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Insurance in Superannuation 
– A Potentially Dangerous Opportunity

According to recent Lifewise/NATSEM research, 95 per cent of Australian 
families don’t have adequate insurance cover. This dramatic level of 
underinsurance provides a significant opportunity for financial 

advisers, especially when the client’s superannuation contributions can be 
used to pay premiums. 

However, as the Mandarin ideogram for “crisis” (weiji) shows us, danger (wei) and 
opportunity (ji) are related concepts. 

Figure 1.  Wei Ji

For example there is a danger that by not fully understanding an opportunity, we 
may not take full advantage of it nor implement it correctly. Therefore, this article 
looks at the dangers that arise from the finer nuances around writing income 
protection, key person and own-occupation TPD cover in superannuation. 

I often see cases where these dangers have led to unintended consequences for clients.

Income protectIon cover In superannuatIon
When income protection cover is written in superannuation, the client is insured 
under a policy that is held by the superannuation fund, as shown in Figure 2.

The client’s contributions to the superannuation fund cover the premiums payable 
under this policy. In return for their contributions/premiums, the client receives 
monthly benefit payments from the fund when a disability prevents them from 
working. These payments are subject to PAYG withholding and the requirements 
of the superannuation law. 
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Assuming that this policy only provides benefits that are 
permitted under the Sole Purpose Test and that the disability 
definition in this policy aligns to a Condition of Release, the key 
requirement is that monthly benefits paid from the superannuation 
fund can not exceed the client’s pre-disability earnings.

What are pre-disability earnings?

When written in superannuation, the purpose of income 
protection cover is to continue (in whole or in part) the gain or 
reward which the client received before their disability. In other 
words, benefit payments can not exceed the gain or reward that 
client received before their disability.

Unfortunately, the term “gain or reward” is not defined in the 
superannuation law. However, if we bear in mind how the 
Superannuation Guarantee Charge is calculated and the overall 
purpose of superannuation, income protection cover in 
superannuation should only be used to replace money gained as 
the result of labour, work or services. Accordingly, the client’s 
pre-disability earnings are the remuneration they received for 
the services they gave.

How do insurers underwrite pre-disability earnings?

Although income protection in superannuation should replace 
the remuneration the client receives for the services they 
provide, the insurer may not necessarily underwrite the policy 
on that basis for self-employed people. These people are 
routinely underwritten on the basis of the income their business 
produces rather than the income they receive from the business 
for the services they provide to it. 

Financially underwriting the business rather than its owner can 
cause difficulties at claim time because the benefit payable from 
the policy to the superannuation fund (which is based on the 
business’ income) may exceed the amount that the fund can pay 
to the client (which is based on the remuneration that the client 
receives from the business). 

It is important to note that this potential danger does not arise when 
income protection cover is written in superannuation for an employee 
or with group salary continuance cover written in superannuation.

Case study

Mr Salomon was a self-employed bootmaker who did not have 
income protection cover. Mr Salomon’s adviser recommended 
that he obtain income protection cover from the Permanent 
Assurance Company which was structured as superannuation 
through the PA Superannuation Fund (fund). Permanent 
Assurance obtained a copy of Salomon & Co’s audited profit 
and loss statement for the year ended 30 June 2008 and financially 
underwrote Mr Salomon on the income disclosed in the 
statement. The results of the financial underwriting were:

Net profit $37,300

Plus Mr Salomon’s wages $20,000

Plus wages paid to low income spouse $10,000

Plus superannuation $2,700

Total income for underwriting purposes $70.000

On this basis, the insurer offered a monthly benefit of $4,375 
($70,000 ÷ 12 x 75 per cent) which equated to an annual 
amount payable of $52,500.

In March 2009, Mr Salomon was seriously injured and was 
unable to return to work for twelve months. After returning to 
work in April 2010, Mr Salomon lodged a claim; the insurer 
admitted liability for the claim and paid $52,500 to the Fund. 
However, after checking Mr Salomon’s 2008 tax return the 
trustee of the fund (trustee) discovers that his actual remuneration 
for providing services to Salomon & Co was only $20,000. 
Accordingly, paying an income protection benefit of $52,500 
from the fund would significantly exceed Mr Salomon’s pre-
disability earnings.

Although Mr Salomon was disabled and met a Condition of 
Release, the trustee can only pay gross income protection 
benefits from the fund totalling $20,000 (PAYG would need to 
be withheld from this amount before a net payment is made 
from the fund).

Figure 2.  Income cover written in super
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What happens to the remaining $32,500?

Assuming that Mr Salomon has not met another Condition of 
Release, the trustee must retain this amount less any applicable 
tax in the fund. It may subsequently require him to roll it over 
to another fund or transfer it to an ERF.

Tax treatment of this amount in the fund

The tax treatment of a benefit that needs to be retained in a 
superannuation fund as a result of a member not meeting a 
Condition of Release is unclear. David Glen, TOWER 
Australia’s Tax Counsel, believes that any income protection 
benefit retained in a superannuation fund should be treated as an 
assessable amount; tax of 15 per cent should be withheld; and 
the net after tax amount ($27,625 in Mr Salomon’s case) should 
be credited to the client’s account. 

David also believes that under section 292-90(4) of the Tax Act, 
the allocation of the amount not paid to the client to their account 
could constitute a non-concessional contribution for the client 
and count towards their non-concessional contributions cap. This 
subsection includes certain amounts allocated by the trustee for 
the benefit of members as non-concessional contributions.

Key person cover In superannuatIon
Key person cover is important because many successful businesses 
rely on a handful of key persons. Without their contributions, 
the profitability, momentum, efficient management, goodwill 
and credit standing of the business may be adversely affected. 
Moreover, the company would be forced into great expense to 
recruit and train a competent successor if a key person were to 
die or become disabled. 

As with income protection cover for the business owner, it may 
be advantageous to write key person cover in superannuation 
because:

l the contributions made to the superannuation fund to meet 
the cost of premiums would be tax deductible, unless 
undeducted contributions were made; and

l Superannuation Guarantee contributions can be used, 
which means that the cover would have no cashflow impact 
to the business. 

When key person or own-occupation TPD cover (see below) is 
written in superannuation, the client is insured under a policy 
that is held by the superannuation fund, as shown in Figure 3.

However, writing key person cover in superannuation is a 
potentially dangerous opportunity because the trustee’s duties 
around benefit payments could lead to the superannuation death 
benefit not being paid as key person cover.

The client should have a will and/or make a binding 
nomination of beneficiary

One strategy that a financial adviser can use to ensure that a death 
benefit is paid as key person cover is to get the client to make both:

l a will which specifically bequeaths the death benefit to the 
business; and

l a binding nomination of beneficiary in favour of their Legal 
Personal Representative (LPR).

This strategy generally ensures that the death benefit will be paid 
to the business as a specific bequest under the client’s will. As the 
recipient of the death benefit in this situation is not a tax 
dependant, the payment will be subject to tax when paid to the 
business. There are two circumstances where this bequest may 
fail. First, the will could be challenged because the client did not 
adequately provide for the proper maintenance, education and 
advancement in life of a person entitled to make a family 
provision claim. Second, the amount eventually distributed to 
the business may be reduced by the client’s debts and testamentary 
expenses when there are not enough other assets in the estate to 
cover these liabilities.

Another possible strategy is to get the client to make a binding 
nomination in favour of one of their dependants with a request 
that the dependant pay the death benefit to the business. However, 
there are a number of potential difficulties with this strategy which 
should be considered before implementing it. First, has the client 

Figure 3.  Key person or own-occupation TPD cover written in super
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created a trust which requires the dependant to pay the death 
benefit to the business, or has the client merely gifted the death 
benefit to the dependant with expressions of desire or hope which 
are not binding upon the dependant? Proving that a trust has been 
established is difficult. Second, although it is possible to prepare a 
trust deed under which the dependant would receive the death 
benefit on trust for the business, a court hearing a family provision 
claim may decide that the death benefit forms part of the client’s 
notional estate because the nomination and/or trust would lead to 
the client’s property being held by another person for no 
consideration. The death benefit is the deemed to form part of the 
client’s estate and the court can adjust the entitlements of all 
beneficiaries under the will to take the death benefit into account. 
In other words, the dependant’s personal share of the estate may 
be reduced to take account of the death benefit received on behalf 
of the business.

For these reasons, a prudent adviser should ensure that they 
understand all of the client’s circumstances and take legal advice 
before recommending that key person cover be written in 
superannuation.

What happens if there is no binding nomination 
in place when the client dies?

The trustee has discretion and must decide how best to distribute 
the client’s death benefit between their LPR and dependants. 
The decision must be made in accordance with the trustee’s 
duties to give due and genuine consideration and to exercise 
reasonable care. This often requires the trustee to weigh up the 
merits of competing claims.

Although the client may specifically bequeath the death benefit 
to their business in their will, the death benefit will not form 
part of the client’s estate unless the trustee determines that it will 
pay it to the LPR. The trustee would not normally do this when 
the client had financial dependants when they died as it would 
seek to pay the death benefit directly to them, as explained in 
the following case study.

Case study

Oliver Douglas operated a farming business through a family 
trust but did not have life insurance cover. The business relied 
on Mr Douglas because he was solely responsible for the farm’s 
day-to-day operations. Mr Douglas’ spouse, Lisa Douglas, 
administered the business. Mr and Mrs Douglas were the 
directors of Green Acres P/L through which the business was 
operated. The adviser recommended that Mr Douglas take out 
death and TPD cover from the Permanent Assurance Company 
which was written in superannuation through the fund. This 
was key person cover because the sum insured covered the 
business’ debts and the expected costs of recruiting a manager to 
operate the farm if Mr Douglas were to die or become TPD. 
Mr Douglas did not make a binding nomination of beneficiary.

Two years later, Mr Douglas died and the trustee received two 
claims for the death benefit – one from Mrs Douglas, who 
intends to pay the death benefit to Green Acres P/L so that its 
debts can be repaid, and a manager recruited to continue the 
business; and another on behalf of Eb Dawson, the client’s five-
year-old child from a previous relationship. Mr Douglas was 
making child support payments for Eb at the time of death. 

After considering the claims, the trustee determined that it 
should pay the death benefit to Mrs Douglas and Eb Dawson in 

equal shares because they were both financially dependent on 
Mr Douglas at the time of death. The trustee believed that Mr 
Douglas’ intentions when taking out the cover were irrelevant 
to its decision and did not take them into account. The 
Superannuation Complaints Tribunal dismissed a complaint 
from Mrs Douglas because it believed that the trustee, in sharing 
the death benefit in this manner, had acted fairly and reasonably.

Accordingly, despite the purpose of the cover, the failure to 
make a binding nomination of beneficiary in the fund meant 
that the trustee had to consider a claim from Eb Dawson. As a 
result, the death benefit that Mrs Douglas received did not cover 
the business’ debts nor the cost of recruiting a manager to 
operate it for her.

own-occupatIon tpD cover In superannuatIon
Own-occupation TPD cover is an important protection for 
professionals or people in highly specialised occupations, such as 
surgeons, barristers and pilots. As with income protection and 
key person cover, it may be advantageous to write own-
occupation TPD cover in superannuation for cashflow and tax 
deductibility reasons. However, writing own-occupation TPD 
cover in superannuation is a potentially dangerous opportunity 
because of the impact that the misalignment between the 
Conditions of Release and the disability definition in the 
insurance policy may have on the client’s benefits and premiums.

Own-occupation TPD cover does not align to a 
Condition of Release

TPD benefits are generally released from a superannuation fund 
under the “Permanent Incapacity” Condition of Release which 
requires the client to be unlikely to return to work in any job 
within their education, training or experience. 

Where own-occupation TPD cover is written in superannuation 
there is a misalignment between the disability definition in the 
insurance policy (own-occupation definition) and this Condition 
of Release (any-occupation definition). This misalignment may 
lead to the client’s TPD benefit being trapped in the superannuation 
fund, as demonstrated in the following case study.

Case study

Dr Doug Ross was a brain surgeon who did not have life 
insurance cover. Given the nature of Dr Ross’ work, his adviser 
recommended that he take out own-occupation TPD cover 
from the Permanent Assurance Company which was written in 
superannuation through the fund.

Ten years later, Dr Ross develops severe osteoarthritis of the 
knuckles which prevents him from operating. The Permanent 
Assurance Company pays a TPD benefit to the fund but the 
trustee can’t pay a TPD benefit from the fund because it does 
not believe that Dr Ross has satisfied a Condition of Release 
because it is likely that he could return to work in a job within 
his education, training or experience. The trustee notes that Dr 
Ross has published and presented research papers on traumatic 
brain injury and supervised new surgeons in the public hospital 
system. On this basis, the trustee believes that Dr Ross has 
transferable skills in research, writing and publishing, education 
and medical supervision which mean that he is not TPD under 
an any-occupation definition.
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What happens to the TPD benefit?

Dr Ross’ TPD benefit must be retained in the fund until he 
satisfies another Condition of Release (for example, retirement) 
or it is rolled over to another fund or transferred to an ERF.

As discussed earlier, the tax treatment of a benefit that needs to 
be retained in a superannuation fund as a result of a member not 
meeting a Condition of Release is unclear. David Glen, 
TOWER Australia’s Tax Counsel, believes that the benefit may 
be treated as an assessable amount; tax of 15 per cent withheld; 
and the net after tax amount credited to Dr Ross’ account in the 
fund. This net amount may also constitute a non-concessional 
contribution and count towards Dr Ross’ non-concessional 
contributions cap.

An important change to the tax laws

From 1 July 2011, premiums for own-occupation TPD cover 
and certain additional benefits will not be fully deductible to a 
superannuation fund. 

Where a client’s TPD cover has deductible and non-deductible 
components, the trustee of the superannuation fund will need to 
consider whether to increase contributions for non-deductible 
risk-only cover basis because the new rules will result in an 
increased tax liability for the fund. The portion of the 
contribution funding a non-deductible component of the 
premium may attract contributions tax as the premium will not 
deductible. Accordingly, the trustee will need to receive a 
contribution of $1.1765 to finance every $1 of own-occupation 
TPD premium payable as explained in the following case study. 

Case study

Assume that Dr Ross’ cover through the fund has deductible 
(death) and non-deductible (own-occupation TPD) components 
which comprise 65 per cent and 35 per cent of the premium 
respectively. Dr Ross claims a tax deduction for his contribution 
to cover the premium. Although the total premium remains at 
$100, the loss of the tax deduction on the non-deductible 
component means that Dr Ross has to make an annual 
contribution of $106.18 ($65 + ($35 x 1.1765)) from 1 July 
2011 to ensure that the amount available in the fund matches the 
after tax cost of the insurance:

conclusIon
These case studies are good examples of why advisers need to be 
aware of understand the finer nuances of writing insurance in 
superannuation. While this structure allows the client to obtain 
tax-deductible insurance cover without affecting their cashflow, 
there may be unintended consequences because, in the 
circumstances discussed:

l Income protection and own-occupation TPD benefits may 
not be able to be released from the superannuation fund 
which may lead to an additional tax liability for the client.

l Death benefits under key person cover may not be paid from 
the fund to the intended recipient if the trustee has a 
discretion to exercise.

l The cost of contributions required to pay for own-occupation 
TPD premiums may rise by 17.65 per cent from 1 July 2011 
because the premiums for this cover will not be tax deductible 
to the fund from this date.

These consequences mean that structuring insurance cover as 
superannuation is a potentially dangerous opportunity. l

Figure 4.  Table with current/future situation
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