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LATEST SmSF ESTATE 
PLANNING TRENdS  
ANd STRATEGIES
Deborah Wixted

W
ith over half of all SMSF members aged 55 
or over, and one-fifth aged 65 or over, it’s 
more important than ever to plan for the 
succession of SMSF benefits, fund assets 
and funds. This paper will canvass some 
of the key drivers of SMSF estate planning 
over the next few years, issues the regula-

tors are grappling with now and strategies you and your clients can 
use to respond to these challenges. 

The primary estate planning focus for many SMSF trustees is how 
to make tax effective superannuation death benefit payments in a 
manner desired by the member. This can encompass: 

 who will receive the superannuation death benefit 
 in what form – lump sum or pension –the superannuation death 

benefit is to be paid 
 taxation of the benefit payment and of fund assets required to 

make the payment. 
However, other important considerations include: 

 control and management of the SMSF on the death or mental 
incapacity of one or more trustees 

 management of the fund assets as part of the death benefit pay-
ment process 

 interaction of the superannuation death benefit and SMSF struc-
ture with other assets and asset structures held by the member. 

Each of these matters will be considered in turn, including any 
relevant strategies. 

Overview 
First, consider what an SMSF may typically look like at the time any 
estate plan is needed. Doing so provides some general insight into a 
few of the drivers behind particular estate planning issues and strate-
gies. 

Key points to note from Figure 1 are that SMSFs are most likely 
to show several trends.

They include having two members (64% of SMSFs are 2-member 
funds) who are over the age of 55, and perhaps also over the age 
of 65, they are controlled by those same two individuals as trustees 
(88.5% of SMSFs have individual trustees rather than a body cor-
porate; a trend away from corporate trustees can be seen over recent 
years) and they are invested predominantly in Australian shares or 
cash/term deposits. 

While 20% of SMSFs hold all their assets in one asset class and 
91% of SMSFs hold half their assets in one asset class, an investment 
strategy involving a small amount of cash and one or more invest-
ment properties is not the case for most SMSFs. The proportion of 
SMSF assets held in various asset classes does not vary significantly 
between accumulation funds and pension funds. 

Additionally, from an estate planning perspective, these trustees may 
have established their SMSF in part due to a desire to include family 
members in the fund (24%) and/or for better tax planning (36%).
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making super death benefit payments 
tax-effectively: To whom will the 
benefit be paid and how will that be 
determined?

Trend: Use of binding nominations 
While there’s no one answer as to which form of death 
benefit nomination is preferable for an SMSF mem-
ber, the clarification provided by SMSF Determination 
SMSFD 2008/3 suggests an increased likelihood that 
binding nominations will be used. The advent of the ‘su-
perannuation will’ (discussed below) indicates that bind-
ing nominations are being used in novel and unique ways 
by SMSF trustees to achieve their estate planning aims. 

It is therefore important to ensure the binding nomina-
tion clauses of the trust deed work as expected. SMSFD 
2008/3 makes specific mention of the fund’s governing 
rules as a necessary means to achieve a binding nomina-
tion “…This means that the governing rules of an SMSF 
may permit members to make death benefit nominations 
that are binding on the trustee, whether or not in circum-
stances that accord with the rules in regulation 6.17A of 
the SISR...” Older deeds particularly, may fail to contain 
the provisions necessary to permit the trustee to accept 
a binding nomination or, of more concern, contain pro-
visions that purport to offer a binding nomination but 
which fail due to inadequate drafting. 

Consider the case of Donovan v Donovan [2009] QSC 
26, where the purported binding nomination clause in the 
deed stated “…A member may make a binding death ben-
efit nomination in the form required to satisfy the Statuto-
ry Requirements…”. This was ruled by Fryberg J to mean 
the provisions of SISR 6.17A(6) (which relate  to the form 
of a binding nomination notice) should have been com-
plied with. As these were not, the SMSF member’s death 
benefit nomination was considered to be non-binding. 

A last point to note on the trend towards using bind-
ing nominations comes from the Government response 
to the Superannuation System Review (Cooper Review). 
In its initial response to the report, the Government gave 
in-principle support to the two recommendations relat-
ing to binding nominations in super funds generally:

 Recommendation 5.14: The SIS Act should be 
amended so that binding death nominations would 
be invalidated when certain ‘life events’ occur in re-
spect of the member. The current systems used by 
States and Territories under which testamentary dis-
positions are invalidated could be used as guidance 
for creating a single national model. 

 Recommendation 5.15: Subject to recommendation 
5.14 being implemented, the SIS Act should be 
amended so that binding death benefit nominations 
only have to be reconfirmed every five years.

While recommendation 5.15 should not apply to SMS-
Fs making binding nominations that are not required to 
comply with SISR 6.17A and can be non-lapsing, it re-
mains to be seen whether recommendation 5.14 will have 

any impact on SMSF binding nominations. 
Most recently, in its Stronger Super information pack 

which was released on 21 September 2011, the Govern-
ment advised it had no plans to make changes to binding 
nominations provisions at this time.

Trend: The advent of the ‘superannuation will’ 
A relatively recent innovation in SMSF estate planning is 
what is commonly being termed a ‘superannuation will’. 
These are specific provisions of an SMSF’s governing 
rules, in conjunction with 

SMSF binding nominations, drafted as a whole in or-
der to: 

 leave specific super death benefits to specific benefi-
ciaries, whether dependants, non-dependants or to 
the deceased member’s estate 

 make provision for the executor of the deceased 
member’s will to take their place as trustee of the 
SMSF while the death benefit payment process is be-
ing carried out 

 pay out specific fund assets to specific beneficiaries, in 
a manner similar to making specific bequests in a will 

 make conditional or contingent death benefit pay-
ments.

Given the potential flexibility and customisation in-
herent in a ‘superannuation will’, certain SMSF trustees 
will find them of great benefit. However, it is important 
those advising such trustees of their use take care to en-
sure the ‘superannuation will’ is properly embedded in 
the client’s overall estate planning. 

As a case in point, a financial adviser specialised in 
SMSFs recommended the use of a ‘superannuation will’ 
to an SMSF client. The client later discussed this with 
his estate lawyer, who had been responsible for the draft-
ing of the client’s will. Imagine the adviser’s horror at 
later being sacked by his client on the basis that the estate 
lawyer’s view was that (1) a ‘will’ could not cover super-
annuation, (2) the financial adviser was incompetent in 
suggesting this to be possible and (3) the client’s whole 
estate plan was put in jeopardy by the existence of the 

Taxation and estate planning

Figure 1. Typical SmSF at time of death benefit payment
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Binding nominations 
are being used in novel 
and unique ways by 
SMSF trustees to 
achieve their estate 
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‘superannuation will’. Taking steps to engage other es-
tate planning professionals when making SMSF estate 
planning recommendations generally, and ‘superannua-
tion will’ recommendations specifically, is vital to ensur-
ing the success of the strategy.

Trend: Payments increasingly to ‘non-traditional’ 
beneficiaries
SISR 6.22 limits a member’s death benefits in a regu-
lated super fund to being cashed in favour of the mem-
ber’s legal personal representative or one or more of the 
member’s dependants. “Dependant” is defined to in-
clude the spouse and any child of a member, regardless 
of whether the spouse or child was financially dependent 
on the member; any person with whom the member had 
an interdependency relationship and any person finan-
cially dependent upon the member at the time of death. 

While historically most super death benefits have been 
paid to the spouse or legal personal representative of 
fund members, increasing numbers of such payments 
are being made to those in interdependency relationships 
or who are financially dependent on the member. 

The reasons for this are varied and may include:
 changing demographics of the population and of su-

per fund members, with an increased likelihood of 
older members leaving death benefits to adult chil-
dren or extended family members 

 the relatively recent (2004) inclusion of interdepend-
ency relationships in the definition of dependant 

 the financial advantage, by virtue of reduced tax lia-
bility, of receiving a super death benefit as a financial 
dependant or an interdependant. 

Having a clear understanding of the implications of 
relying on these “non-traditional” dependant definitions 
is crucial to the success of the SMSF client’s estate plan.

Interdependency relationship 
According to Superannuation Circular No. I.C.2 – pay-
ment standards for regulated superannuation funds, “…
An interdependency relationship between two people is 
characterised by a close personal relationship, living to-
gether, financial support, domestic support and personal 
care of a type and quality above the care and support 
that might be provided by a mere friend or flatmate. This 
may include a partner who does not meet the definition 
of a spouse. An interdependency relationship may also 
exist where there is a close personal relationship between 
two people but they do not live together, provide finan-
cial support, domestic support or personal care due to 
one or both of them having a physical, intellectual or 
psychiatric disability or they are temporarily living apart 
due to one (or both of them) temporarily working over-
seas or serving a gaol sentence…” . 

The are some key points to note here. Reliance on an 
interdependency relationship existing where two indi-
viduals are temporarily living apart may require further 
evidence to this end. Here, recent comments by the Su-

perannuation Complaints Tribunal are instructive. “…
[the SCT] has formed the general view that, in order to 
be considered to be ‘temporarily living apart’, the com-
plainant and the deceased need to have been ‘living to-
gether’ in the first instance, prior to the occurrence of 
the circumstances which gave rise to their ‘temporarily 
living apart’. Accordingly, if the parties had never lived 
together it will be difficult for the survivor to argue that 
they were ‘temporarily living apart’...”. 

However, interdependency may still exist if the in-
dividuals were living apart due to one or both having 
a physical, intellectual or psychiatric disability. Older 
SMSF clients, where one individual is required to seek 
care in an aged care facility, may still therefore be con-
sidered in an interdependency relationship that is subject 
to the disability test. 

Financial dependency

The key points to note when relying on this 
dependency definition are that: 

 partial financial dependency is sufficient to establish 
the necessary connection. However, consideration of 
the SMSF’s trust deed may be required, if it includes 
a definition of financial dependency that is more re-
strictive. 

 there is no requirement for the potential financial de-
pendant to be in financial “need” to establish finan-
cial dependency. However, the degree of financial 
dependency may be determined by reference to the 
degree of financial need and may inform trustees re-
quired to exercise discretion as to the proportion of a 
death benefit to pay to various beneficiaries.

Strategy: comprehensive documentation of 
beneficiary relationships 
The number of different aspects to the existence of either 
an interdependency relationship or financial dependency 
means comprehensive documentary evidence should be 
maintained in support. 

Unlike other superannuation trustees, SMSF trustees 
generally are not required to assess evidence from an un-
related party in exercising any discretion. However, to 
confirm there has been no breach of the fund’s govern-
ing rules and that the correct taxation has been applied 
to a death benefit, it would be good practice for SMSF 
trustees to document the necessary evidence. 

In what form – lump sum or pension – will the 
superannuation death benefit be paid? 
Prior to 1 July 2007, superannuation death pensions to 
spouses and minor children were considered a vital part 
of RBL-effective SMSF estate planning. With the aboli-
tion of RBLs, tighter restrictions around the payment of 
superannuation death pensions to children from 1 July 
2007, and a continued inability of beneficiaries other 
than spouses to rollover a death benefit pension, interest 
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in death benefit pensions appears to have waned some-
what. 

The ability to rollover a death benefit pension, or to 
rollover a deceased member’s benefit to permit it to be 
paid as a super death pension in another fund, has been 
previously put to the ATO via the NTLG. The point 
raised was that SIS legislation permits a member’s ben-
efits to be rolled over for immediate cashing as a death 
benefit, but tax legislation would appear to treat such a 
transaction as the rollover of a death benefit, which is 
otherwise prohibited, rather than the rollover of a mem-
ber benefit. In its response, the ATO noted: “…The ATO 
reiterated it is working to identify a range of issues con-
cerning the payment of death benefits, including the cir-
cumstances, if any, in which a death benefit can be rolled 
over…”. Certainly clarification on this matter and that 
of rollovers of death benefit pensions generally would be 
welcome and provide additional flexibility to beneficiar-
ies wishing to bring such benefits into their SMSF.

Taxation matters 

Strategy: Account for an untaxed element in any 
death benefit that includes insurance proceeds 
ATO Interpretative Decision ATO ID 2010/76 clarifies 
the circumstances in which an untaxed element will be 
included in a superannuation lump sum death benefit. 
Understanding when and how an untaxed element arises 
is an important part of a client’s super estate planning 
where benefits will be paid to tax non-dependants, due 
to the higher rate of tax. 

In order for a lump sum death benefit to include an 
untaxed element, a tax deduction must be, or have been, 
claimed by the fund for:

 premiums paid for life insurance benefits provided 
for members or 

 an amount for the fund’s future liability to pay ben-
efits to members.

The issue addressed by ATO ID 2010/76 is whether it 
is necessary for the fund to claim a tax deduction in the 
financial year in which the benefit is paid for an untaxed 
element to arise. The answer is that the time at which the 
fund claimed the relevant tax deduction is not impor-
tant, the only issue that matters is that a deduction is, or 
has been, claimed in relation to the death benefit. 

A deduction for insurance premiums is claimed ‘in re-
lation to the death benefit’ only if that benefit includes a 
life insurance benefit. 

Therefore, where the death benefit includes insurance 
proceeds, if the fund has claimed a deduction for insur-
ance premiums in any financial year, an untaxed element 
will arise. In the ATO’s view it is not necessary “…that 
a deduction must have been made in every income year 
for life insurance linked to the member’s superannua-
tion interest. Nor is it necessary for a deduction to be, 
or have been, claimed in relation to the particular year 
in which the superannuation lump sum death benefit is 

payable…”. The latter point is important if the insurance 
proceeds and death benefit are paid out prior to the re-
mittance of, and claiming of a deduction for, any insur-
ance premiums due. 

However, a member who has at some time held insur-
ance in their SMSF, but who has cancelled or let the 
policy expire, will not have an untaxed element included 
in their death benefit. Although the fund may have in the 
past claimed a deduction for insurance premiums, this 
was not ‘in relation to the death benefit’ as it does not 
include any insurance proceeds. 

Once it is clear that a potential death benefit will in-
clude an untaxed element, it will also be necessary to: 

 ascertain what impact this is going to have on the net 
amount paid to potential beneficiaries who are taxa-
tion non-dependants. Additional insurance cover 
may be required to compensate for any additional tax 
if there is a need to pay a certain amount to a benefi-
ciary 

 consider rolling over any available benefits from oth-
er superannuation funds with longer service periods, 
to reduce the amount of the untaxed element. 

Trend: decline in the establishment of anti-
detriment reserves to pay anti-detriment benefits 
on death
A complying super fund, including an SMSF, can claim 
a tax deduction to ensure that the amount of death ben-
efits paid (directly or indirectly via the deceased’s estate) 
to a spouse, former spouse or child (of any age) is not 
reduced as a result of contributions being taxed. The 
deduction is available to the fund if it increases a lump 
sum death benefit (or does not reduce the death benefit) 
so that the amount of the death benefit is the amount 
that the fund could have paid if no tax were payable on 
taxable contributions. The increase to the amount of 
the death benefit is usually termed an anti-detriment 
amount. 

To calculate the increased death benefit amount a 
trustee may apply different approaches, including using 
a formula, such as that set out in ATOID 2007/219. In 
general, these formulae use as their basis the amount of 
the taxable component of the relevant lump sum death 
benefit. 

It has been well documented that SMSFs may expe-
rience practical difficulties in paying anti-detriment 
amounts due to having to pay the amount out of non-
member benefits (ie. reserves or similar) within the fund. 
A common approach to this issue for many SMSFs has 
been the establishment of a specific anti-detriment re-
serve, which can be funded through investment returns. 

However, the ATO has indicated, via the National Tax 
Liaison Group Superannuation Technical Subcommit-
tee (NTLG), that payments out of such reserves will be 
counted as concessional contributions where they are al-
located to the deceased member’s account prior to mak-
ing the anti-detriment payment. However, if the amount 
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allocated from the reserve is done so in a fair and reason-
able manner to every member and is less than 5% of the 
value of the member’s interest in the fund at the time 
of allocation, then the allocation is excluded from being 
considered a concessional contribution. The ATO con-
siders it unlikely that this exclusion would apply as the 
amount of the anti-detriment amount is likely to exceed 
this 5% limit. 

Strategy: fund the anti-detriment payment using 
an insurance policy 
An alternative to funding an anti-detriment payment via 
a specific reserve is for the trustee to hold an insurance 
policy that can provide the necessary surplus within the 
fund. Review of the deed will be required to ensure the 
trustee is permitted to hold insurance policies without 
automatically applying the proceeds to a member’s death 
benefit, to detail the uses to which the proceeds can be 
applied and to allow and operate any reserves that may 
arise. 

Strategy: combine an anti-detriment payment 
strategy with a recontribution strategy
 This strategy recognises that the anti-detriment pay-
ment allocated from a reserve will be a concessional con-
tribution but uses the recontribution strategy to limit any 
taxation. The strategy is best explained using the follow-
ing case study. 

case Study 1 
Tom is  55 years of age, with 20 years eligible service. 
His SMSF balance is $600,000 (all taxable component) 
and as Tom has retired, all non-preserved. Tom is the 
only member of his SMSF and his death benefits will be 
paid to his surviving adult children, none of whom are 
financially dependent upon him. 

The SMSF includes an anti-detriment payment re-
serve equivalent to the amount that could be paid out 

according to ATO formula#. 
Should Tom die with his benefit as is, an anti-detri-

ment payment calculated according to the ATO formula 
would equal $83,270. As this would be allocated out of 
the SMSF’s anti-detriment reserve, and is more than 5% 
of Tom’s interest in the SMSF, this amount would count 
to Tom’s concessional cap of $50,000. Therefore, there 
would be excess contributions of $33,270 and excess 
contributions tax of $10,480. 

If instead, Tom cashed out and recontributed 
$450,000, the taxable component of his benefit would 
reduce, thereby reducing the potential anti-detriment 
payment. As this results in no excess concessional contri-
butions, the net death benefit payable to Tom’s children 
is increased by over $32,000. 
Table 1 – Anti-detriment versus recontribution 
strategy 

 Anti-detriment Re-contribution strategy 

 payment  plus anti-detriment payment

Account balance on death $600,000 $600,000

Tax-free component $0 $450,000

Taxable component $600,000 $150,000

Anti-detriment payment# $83,270 $20,817

Total death benefit $683,270 $620,817

Tax-free component $0 $450,000

Taxable component $683,270 $170,817

Tax on death benefit $112,739 $28,185

Excess contributions tax* $10,480 $0

Net benefit $560,051 $592,632

#formula for calculating anti-detriment amount is (0.15 x P) / (R – 0.15 x P) x C, 

where R 

= total number of days in the member’s service period after 30 June 1983, P = total 

number of days in ‘R’ after 30 June 1988, C = taxable component of the lump sum, 

ignoring the increased benefit and any insurance proceeds.

* assumes Tom had made no other concessional contributions in the year of his 

death.

Taxation and estate planning

Figure 3: An older population of SmSFs Figure 4: The vast majority of SmSF trustees  
are individuals

 Source (Graphs 1 and 2): Super System Review Report - A statistical summary of self-
managed super funds, 10 December 2009
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control and management of the SmSF 

Issue: Age demographics and trusteeship 
challenge future of some SmSFs 
The following three graphs illustrate the challenges fac-
ing many SMSFs over the coming years. 

Figure 3 – an older population of SMSFs – more than 
53% of all SMSF members are aged 55 or over; approx-
imately 20% are aged 65 or over. With increasing age 
comes an increasing likelihood of the SMSF needing to 
make a death benefit payment. 

Figure 4 –  the vast majority of SMSF trustees are in-
dividuals. The death or mental incapacity of one mean-
ing some form of restructuring of the fund and its assets 
will be required. 

Figure 5 – the prevalence of mental incapacity through 
dementia in an ageing population. Without proper plan-
ning, including powers of attorney, restructuring of an 
SMSF when one or more of its trustees can no longer fill 
his or her duties becomes difficult. 

management of the fund assets as 
part of the death benefit payment 
process 

Strategy: Preserving particular assets in the fund 
following the death of a member 
SMSF trustees may wish to consider the implications 
and potential risks of holding illiquid assets in the event 
of the death of a member of the fund. For example, sell-
ing an asset, such as a business real property, to fund a 
lump sum death benefit payment could adversely impact 
a fund in a number of ways, including forcing a trustee 
to: 

 sell an asset in difficult economic circumstances or at 
the wrong time in the economic cycle 

 incur expensive valuation and transaction costs 
 trigger a capital gains tax event and incur a capital 

gains tax liability or crystallise a capital loss. 
The surviving members of the fund may also prefer 

to retain assets within the fund in a concessionally taxed 
environment and/or to avoid any potential negative im-
pacts on a related party’s business. 

The simplest solution for the trustee of the SMSF to 
retain the illiquid asset in the SMSF is to pay the death 
benefit in the form of an income stream, with the illiquid 
asset used to support the pension. 

When adopting this strategy, it is important to note 
that an SMSF will be required to have sufficient cash-
flow to meet its ongoing pension payments, which is an 
issue the trustees must address if the income from the 
asset, such as rent, isn’t sufficient to meet the required 
pension payments. 

Otherwise, the trustee may have to eventually dispose 
of this particular asset or any other asset held by the 

fund. If the beneficiary is not an existing member of the 
SMSF they will need to become a member and trustee or 
a director of the trustee company of the SMSF in order 
to receive an income stream. 

Other than commencing a death benefit pension as 
above, an SMSF does not have the option to ‘rollover’ 
or create a new interest in the fund directly using the 
deceased’s benefit. Dependants such as a spouse, a child 
under 18 and those in an interdependency relationship 
with the deceased are able to take a death benefit either as 
a lump sum or an income stream. However, restrictions 
on the payment of a death benefit income stream mean 
that adult children generally must take their death ben-
efit in the form of a lump sum. If the SMSF trust deed 
does not allow a death benefit income stream to be paid, 
consideration should be given to a deed amendment. 

It may be possible to retain an illiquid asset within 
the fund if the non-dependent child can contribute an 
amount equal to the value of the lump sum death benefit 
payment to the SMSF. The SMSF could then use the 
cash contributed by the adult child to pay the lump sum 
death benefit. The beneficiary can then become a new 
member of the SMSF (if they are not one already) with 
the illiquid asset held by the SMSF to support members’ 
interests. 

Trustees will need to be mindful of the following when 
considering this strategy: 

 the SMSF’s trust deed must allow the dependant to 
become a member/trustee of the fund and to make 
contributions to the fund. The beneficiary must be 
eligible to make a contribution to super and be mind-
ful of their relevant contributions caps 

 the beneficiary must have sufficient financial means 
to make the necessary contribution. If the benefi-
ciary is going to take out a short term loan to finance 
the contribution, the cost of borrowing would not be 
tax deductible1. 

Alternatively the trustee of the SMSF could consider 
taking out life insurance policies on each member of the 
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Figure 5: The prevalence of mental incapacity through 
dementia in an ageing population

Source: Access 
Economics 
Report – Keeping 
dementia front of 
mind: incidence 
and prevalence 
2009-2050 
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fund with the intention of using the proceeds to fund 
any death benefit payment. This strategy works by deed 
clauses permitting the allocation of any insurance pro-
ceeds to a reserve instead of including them in the cal-
culation of the member’s death benefit. The same asset 
exchange principle can be applied as with the contribu-
tion strategy where the insurance proceeds are then used 
to make the lump sum death benefit payment and the 
illiquid asset is retained in the fund, with a comparable 
reserve established. 

Where a lump sum death benefit payment must be paid 
and the SMSF trustee cannot avoid having to dispose 
of the asset, a trustee could instead consider paying an 
in-specie death benefit payment. This may be favoured 
by the beneficiary as it may mean the beneficiary does 
not lose control of the asset; important where the asset is 
business real property being leased to the beneficiary to 
use in a business. Although there are restrictions on an 
SMSF acquiring an asset from a related party, there are 
no similar restrictions for an SMSF selling an asset or 
making a payment in-specie to a related party. 

In the event that only a portion of the asset is required 
to be paid as a lump sum death benefit (e.g. where the 
fund’s assets consist of a single property and the de-
ceased’s entitlement accounts for a portion of its value) it 
may be possible for the fund to transfer an interest in the 
asset to the beneficiary. The beneficiary would then hold 
the asset as tenants in common with the SMSF with any 
future earnings and capital gains split in line with the 
ownership percentages of the two entities. 

When making lump sum death benefit payments in-
specie, trustees must consider other issues such as: 

 whether the trust deed allows for in specie payments 
to be made 

 capital gains tax – if the asset that is transferred is not 
wholly supporting a current or contingent liability to 
pay a pension, all or part of any net capital gain on 
the disposal will be included in the SMSF’s assessa-
ble income for the year 

 trustees with a large amount of illiquid assets need to 
consider the liquidity requirements of the fund when 
it is time to pay the CGT liability or remit the death 
benefit tax withheld to the ATO 

 trustees also need to be mindful of any stamp duty 
that may apply on the transfer of the asset and should 
refer to their relevant State Revenue Office for fur-
ther details. 

Issue: capital gains, exempt current pension 
income and the death of a fund member 
In ATO Interpretative Decision 2004/688, the ATO 
found that the tax exemption for income and gains de-
rived by assets set aside to pay a pension (segregated pen-
sion assets) ceased to apply after the death of the sole 
member of an SMSF. To be exempt, fund assets must be 
held or invested for the purpose of paying a current pen-
sion liability. A current pension liability also includes a 
contingent liability to pay a pension at a particular time. 

Therefore, to be eligible for the tax exemption the 
fund must currently be paying a pension or have a con-
tingent provision for one to commence. An example of a 
contingent pension liability would include where a pen-
sion is able to be reverted to a member’s beneficiary on 
the member’s death. 

However, in this case, the trust deed of the SMSF in 
question only permitted the payment of a death benefit as 
a lump sum. As a result, when the member died the fund 
no longer had a current pension liability and no contin-
gent pension was payable. This lead to the assets backing 
the member’s pension ceasing to be segregated pension 
assets and becoming normal super assets subject to tax at 
the usual superannuation tax rates. If the fund then had 
to sell assets to pay the death benefit it could end up with a 
CGT liability, which could reduce the value of any death 
benefit payable to the member’s beneficiaries. 

This ATO view has now been further cemented with 
the release of draft taxation ruling TR 2011/D3: when a 
superannuation income stream commences and ceases. 
This draft ruling provides a draft view of when a super 
pension starts and ends for tax purposes, and is proposed 
to apply from 1 July 2007.

The starting and ending of a pension is important for 
a number of reasons:

 in the case of a pension supported by segregated pen-
sion assets, working out whether income received by 
the fund is exempt, or whether capital gains realised 
when selling or transferring in specie assets that sup-
port the income stream are exempt

 the calculation of the tax free and taxable compo-
nents of a fund member’s interest in the fund

 in the case of a pension supported by unsegregated 
assets, working out what portion of the fund’s overall 
income and realised capital gains are exempt during 
the financial year. 

From an estate planning perspective, this is an impor-
tant issue, as an SMSF pension may run for many years 
with an expectation that gains on underlying assets may 
be realised without a CGT liability, only for this to fail 
completely on the death of the member.

The key point raised by the ATO in the draft ruling 
that may impact the estate planning of SMSF members 
is that, where a superannuation pensioner dies, the pen-
sion will cease from the date of their death, except where:

 the pension automatically reverts to a reversionary 
beneficiary 

Taxation and estate planning
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 a binding nomination is in place specifying the per-
son who will receive the death benefit, and the trus-
tee is required to pay a pension to that person (for 
example, because of a trust deed requirement).

This draft taxation ruling and the case considered in 
ATOID 2004/688 emphasise the need for SMSFs to 
have up-to-date trust deeds that include an ability to pay 
a death benefit as an income stream, preferably via a re-
versionary beneficiary nomination or a binding nomina-
tion. 

In relation to the latter, the draft ruling notes that the 
“nomination must be binding on the trustee, in respect 
of both the beneficiary who will receive the benefit, and 
the form of the benefit. If the trustee may, or is required 
to, exercise discretion in respect of either of these condi-
tions, the superannuation income stream is not consid-
ered to have been automatically transferred.”

Strategy: Ensuring sufficient turnover in fund 
assets 
It is good practice for SMSF trustees to conduct an an-
nual review of their fund’s investment strategy and in-
vestments. Doing so allows the fund to: 

 reweight its investments in line with the strategy and 
any target asset allocation 

 assess the fund’s in-house assets position (if relevant) 
 mitigate against a fund pregnant with capital gains at 

the time of death by turning over assets and refresh-
ing their overall CGT cost base. Care should be tak-
en to ensure that these activities do not constitute 
‘wash sales’. 

Given that, for most SMSFs, the majority of assets are 
in liquid shares and other listed securities, regardless of 
whether the fund is in accumulation or pension phase, 
this process should not be overly onerous. 

Strategy: claim a deduction for future benefit 
liability 
An alternative approach to this issue is to recognise that 
the SMSF may be subject to CGT on the disposal of 
assets needed to fund a death benefit payment but then 
take steps to minimise the amount of any capital gain 
and subsequent tax liability. One way to achieve this is 
to ensure the  SMSF has sufficient deductions available 
to offset the taxable income arising from capital gains. 

The process of making an anti-detriment payment on 
behalf of the deceased member involves the fund claim-
ing a tax deduction for the amount of the payment made. 
As this can be a substantial amount, the resulting deduc-
tion may effectively offset CGT. 

Alternatively, the SMSF trustee could, in the year in 
which the death benefit payment is made and fund assets 
disposed of, claim a deduction under ITAA 97 s295-470 
for a future benefit liability. 

case study 2 
Yvette is 55 years of age and running a transition to 
retirement pension in her single-member SMSF. Her 
account balance and the value of the fund’s assets is 
$420,000, with unrealised gains of $200,000 on the 
underlying assets. The SMSF also holds an insurance 
policy on Yvette’s life, with a $1,200 annual premium 
for $600,000 death cover. Yvette’s sole dependant is her 
adult, financially independent daughter. 

In the year of Yvette’s death, the fund has two options 
– to claim a tax deduction under ITAA 97 s295- 465 for 
the $1,200 insurance premium paid or to instead claim 
a tax deduction under ITAA 97 for an amount based on 
the fund’s future liability to pay a death benefit. The out-
come of each option is summarised in Table 2

 Deduction claimed  Deduction claimed
 under s295-465 under s295- 470

Tax deduction  $1,200 $291,428  

  ($1,020,000 x 10/35)

Taxable capital gain $132,133 $133,333

Taxable income*  $133,333 $0

Tax payable $19,820 $0

* Assumes only capital gains income and no deductible expenses 

It should be noted that either of these deduction strate-
gies may result in a deduction far in excess of the fund’s 
taxable income. 

Strategy: Addressing estate planning and 
insurance strategies as part of limited recourse 
borrowing arrangements. 
Where a trustee wishes to enter a limited recourse bor-
rowing arrangement with a commercial lender it will 
generally need to demonstrate that the fund is able to 
generate sufficient income to service the loan on an on-
going basis. However, in certain situations, the unex-
pected death or total and permanent disability (TPD) of 
a member could reduce a fund’s cash flow and impact its 
ability to service a loan. For example, where a member 
dies, the trustees of the fund may be forced to sell assets 
to pay a death benefit to beneficiaries. As a result, the 
fund may be left with insufficient assets to generate the 
required level of income to service a loan (or satisfy the 
terms of a loan contract) on an ongoing basis. 

In this situation, a lender could potentially require ear-
ly repayment of the loan (in part or in full) which could 
require the trustees to sell the asset purchased with the 
loan. This in turn could have a number of negative im-
pacts on the fund, such as: 

 reduced investment returns due to being forced to 
sell an asset at the wrong time in the economic cycle 

 increased costs 
 increased tax liabilities due to being forced to sell an 

asset while still in accumulation phase. 
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To manage these risks a trustee could consider taking 
out separate life and TPD insurances over each member 
of the fund to allow a loan to be repaid in the event of the 
death or disability of a member. 

However, to achieve this objective the trustees will 
need to review their fund’s trust deed to ensure they are 
able to: 

 acquire and maintain life and TPD insurances 
 retain any insurance proceeds in a reserve and not 

pay them out as part of a death or disability benefit 
 use the proceeds allocated to a reserve to extinguish 

a loan. 
Where a fund’s trust deed requires any insurance pro-

ceeds to be included in the calculation of a member’s 
death or disability benefit, or does not allow for the es-
tablishment of a reserve, amendment of the deed needs 
to be considered accordingly. 

To implement this strategy the trustees will also need 
to take into account a number of practical issues, includ-
ing: 

 the total amount and cost of insurance – to manage 
risk a trustee will generally need to insure each mem-
ber separately. As a result, the total insured amount 
could be up to four times the size of the loan

 the tax treatment of any insurance proceeds – while 
the proceeds of a life insurance policy are generally 
treated as capital and not subject to capital gains tax 
(CGT), there is some uncertainty in relation to the 
taxation of proceeds received due to a member be-
coming TPD1. If it is confirmed that CGT does ap-
ply trustees would need to gross up the insured 
amount to take into account CGT 

 the non-tax deductibility of the insurance premiums 
– as the proceeds of an insurance policy will be used 
to extinguish a loan, and not to pay a death or disabil-
ity benefit, the premiums will generally not be tax 
deductible. 

Unless trustees take care to consider all the risks asso-
ciated with borrowing under the new rules a fund could 
be left a lot worse off in the event of the unexpected death 
or disability of a member. fs
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