stream will be calculated 
using the longer of the client and their reversionary beneficiary’s 
life expectancy. In contrast, where a non-lapsing death benefit 
nomination is made, the non-assessable amount will generally be 
calculated using only the client’s life expectancy. However, if the 
beneficiary is then paid an account based pension upon the client’s 
death, a new non-assessable amount will then be calculated for that 
beneficiary.

Ultimately, the choice of nomination option when commencing an 
account based pension should be determined by the level of certainty 
or flexibility required by the client and their intended beneficiaries 
and also the fund’s governing rules surrounding the form of death 
benefit payments. fs

Notes

1. Death benefits dependant includes a spouse, former spouse, child under 18, financial dependant or interdepend-
ent relation. Where a client’s death benefit is paid to the client’s estate, its tax treatment will be determined by whether 
it is paid from the estate to a death benefits dependant. 

2. The benefit of a member of an untaxed superannuation fund may also consist of a taxable component (untaxed 
element), regardless of whether life insurance is held. However, this article deals exclusively with the calculation of 
this component for members of taxed superannuation funds. 

3. Number of days from the client’s eligible service date within the super fund to date of death. 

4. Number of days from date of death to last retirement date (generally age 65).

5. Definition of dependant determined by the Superannuation Industry (Supervision) Act 1993 and the fund’s govern-
ing rules. Can include a spouse, child of any age, financial dependant or interdependent relation

6. Death benefits dependant includes a spouse, former spouse, child under 18, financial dependant or interdepend-
ent relation. An important distinction between the definition of dependant for superannuation and tax purposes is that 
an adult child is automatically a superannuation dependant, but will not generally be a death benefits dependant for 
tax purposes..


