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PART 1:
SUPERANNUATION PENSIONS - AN OVERVIEW

Introduction

The Government is encouraging individuals to be more self sufficient in retirement. It is aware of a tendency to quickly spend lump-sum benefits, often because of an inability to handle large amounts of money, and often because of a desire to become eligible for the old age pension by passing the assets test. Whatever the motivation, the rapid, and often wasteful, spending of a superannuation lump-sum benefit is not good for the individual and is not good for the Government. Hence the Government encourages pension benefits rather than lump-sum benefits.  
This encouragement manifests itself in a number of ways. These include significantly higher reasonable benefits limits for pension benefits and significantly extra tax benefits for SMSFs once they start to pay pension benefits to members

This section of the Guide explains what a superannuation pension is, what has to be done to pay a pension to a member, how a SMSF paying a pension is taxed and how the pension is treated in the hands of the member for income tax and old age pension purposes. This part of the Guide summarizes the basic concepts and a more detailed discussion is set out in the following parts of the Guide. 

The Centrelink implications of allocated and complying pensions are explained. 

A simple summary

There are two types of superannuation pensions. These are allocated pensions and complying pensions. Complying pensions can be further broken down into fixed term complying pensions and life-time complying pensions. Most complying pensions are fixed term, since life time complying pensions are more restrictive than fixed term complying pensions and have no other significant advantage. 

Any SMSF can pay a pension provided this is permitted by the trust deed. It is unusual for a modern trust deed to not contemplate pensions. If the trust deed does not permit the payment of a pension, or of it is not clear whether a pension can be paid, it is a simple matter to amend the trust deed to permit this to be done. 

People often speak of an “allocated pension fund” or a “complying pension fund” as if they are a separate concept to a SMSF. While these phrases can be useful tags and help explain what a particular SMSF does, they are in strictness misnomers. There is no such thing as an “allocated pension fund” or a “complying pension fund”: they are simply ordinary, garden variety, SMSFs that are paying a member an allocated pension or a complying pension, as the case may be.

Allocated pensions are very flexible because they allow the member to choose how much income is received, or “allocated”, each year, within minimum and maximum limits. Further, the member may commute (ie cash out as an eligible termination payment) all or part of the pension at any time. This means, in effect, the member must take the minimum pension payment and can take any amount above this at any time.

Complying pensions are less flexible than allocated pensions. The member cannot control the amount of income received each year, and after 6 months, cannot commute the pension (except to purchase another complying pension): this is because they must run for a set time (ie either a fixed term or the member’s lifetime).

Tax treatment

Both allocated pensions and complying pensions are very tax efficient. The income attributable to the assets used to pay the pension is exempt from tax in the hands of the SMSF. The “deductible amount” (basically a return of part of the cost of the pension for which there has been no tax relief) included in the pension income is tax free in the member’s hands. The remaining pension income is included in the member’s assessable income but is subject to a 15% tax rebate. This means the member can received relatively large amounts of income without income tax being paid (assuming the member has no other assessable income). This is particularly the case since the May 2001 Federal Budget.

Since 1 July 2000 franking credits attached to franked dividend income have been e refunded to the trustee, and this has made allocated pensions and complying pensions even more tax efficient. Previously franking credits were wasted, although they could be transferred to other members who were not receiving pensions in some circumstances.

An example of the tax efficiency of an allocated pension

An example may help show how tax efficient allocated pensions are.

John and Betty set up their self-managed superannuation fund in July 2000. It is funded by $1,050,000 of undeducted contributions. Half of these contributions came from the sale of their business and some other assets in June 2000, and the other half came from an industry fund that they had contributed to over the previous thirty years. They elected to take these benefits as lump sum benefits, pay a small amount of tax on them in the year ended 30 June 2000, and then pay the net amount into their own SMSF as undeducted contributions before 30 June 2000. 

On 1 July 2001 John and Betty turned age 55. To celebrate, they invested $1,000,000 of the SMSF’s assets in an indexed fund. The remaining $50,000 was invested in a cash management trust. The indexed fund returned 15% in the year ending 30 June 2001. This was made up of franking credits of 1%, or $10,000, other income of 4%, or $40,000, realised capital gains of 2%, or $20,000, and unrealised capital gains of 8%, or $80,000. None of the units were disposed of during the year. The cash management trust paid 4% interest, or $2,000. John and Betty have no other assets other than their family home. Their allocated pensions started on 1 July 2001. The SMSF must pay a minimum pension to each of them of $26,515, and may pay up to a maximum pension of $53,030.  John and Betty each chose to take $40,000 of pension.

How is the $152,000 derived by the SMSF of income taxed? 

The SMSF’s $152,000 income is tax-free because all of its assets are used to pay allocated pensions to members. In addition, all of the franking credits of $10,000 will be refunded to the SMSF when it lodges its income tax return for the year ended 30 June 2001.

How is the $40,000 derived by each of John and Betty taxed?

The pension income paid to each of John and Betty is also tax-free. This is due to the combination of the rules for the return of undeducted contributions, the 15% tax rebate and the tax-free threshold. More particularly, the position looks like this:










John

Betty
Pension received






$40,000
$40,000

Return of undeducted contributions (ie the deductible amount)   
$22,697
$18,898
Taxable amount of pension





$17,303
$21,102

Income tax on pension at normal rates 



$  1,921
$  2,710

Less 15% rebate on taxable amount of pension


$  3,405
$  3,165

Income tax payable






$   Nil 

$ Nil

This is a spectacular result: more than $1,000,000 has been invested. It has earned more than $150,000 in a year. And neither the SMSF nor the members have paid income tax.

If John and Betty invested the $1,050,000 in their own names, and each of them derived $76,000 of taxable income then they would each have paid $23,100 tax. This means using a SMSF and an allocated pension has saved them a total of $46,200 tax in one year.

(NB $80,000 of the income was unrealised capital gains, which is not taxable in the 2001. But will be when it is ultimately realised.)

Allocated pensions and complying pensions are not investments 

Despite the language used by many advisors, allocated pensions and complying pensions are not investments. Rather, they are words describing a type of benefit paid by a superannuation fund. In the above example, the investments are $1,000,000 held in the indexed fund and the $50,000 held in the cash management trust. The investments are owned by John and Betty’s SMSF, and the SMSF is paying an allocated pension to each of John and Betty.

Allocated pensions are not allocated annuities

Allocated annuities are investments offered by life offices. The investor pays a capital sum to the life office and can then draw down that capital sum subject to certain conditions over a period of time in much the same way as a member of a SMSF can choose the amount of their allocated pension each year.

Old age pension rules

The major point of difference between allocated pensions and complying pensions relates to the old age assets test.

Superannuation benefits used to pay complying pensions are treated favorably under the old age pension rules. This is because the assets used to acquire the complying pension are not treated as assets under the old age pension assets test and the deductible amount is excluded from the income test. This means members can often have significant assets and still get all or part of the old age pension, and the various fringe benefits connected to it.

Superannuation benefits used to pay allocated pensions are not treated favorably under the old age pension rules. They are treated the same as any other assets. 

Since the complying pension rules are more restrictive and less flexible than the allocated pension rules, complying pensions are usually only used to obtain all or part of an old age pension for members.

Reasonable benefit limits

Allocated pensions are subject to the lower lump sum RBL, whereas complying pensions are subject to the pension RBL. This means more money can be invested in a complying pension than an allocated pension.

Simultaneous complying pensions and allocated pensions

It is possible to pay a complying pension and an allocated pension at the same time out of the same SMSF and the allocated pension will be subject to the lump sum RBL and complying pensions will be subject to the pension RBL. This is provided that more than half the member’s benefits are used to pay the complying pension.

This is particularly useful for members who have benefits between the lump sum RBL and the pension RBL. The member can use the amount up to the lump sum RBL to pay the allocated pension, and the amount between the lump sum pension and the actual benefits to pay a complying pension. In many cases this achieves the best of both worlds: a large tax efficient income stream, able to be controlled by the member (within relevant ranges) and without 47% tax applying to the amount of the pension above the lump sum RBL.

Specific legal advice should be sought before proceeding with both a complying pension and an allocated pension from the same SMSF. 
PART 2
ALLOCATED PENSIONS

Introduction: the basic concepts

Allocated pensions are a special type of pension paid by self-managed superannuation funds (“SMSFs”) and other superannuation funds. The lump sum RBL applies to allocated pensions. 

It is not uncommon to hear people, including solicitors and accountants, speak of “an allocated pension fund”. There is no such thing. What they mean is, of course, a SMSF that is paying an allocated pension to a member, the allocated pension being just one type of benefit able to be paid to a member. Similarly, it is not uncommon to hear of a SMSF “converting to an allocated pension” on the start of an allocated pension. This sentence does not make sense: there is no conversion of anything to anything; all that has happened is the SMSF has started to pay an allocated pension, a type of superannuation benefit, to a member.

The assets used to pay the allocated pension are invested by the SMSF. The income and capital gains generated by the investments are allocated to the member’s account, in much the same way as interest is allocated to a depositor’s bank account. The account is used to pay the pension to the member. 

Allocated pensions control the amount of income received by the member each year, within upper and lower limits. These limits are set out in Schedule 1A of the Superannuation Industry (Supervision) Act regulations. 

The maximum amounts are set so that the member’s account balance should run out at age 80 of the maximum pension is taken each year. 

The minimum amount is based on an indexed pension earning a return of 3% plus the inflation rate, ie a real return, of 3% each year, with a reversion to a reversionary beneficiary three years younger than the primary beneficiary. This means if the minimum pension is taken each year the member’s account balance should last for more than the member’s life span, plus another three years for the reversionary beneficiary. 

If there is no reversionary beneficiary, as is typically the case for an allocated pension paid by a SMSF, any amount remaining in the member’s account at death is usually dealt with under the member’s will, or in accordance with any binding death benefit nomination made by the member. No amounts are forfeited to the government or to any other person.

Allocated pensions have favorable tax treatment, both at the SMSF level and the member level, particularly where large undeducted contributions are made close to the start of the pension and the member is over age 55. These advantages are shown in the example in part 1 of this Guide “An example of the tax efficiency of an allocated pension”.
In summary, income earned by a SMSF in connection with an allocated pension is exempt from income tax. The pension paid to the member is treated favorably in the member’s hands: the undeducted contributions component (ie the deductible amount) is tax-free and the income component is subject to a 15% tax rebate. This means, for example, a total pension payment of say $40,000, made up of $20,000 undeducted contributions and $20,000 of income is tax free in the member’s hands.

This favorable tax treatment has led to a significant increase in the popularity of allocated pensions. They are expected to become even more popular in the future. 

Allocated pensions are not treated as favorably for pension purposes as complying pensions. This means clients may prefer complying pensions, since the assets invested in a complying pension do not count for the old age pension assets test. 

Definitions

Allocated pensions are also referred to as cash back pensions. They are similar to allocated annuities offered by life offices. The official definition was provided by the Treasurer on 24 December 1992 when the rules were gazetted. It reads as follows:

“A pension where a member has his or her own account against which pension payments are debited and to which any investment earnings are credited. The pension continues until the death of the pensioner or until the account is exhausted. Upon death any balance remaining in the account is paid to a designated beneficiary as a (taxable) lump sum payment or is applied to secure a further pension payment to a surviving spouse.”
How does an allocated pension work?

It is really quite simple. The steps for setting up an allocated pension are detailed in the appendix. In summary, the member asks the SMSF to pay a pension out of the member’s benefit account. The member’s benefit account is effectively treated as a bank account. Pension payments are paid from the member’s account, and the member’s share of the SMSF’s investment earnings are credited to the account.

The member decides how much income will be paid as a pension, within upper and lower limits set out in the superannuation law (Schedule 1A of the SISA regulations). The member can choose to vary this amount each year, or even more frequently. 

The member may choose to withdraw capital amounts from the account. These withdrawals will be treated as eligible termination payments (“ETPs”) in the member’s hands. Tax on withdrawal is computed under the rules applying to ETPs. A commutation may be in whole or in part and there is no limit on the number of commutations made in a year. Each ETP paid on commutation counts to the member’s reasonable benefit limit.

Allocated pensions are usually paid for as long as the money in the member’s account or until the member dies. The term therefore depends on the age of the member, the amount in the account, how much the member draws as a pension each year, the amount of any commutations (ETPs) and the underlying investment performance of the SMSF. 

If a member dies the balance of the account may be used to pay a pension to a dependent of the member, or it may be paid as a lump sum to either a dependent of the member or the member's estate.
How do allocated pensions differ from other pensions?

Allocated pensions are quite different from other pensions paid by managed superannuation funds and annuities paid by life companies. These other pensions pay a set fixed amount, often indexed for inflation, for a set number of years or for the life of the member. In some cases the member’s spouse receives a pension after the death of the member.

With other pensions the member has no interest in the investment earnings of the managed superannuation fund or the life office paying the pension. The member cannot control the amount of cash they receive and do not have the same flexibility regarding commutations. The member cannot control the investment of the underlying capital. The member just has a contractual right to receive the agreed payments (including very limited commutations) and does not have any interest in the underlying capital of the managed superannuation fund or life office.

With other pensions in most cases if the member dies, after an initial period, the capital is lost. It is often a bet with a life office as to how long the member will live.

Advantages of allocated pensions

The advantages of allocated pensions include:

(i) flexibility. The only real restriction is that the member must take at least the minimum amount prescribed in schedule 1A of the SIS regulations;

(ii) the amount taken out of the SMSF each year can be varied according to changes in the member’s personal circumstances;

(iii) ownership of, and access to, capital is retained at all times. This is because the member may take out any amount up to the maximum amount, and any excess is treated as an eligible termination payment;

(iv) account balances go to the member’s beneficiaries on the death of the member;

(v) easy to understand and can be easily operated by most people. The usual advantages of a SMSF apply, namely, better investment performance, lower costs, more control, more security, and lower fees;

(vi)
extremely tax efficient, particularly when combined with undeducted contributions, and investments generating franked income. These advantages are shown in the example in part 1 of this Guide headed “An example of the tax efficiency of an allocated pension”;

(vi) allocated pensions can be used to reduce and defer tax payable on benefits in excess of the member’s reasonable benefits limits. In some cases the allocated pension will in effect allow excess benefits to go untaxed, since death benefits paid to a deceased member’s dependants are tax free up to the pension RBL (currently just over $1,000,000), whereas if they had been paid to the member as a lump sum any amount over the lump sum RBL (currently just over $500,000) will be taxed at 47% irrespective of the member’s marginal tax rate; 

(vii) allocated pensions can be used with complying pensions to help member’s access greater old age pension benefit; and

(viii) once the allocated pension starts any growth in the value of the fund’s assets is not counted against the member’s reasonable benefit limits. This can be advantageous if the allocated pension starts when the member is close to age 55, the member’s benefits include large amounts of undeducted contributions and the SMSF earns above average rates of return on its investments.

Disadvantages of allocated pensions

A major disadvantage of allocated pensions is often said to be that where a large amount is withdrawn, and consumed, or the SMSF’s investments perform poorly. Here the value of the member’s benefits will fall and so will the amount the member can withdraw from the SMSF each year. There is no guarantee on the amount of the pension or how long the pension will last, and this means in extreme cases the pension can expire and leave the member without any benefits.

But these are not disadvantages of allocated pensions per se. Rather, they are the consequences of other actions taken by the members/trustees. If the member consumes a lot then obviously the member’s level of wealth will fall. This happens whether or not their SMSF is paying an allocated pension. And if the trustees invest the money poorly then obviously the member’s level of wealth will fall. Again, this happens whether or not their SMSF is paying an allocated pension.

Allocated pensions do not meet the definition of a “complying pension” for Reasonable Benefit Limit (RBL) purposes. Therefore they are subject to the lower lump sum RBL (currently just over $500,000) and not the higher pension RBL (currently just over $500,000). The exception is death benefits paid to a deceased member’s dependants, which are tax free up to the pension RBL. Complying pensions, for example, are subject to the pension RBL.

Allocated pensions do not have capital or income guarantees and the member/trustee is responsible for the management of the underlying investments. 

The law
The phrase "allocated pension" is not defined in the superannuation law. Allocated pensions are not “pensions” as usually understood under the general law. However "pension" is defined in the Superannuation Industry (Supervision) Act (“SISA”) and the regulations made under that Act so that a benefit paid by a SMSF to a member is treated as a pension if:

· the benefit cannot be transferred except to a reversionary beneficiary on the death of the primary beneficiary;

· the capital value of the benefit cannot be used as security for a borrowing;

· payments are made at least annually (subject to a special rule for pensions starting after 1 April in any financial year); and

· the total payments in any year are not greater than the upper limits or less than the lower limits calculated under Schedule 1A of the SISA Regulations.

The upper and lower limits of payments
Schedule 1A of the SISA Regulations specify a formula to calculate the upper and lower limits on the amounts paid to a member each year. The relevant tables are set out in an appendix. The upper limits do not apply once the member is age 80. Take as the example a 65-year old male with an account balance of $500,000. This member has a minimum pension and a maximum pension calculated as follows:

Minimum
Maximum

$500,000
= $31,847
$500,000
= $61,728

    15.7

     8.1

Pro-rata rules apply where an allocated pensions starts part way through a financial year. A special rule applies where an allocated pension starts after 1 April in a financial year. No payment is required before 30 June in that year but thereafter payments must be made at least annually (which in strictness probably means within one year of the allocated pension starting, ie by 31 April in the following year, not by 30 June in the following year).

If the amount of the allocated pension exceeds the member’s share of the SMSFs investment earnings, including unrealised capital gains, the balance of the member’s account will fall. Otherwise it will grow each year. Obviously it is more likely to grow if a pension amount at or close to the lower limit is chosen.
When may an allocated pension be paid?
Allocated pensions can be paid only by superannuation funds. If a person is a member and is eligible to receive a benefit, they can be paid an allocated pension. Allocated pensions can be paid under the rules set out in the regulations made under the SISA. “Unrestricted non-preserved benefits” can be used by a SMSF to pay an allocated pension at any time. This means where a member’s benefits are subject to a full condition of release those benefits may be used to pay a pension to that member.

The conditions of release are;

(i)
ceasing gainful employment of at least 10 hours a week after age 60;

(ii)
forever ceasing gainful employment on both a part time basis (ie 10 hours or more a week) and a full time basis (ie 30 hours or more a week) after attaining age 55 (or the relevant preservation age if born after 1 July 1960);

(iii)
attaining age 65; and

(iv)
becoming permanently disabled.

A series of steps to follow to pay a pension is set out in an appendix.

When must an allocated pension be paid?

A member must commence receiving an allocated pension or benefit prior to attaining a certain age. The age at which a benefit must commence depends on the hours of gainful employment completed by the member each week. “Gainful employment” includes employment as an employee but also includes self- employment and in some cases can include employment as an investor.

If a member is between 65 and 70 and is not gainfully employed at least ten hours a week (ie part time) then the pension must start immediately.

If a member is over 70 and is not gainfully employed at least thirty hours a week (ie full time) then the pension must start immediately.

In other words, if a member is over 65 and is not part time gainfully employed, or is over 70 and is not full time gainfully employed, a pension must start immediately.

First year complications

It is simplest to start an allocated pension on 1 July. Not doing so increases the amount of work required of the accountant and the auditor and therefore increases costs. Under SIS regulation 1A, paragraph 3, where an allocated pension starts during a financial year, the minimum and maximum pension amounts are adjusted on a pro-rata basis. 

An example may help. If an allocated pension starts on 1 August 2001, on the member’s fifty-fifth birthday, then the maximum and minimum amounts of the pension paid in the year ending 30 June 2002 will be reduced by an amount equal to 31/365. 

If the member has $500,000 in benefits this means the minimum and maximum amounts will be adjusted as follows:








Minimum

Maximum
Amount of benefits




$500,000

$500,000

Allocated pension factor



19.8


9.6

Full year pension




$25,252

$52,083

Less pro-rata adjustment
31/365


$2,144


$4,288

First year pension




$23,108

47,795

Allocated pensions starting after 1 April

If an allocated pension starts after 1 April in a financial year, there is no requirement to make a payment in that financial year. This is set out in SIS regulation 1.05(5). It is unclear whether the first payment has to be made before 1 April in the following financial year, or 1 July in the following financial year. For this reason we recommend the first payment always be made before 1 April in the following financial year.

Investment strategy

The SMSF’s investment strategy will need to contemplate the allocated pension, particularly regarding the mix of franked and unfranked assets and the liquidity and cash flow requirements to pay the pension.

A cash flow projection will be required to confirm the Fund has sufficient assets to meet its obligations under the allocated pension. If these projections show that the Fund will not be able to meet its obligations the Fund’s investment strategy may need to be modified accordingly. For example, if the Fund is not liquid enough to pay the pension because it is invested 100% in a low rent property, then some or all of the Fund’s assets will need to be shifted to more liquid investments (eg bank deposits and shares). These liquid investments will allow the Fund to make the payments required under the allocated pension arrangements.

Taxation: The SMSF’s Perspective
The taxable income from the assets used to pay an allocated pension is exempt from tax. This includes capital gains irrespective of when the gain accrued, as opposed to when it is realised: ie when the underlying asset is actually disposed of.
Taxable income also includes franking credits derived from shares and other investments paying franked income. From 1 July 2001 unused franking credits are refunded. In the case of a SMSF paying an allocated pension this means all the franking credits are refunded. This means there is a bias towards SMSFs paying allocated pensions acquiring investments that generate franking credits. Since franking credits are created by Australian companies paying Australian tax, this means Australian shares, whether held directly by the trustees or indirectly through a managed fund, are relatively attractive investments and other shares are relatively unattractive.

Trustees must segregate the assets being used to pay the allocated pension, and to account for the taxable income produced by these assets separately. This amounts to keeping a separate sub-fund with a separate balance sheet and profit and loss statement for the pension assets. If the assets are not segregated an actuary is required to certify the amount of taxable income connected to each class of assets each year under section 283 of the Income Tax Assessment Act. This can be very expensive.

For simplicity allocated pension funds often have one member, ie the pensioner, since this means segregation is automatic.

Costs incurred in connection with current pension income are not tax deductible.

It is possible to transfer assets from the segregated non-current pension class of assets, the income of which, including capital gains, is (usually) taxed at 15% to the segregated current pension class of assets. However, specific legal advice should be sought before doing this, particularly if the asset is to be sold at a capital gain soon after. The anti-tax avoidance rules may apply in some cases.

Franking credits attached to dividend income and other franked income produced by segregated current pension assets may be used to reduce income tax payable on income produced by segregated non-current pension assets. As indicated above, from 1 July 2000 any excess franking credits are refunded in full to the trustee.

The SMSF will need to register for withholdings, which is like the old group tax system. This is because allocated pension payments are included in the definition of “salary or wages" under of the Income Tax Assessment Act.

The member should complete an Annuity and Superannuation Declaration and lodge it with the ATO. Once this is done the SMSF can consider the 15% tax rebate and the tax-free deductible amount when calculating the amount of group tax required to be remitted to the ATO each year. The concept of the 15% tax rebate and the tax-free deductible amount are discussed in the following paragraphs.

Actuarial certification

Under section 273A of the Income Tax Assessment Act (“the Tax Act”) where a SMSF has segregated current pension assets an actuary must certify that the assets, plus future earnings are sufficient to allow the fund to meet its liabilities. 

This is not that logical in the case of an allocated pension since it operates as a bank account until death, commutation or exhaustion and the Tax Act limits the amount that can be taken as a pension each year. However, the requirements for an actuarial certificate still stand. This certificate normally costs about $200.

If a SMSF pays an allocated pension but does not segregate its current pension assets then, under section 283 of the Income Tax Assessment Act 1936, taxable income must be allocated between the current pension (ie tax free) business and the other business (ie taxed at 15%). This is done on the basis of liabilities. An actuary is required to certify that the assets in question plus future earnings are sufficient to pay the liabilities. This must be done every year. For this reason it is much better for the trustees to segregate the current pension assets.

How often is an actuarial certificate required?

The frequency of the certificate depends on whether the current pension assets are segregated from the other assets. If they are, the actuarial certificate is required once every three years. If they are not, the actuarial certificate is required every year. This is discussed in Income Tax Ruling IT 2617. The trustees may transfer assets to and from the SMSF’s segregated assets. However, a new actuarial certificate is required each time this is done. (An asset cannot be transferred to or from the segregated assets to obtain a tax benefit, and penalties may be incurred if this is done.)

What does the actuarial certificate include?

Section 282B of the Income Tax Assessment Act 1936 provides that the actuarial certificate must include the following information:

· The name of the SMSF;

· The name of the trustee(s);

· The year(s) the certificate applies to;

· The date to which the values of the segregated current pension assets and the current pension liabilities relate;

· The value of the segregated current pension assets at that date;

· The value of the current pension liabilities at that date;

· The expected earning rate of the segregated current pension assets;

· The expected earning rate used to value the current pension liabilities;

· Confirmation that the valuation follows the practice notes issued by the Institute of Actuaries of Australia;

· A statement that the actuary expects the future value of the segregated current pension assets to be sufficient to cover the future value of the current pension liabilities;

· The name, address and qualifications of the actuary;

· The date of the certificate; and

· The actuary’s signature.

Taxation:  The member’s perspective

Allocated pension payments are assessable income in the hands of the member. However, part of the payment is treated as a tax-free capital receipt and a 15% rebate is available on the remaining assessable amount if age 55 or over. This means allocated pensions are taxed very favorably, particularly where they are funded by large undeducted contributions. 

Undeducted purchase price and the deductible amount

Sub-section 27H (1) of the Tax Act allows a reduction in the amount of the assessable income for “the deductible amount”. In most cases the deductible amount is the “undeducted purchase price” (which is the amount of the undeducted contributions included in the member’s account, plus any CGT exempt component plus any invalidity component) spread over the expected life of the member having regard to the members’ sex and age. 

Undeducted contributions are basically contributions, usually by a member, since 1 July 1983 for which no tax relief has been available. The CGT exempt component is basically any amount in the SMSF connected to a rollover of a capital gain on the sale of active assets. The invalidity component arises if the member has retired or terminated employment since 1 July 1994 on account of a permanent disability. Two registered medical practitioners must certify that the disability is likely to prevent the member from being re-employed in a capacity that the member is qualified and trained for.

If the allocated pension is for a fixed term the deductible amount is normally the undeducted purchase price spread over the term of the pension. If the allocated pension has a reversionary component, ie is paid to a second beneficiary on the death of the member, the deductible amount is normally the undeducted purchase price spread over the longer of the two expected lives.

15% rebate

A 15% tax rebate is available for the assessable part of the allocated pension payments where the member is over age 55. The assessable part of the allocated pension is taxed at the member’s marginal tax rate. This will depend on the member’s other assessable income and allowable deductions and other tax credits or rebates. This rebate cannot be used to shelter other income from tax, if the total amount of the assessable allocated pension payment is low. Unused rebates cannot be refunded nor carried forward or back. The 15% rebate is intended to compensate for the 15% tax on contributions. However, it applies to the earnings generated by the undeducted contributions even though these contributions may not have been taxed in the hands of the SMSF. 

The combination of the deductible amount and the 15% rebate means allocated pensions funded by large undeducted contributions just before the allocated pension starts is a very powerful tax and investment strategy. The 15% rebate means the first $21,000 of pension income each year is tax-free.

An example

An example of how these rules work is provided in part 1 of this guide and another example is provided in the appendix, in the form of a draft letter to a client at the time an allocated pension starts.

Excess rebate

In some cases the 15% rebate on the amount of the allocated pension less the deductible amount exceeds the income tax payable on this income. In this situation the excess rebate may be offset against any income tax payable on any other income derived by the member in that year, but it cannot be carried forward or back or transferred to another person.

Excess deductible amount

If the allocated pension factor is greater than the member’s life expectancy, and there is a low allocated pension and a large undeducted purchase price, and hence a large deductible amount, then there can be an excess deductible amount. 

This excess deductible amount can be carried forward to the next tax year, but it cannot be claimed as a deduction against any other income in the current year.

Excess reasonable benefits limits

If the member’s balance at the time the allocated pension starts exceeds the member’s reasonable benefit limits then that part of the allocated pension connected to this amount will be taxed at 47% irrespective of the member’s marginal tax rate and will not be eligible for the 15% rebate.

It is common practice for any member’s benefits above the member’s reasonable benefits limit at the time the allocated pension starts to be quarantined in a separate allocated pension. If the member then chooses the minimum allocated pension from the excess benefit allocated pension, the amount of tax paid on the excess benefits is reduced and deferred. The member may choose to pay more than the minimum allocated pension from the other allocated pension without any tax penalty arising.

It is critical that the excess benefits allocated pension starts after the other allocated pension.

Calculation of excess reasonable benefit component

The amount of the allocated pension that is connected to the excess benefits is determined using the following formula:

Excess benefits / total superannuation benefits * 100/1

This percentage is then applied to the total assessable amount of the pension to determine the amount of the pension that is not covered by the 15% rebate. 

This percentage is fixed over the life of the allocated pension.  This means that if the SMSF invests well, so that the member’s balance moves above the member’s RBL after the allocated pension starts, this does not affect the amount of the 15% rebate.

Commutation to a lump sum
An allocated pension may be commuted either in whole or in part to a lump sum. The amount paid on commutation is an eligible termination payment (“ETP”) in the hands of the member. There is no limit on the number of ETPs that can be paid in a year or over the life of the allocated pension. This makes allocated pensions very flexible investment tools: the member can access all of the capital at any time or can roll the capital over to another superannuation entity by commuting all or part of the capital value of the allocated pension. The ETPs are taxed under the usual rules controlling the taxation of ETPs. 

Pre 1 July 1994 allocated pensions

Special rules apply if the allocated pension started before 1 July 1994. Under these rules pensions that started before 1 July 1994 often have a greater “deductible amount” compared to allocated pensions that started on or after 1 July 1994.

Death of a member
The allocated pension ends on either the balance of the account being exhausted or the death of the member. On death if the allocated pension does not include a reversionary component then either:

(i)
a pension is paid to a “dependent”(as defined the SISA);  or

(ii)
the balance in the account is paid as a lump sum to the deceased member’s personal legal representative or to a dependent. 

If the allocated pension includes a reversionary component the allocated pension will start to be paid to the reversionary beneficiary. The deductible amount stays the same unless the pension is paid to someone other than the reversionary pensioner.

A death benefit paid to a dependant is tax free, up the deceased member’s pension RBL (currently just over $1,000,000). Any amount paid above the deceased member’s pension RBL is taxed at 47% irrespective of the dependant’s marginal tax rate. A death benefit paid to a person other than a dependant will be taxed as a normal eligible termination payment in the dependant’s hands. A death benefit paid to the deceased member’s estate will be taxed as a normal eligible termination payment in the estate’s hands, unless it can be shown it has been substantially applied to a dependant, in which case the Commissioner of Taxation may deem it to be tax free.
Trustee minutes

Whenever a trustee makes a decision it is a good idea for a minute of a meeting of the trustees to be created to record this decision. This applies generally to decisions made by trustees as well as the specific decision to pay an allocated pension.

Draft minutes to record the steps involved in paying an allocated pension are set out in an appendix. These minutes are only draft minutes and should not be used without careful consideration and checking.

These minutes relate to:

(a) the receipt of an application for a pension from the member;

(b)
review of accrued benefits;

(c)
cash flow statements and investment strategy review;

(d)
segregation of allocated pension assets; and

(a) payment of the allocated pension, including registration as a group employer and notices to the member.

Audit requirements

A SMSF paying an allocated pension to a member is subject to the same audit requirements as any other SMSF. Additional matters to be considered by the auditor where an allocated pension is being paid to a member include:

(i) ensuring the deed empowers the trustee(s) to pay the allocated pension;

(ii) ensuring the payments have been properly documented;

(iii) ensuring the actuary has provided an appropriate certificate;

(iv) ensuring that the allocated pension has been paid at least annually and that the amount of the allocated pension is within the minimum and maximum stipulated under the SIS regulations;

(v) ensuring that the member has been advised of all relevant information;

(vi) ensuring the SMSF has given appropriate notice to the ATO’s RBL unit of the start of the allocated pension;

(vii) ensuring the member has received the allocated pension payments; and

(viii) ensuring the SMSF has complied with the tax withholding provisions of the tax law and has remitted all withholdings on the allocated pension payments to the ATO at the correct time.

APPENDIX: FREQUANTLY ASKED QUESTIONS FOR ALLOCATED PENSIONS

Doesn’t the money run out with an allocated pension?

The underlying actuarial assumption of the allocated pension factors prescribed in Schedule 1A of the SIS regulations is that the member will live to age 80. The allocated pension factors are set so if the maximum amount is withdrawn each year the amount in the fund will run out at age 80. If the fund earns about 9% a year, the amount of the maximum pension will be relatively constant each year. If the fund earns less than 9% a year, the amount of the maximum pension will fall each year and if the fund earns more than 10% a year the amount of the maximum pension will increase each year. No matter what the fund’s earning rate, if the maximum pension is taken each year the member’s benefits will be used up by the time the member reaches age 80.

A table showing this is set out in an appendix.

If the member takes the minimum pension each year the amount in the fund will not run out until age 104, or thereabouts. 

It is clear then, that if large amounts are withdrawn, and consumed, and if the SMSF investments perform poorly, then the member may be left with no or inadequate benefits in later life. It is not correct to therefore conclude that an allocated pension should not be chosen because of this phenomenon. This is because it has nothing to do with the allocated pension per se. The allocated pension is just the form that the superannuation benefits take. It has nothing to do with the amount of wealth consumed by the member each year or the amount earned by the trustees on the SMSF’s investments each year. 

The apparent decline in wealth is connected to the amount the member’s withdraw each year, the amount they consume each year and the amount of earnings earned by the trustees on the fund’s investments each year. It is not caused by the choice of form of the benefits. But because the choice of allocated pension means much less tax is paid each year than otherwise, it does mean that there is less leakage to tax and hence more money available for investment by the trustees and ultimately consumption by the members. 

How long will the capital last?

This is, quite sensibly, a question asked by most people considering an allocated pension. The answer is, quite sensibly, “who knows”.  This is because it depends on a range of factors and only some of these factors are within the control of the member/trustee. These factors include;

(i) your longevity, and who knows whether you will live to 100 plus or get hit by a bus this afternoon; 

(ii) your consumption needs. Typically these drop as people reach age 70 and beyond, but this can change if, for example, there are special accommodation or health needs;

(iii) inflation. Inflation usually favors growth assets and erodes the real value of monetary assets;

(iv) investment performance. Has the SMSF invested in Cochlear or One Tel? Have they beaten the market or has the market beaten them? This will make all the difference to the value of your pension in later years.

What has my life expectancy got to do with it?

Your statistical life expectancy underpins the allocated pension factors and hence determines the minimum and maximum pension amounts.

Your statistical life expectancy also underpins the calculation of the deductible amount, which is the amount allowed as a deduction against your pension income each; ie, an allocation of your undeducted contributions, any CGT rollover amount and any invalidity component included in your superannuation benefits.

The life expectation table used for these purposes is reproduced in an appendix. Of course, you will almost certainly not live for your expected life expectancy, and hopefully you will live well beyond it! 

Is my eligible service period relevant?

Your eligible service period is not relevant to your allocated pension. The rules do not differentiate in any way between pensions fund by benefits that include a pre-30 June 1983 component and benefits that do not.

If you take a lump sum benefit then only 5% of your pre-30 June 1983 component will be included in your assessable income, which means tax on it cannot be any more than about 2.5%. This is a significant concession and there is no parallel concession for the pre-30 June 1983 component under the allocated pension rules.

In some cases this concession means a member may be better off taking a benefit as a lump sum benefit rather than as an allocated pension benefit. One good strategy involves taking the benefits as a lump sum benefit, paying tax on it, and then re-contributing the after tax amount to the SMSF as an undeducted contribution.

Are there any ways to make the allocated pension last longer?

Yes. There are. Whether these may be used will depend on the member’s circumstances, particularly their consumption needs and preferences and other income and other assets, and the trustee’s investment abilities.

The simplest way to make an allocated pension last longer is for the member to elect to take lower pension in the earlier years. This allows the fund to build up reserves and these reserves can be used to pay future benefits, particularly after the member reaches age 80. 

The next simplest way to make an allocated pension last longer is to defer the start of the allocated pension as long as possible, to allow the member more time to build up superannuation benefits, both through the growth of existing benefits and further contributions from members and employers. 

The next simplest way is to make sure the trustees invest the SMSF’s assets well. 

It should also be remembered that there is no rule that says 100% of the pension paid to a member each year must be consumed. The member may instead choose to retain all or some of the pension amounts for reinvestment either in his or her name or through a related entity.  

It is the members’ consumption and the trustees’ investment performance that determines how long the member’s wealth lasts for. Whether the or not the member receives an allocated pension is irrelevant.

Do the minimum and maximum allocated pensions change each year?

Yes they do. This is because the Allocated Pension Factors prescribed in the SIS Regulations decrease each year and because the value of the SMSF’s assets will change each year due to its underlying investment performance. Further, a decision to take a lower allocated pension in one year will increase both the minimum and maximum allocated pensions in later years, since the member’s account balance will fall by less that year.

How should benefits being used to pay allocated pensions be invested?

Obviously they should be invested to maximise returns to the members. But this is often not as simple as it sounds and special care needs to be taken. Generally the trustees should make sure the SMSF has sufficient liquid assets to pay at least the minimum allocated pension each year and should avoid high risk strategies, even if this means missing out on high risk opportunities, on the grounds that older members are generally more risk averse than younger members, and have less opportunity to compensate for any losses. More particularly this usually means:

(i) the SMSF’s investment strategy should anticipate sufficient cash being available to pay the member’s allocated pension as and when the member requires it;

(ii) however, allocated pension benefits can be paid in species, that is, in a form other than cash, such as a transfer of shares from the SMSF to the member;

(iii) excessive illiquid assets, such as property, should be avoided unless the rent yield is sufficiently high to cover at least the minimum pension requirements or a sale program is in place to ensure cash is available to pay the allocated pension; 

(iv) SMSFs paying allocated pensions should not be too heavily in cash, unless the trustees expect the share market or property markets to decline. This is because cash investments are unlikely to generate a consistently high return and in the long run will drag down growth and reduce the SMSF’s ability to pay an allocated pension to a member; 

(v) The trustees should avoid having all the SMSF’s assets in one asset class, unless they are very confident of its investment prospects. Diversification is even more important than usual; and

(vi) The trustees should avoid high-risk assets. Member’s receiving allocated pensions generally cannot afford the risk of assets dropping in value.

In summary, this means that the trustees should maintain a balanced investment portfolio and generally avoid excessive holdings of either cash or high-risk investments. Balance is required. Each case is different and will very much be determined by the overall circumstances of the member. For example, a fifty-five year old trustee/member who has significant other assets and large superannuation benefits and who can rejoin the workforce if he needs to will probably be less risk averse than a seventy-year-old trustee/member with no other assets and low superannuation benefits and who cannot rejoin the work force. It is probable that each of these trustee/members will choose a completely different investment strategy, each choice reflecting the trustee/members own particular requirements. One would expect the older trustee/member to have a more conservative investment strategy.

What if the investments perform below average?

The member’s balance, and hence the value of the minimum and maximum pensions able to be drawn each year, depends on the performance of the underlying investments. A difference of 2 or 3 percentage points has quite an impact over time. 

It is critical that the SMSF invest well, and this usually means, as indicated above, that the guidelines noted above are quite critical to the member’s long-term welfare. 

It is unlikely that a heavy emphasis on cash investments will result in long term above average investment performance. It is probable that shares, particularly Australian shares with good franking habits, should feature in your SMSF’s investment portfolio. 

If the minimum pension is chosen, will the member’s balance grow forever?

No. It will not. In the early years taking the minimum pension means that the member’s balance grows. But eventually the effect of the decrease in the allocated pension factor will dominate the equation, and the increase in the minimum pension will cause the member’s balance to fall. In other words, in the early years the member’s balance growth curve will slope upwards, but as time goes by the curve will slope downwards and will approach zero as the member passes age 100. 

If you study the figures shown in the appendix, you will note that the member’s balance drops significantly when the member is in his or her seventies. This is particularly the case if the investments have averaged less than 9% return in the earlier years.

This shows the importance of maximizing returns, not taking out the maximum pension in the early years, and consuming less than one’s income and saving the excess in a non-superannuation environment.

What happens to my account balance if I take out the maximum each year?

If you take the maximum pension each year your capital will run out at about your eightieth birthday. If you intend to live past your eightieth birthday it is a good idea to take less than the maximum pension each year, or to arrange an alternative income source as you approach your eightieth birthday.

If you have no other assets other than your home, then you will become eligible for the old age pension as you approach age 80, as the member’s balance falls below the assets test threshold. This may take some of the pressure and also make it easier to take less than the maximum pension from, say, your early 70’s on.

What if I take out more than the maximum pension?

If you take out more than the maximum pension the excess is treated as an eligible termination payment and is taxed under the usual rules for taxing eligible termination payments. This means there is no real limit on the amount taken out of the SMSF as an allocated pension, and the only real constraint is that the minimum pension must be taken each year.

Are allocated pensions capital secure?

No. Whether the assets being used to pay the allocated pension are capital secure or not depends on the SMSF’s investment strategy. This has got nothing to do with whether the SMSF is paying an allocated pension. However, prudent trustees favour capital secure investments once the SMSF is paying a pension, particularly if the member is older, has less superannuation benefits and non-superannuation benefits than otherwise.

What Reasonable Benefit Limit applies?

The lump sum RBL, which is currently just over $500,000, applies to allocated pensions. This is quite strange, since allocated pensions are easily the most common form of superannuation pension, so most superannuation pensions attract the lump sum RBL not the greater pension RBL, which is currently just over $1,000,000.

The reason is that the capital can be accessed in whole or part at any time, so an allocated pension is closer to a lump sum benefit than it is to a pension that must be paid over a specified fixed period. Therefore allocated pensions do not meet the definition of a “complying pension” for RBL purposes and are subject to the lower lump sum RBL and not the higher pension RBL. The exception is death benefits paid to a deceased member’s dependants, which are tax free up to the pension RBL. Complying pensions, for example, are subject to the pension RBL because they must be paid over a specified fixed period and, once six months has passed, the capital cannot be accessed in any way.

How do the rules differ for men and women?

The rules for allocated pensions do not really differentiate between men and women.  

The minimum and maximum allocated pension factors set out in Schedule 1A of the SIS Regulations are the same for men and women notwithstanding that women typically outlive men by several years. One would expect lower allocated pension factors for women, given that they usually live longer, and hence the superannuation benefits usually have to last longer.

There is some recognition of greater female longevity in the life expectancy tables used to calculate the deductible amount of the undeducted contributions included in the member’s allocated pension. This amount may impact the amount of tax paid on the allocated pension, but does not impact the amount of the allocated pension.

Does an allocated pension guarantee the member an income for life?

No. It does not. Allocated pensions are designed to last until the member is age 80 if the maximum pension is paid to the member each year. If the member takes the maximum allocated pension each year and lives beyond age 80 then the benefits will run out and the allocated pension will stop. This highlights the need for a conservative consumption pattern and an alternative non-superannuation investment strategy as the allocated pension progresses.

The allocated pension can also stop if the trustees lose the investments. For example, if a SMSF paying an allocated pension invested solely in HIH and One Tel shares on 1 January 2001, then all of its investments would have been lost by 1 July 2001. This highlights the need for a balanced and diversified investment strategy.

Can superannuation contributions be paid once a member starts an allocated pension?

Advisors commonly answer “no” to this question. But this seems to be the incorrect answer. We can see no reason why a member cannot be the object of a superannuation contribution once an allocated pension has started, provided the rules for contributions are otherwise observed. For example:

(i) a member who started an allocated pension at age 55 may obtain a part time position at age 60, and the mandatory superannuation contributions may be required to be paid by the new employer; or

(ii) a member who started an allocated pension on 1 July 2001 may make an undeducted contribution to the fund in say August 2001, while still gainfully employed for superannuation law purposes.

In each case there appears to be no reason why the member cannot be the object of a superannuation contribution, and in the first example it seems the member must be the object of a superannuation contribution.

However, there is no doubt that contributions made after an allocated pension starts are complicated, and are not specifically contemplated in the superannuation law. It is best if the allocated pension does not start until all foreseeable contributions have been received by the SMSF. And it may be simpler to hold unforeseeable contributions, such as the mandated contributions in the first example, in a separate superannuation fund, or at least a separate accumulation account in the SMSF, until it is reasonably clear that no further contributions will be paid for the member, and then roll them into the allocated pension part of the SMSF. At the least this will keep accounting costs to a minimum.

Should a member have all their investments in a SMSF paying an allocated pension?

Yes and no. In the early days it can be extremely tax efficient to have all investments in the SMSF, particularly if they are transferred to the SMSF as undeducted contributions. The interplay of the rules for undeducted contributions and allocated pensions make this is an attractive strategy, and often large amounts can be invested without any tax charge arising.

But as time runs, and the minimum allocated pension factor increases, it can make sense to channel some of the pension cash to other investments in the name of the member or a related party, such as a spouse or a family trust. That is, it can be wise to not spend all the pension income and to instead save some of it in a non-superannuation environment, and keep it available to subsidies future living costs.

Each case is different. The critical point is for the member to be aware that the minimum pension amount will tend to increase, and the fund’s balance decrease, in the later years of the pension’s term. And you can only spend a dollar once.

Should the SMSF invest in franked Australian shares?

Probably yes. But it depends on what other investments are expected to return.

As indicated above, from 1 July 2001 unused franking credits are refunded. In the case of a SMSF paying an allocated pension this means all the franking credits are refunded. This means there is a bias towards SMSFs paying allocated pensions acquiring investments that generate franking credits. Since franking credits are only created by Australian tax, this means Australian shares, whether held directly by the trustees or indirectly through a managed fund, are relatively attractive investments and other investments are relatively unattractive.

If my allocated pension decreases will I eventually qualify for an old age pension?

Yes. If you have no other assets and no other income then eventually the balance in your superannuation fund will fall to an extent where you will become eligible for an old age pension. The rules for old age pensions should be obtained from Centre Link.

If a member dies, does the SMSF become non-complying?

We are often asked whether the SMSF becomes non-complying on the death of a member, on the grounds that there is now only one member and this breaches the superannuation law rules regarding trustees.

The answer is no, it does not. The personal legal representative of the deceased trustee stands in the shoes of the deceased trustee and there is no breach of the superannuation law. However, if the SMSF is to continue with just one member then eventually the surviving member has to arrange for either a one-person company, of which the surviving member is the sole director, or a family member to become a trustee of the SMSF. 

Do the minimum and maximum allocated pensions have to be recalculated each year?

Yes they do. This is because each year the value of the member’s benefits will change as a result of earnings being added and pension benefits paid being deducted from the member’s account. Further the allocated pension amount decreases each year as the member ages. This effect is shown in the appendices below

What happens to the benefits when a member dies?

It depends on whether the allocated pension provides for a reversionary beneficiary on the death of the member. A “reversionary beneficiary” is a person to whom the allocated pension may be paid on the death of the primary beneficiary. It is usually the primary beneficiary’s spouse or partner.

If the allocated pension does provide for a reversionary beneficiary then on the death of a member the reversionary beneficiary may continue to receive the pension or may instead commute the pension to a lump sum benefit. If the reversionary beneficiary continues to receive the pension, it will be taxed in the reversionary beneficiary's hands at his or her marginal tax rate but the deceased person's deductible amount and rebate will continue to apply. This is so even if the reversionary beneficiary is under age 55.

If the reversionary beneficiary instead commutes the pension to a lump sum benefit then it will be tax free in the reversionary beneficiary’s hands provided the reversionary beneficiary is a dependant of the deceased member.

If there is no reversionary beneficiary then the benefits may be paid to the deceased member’s nominated beneficiary or to the deceased member’s legal personal representative. 

Appendix : Sample letter to client at start of allocated pension

1 May 2000

Mr and Mrs Trustees

The Trustees of the 

The Old Superannuation Fund

Trustee Street 

Trustee Victoria 3000

Dear Trustees

Allocated pension: the Old Superannuation Fund (“the Fund”)

I am writing to confirm the minimum and maximum amount of the allocated pension able to be paid to the member by the Fund each year.

Minimum and maximum pension
Based on $851,926 and an age of 59, the minimum and maximum payments able to be made to you by the Fund in the first year are as follows:

Minimum





Maximum

$851,926
=
$46,809                                  $851,926   =  $93,618  

18.2                                                                             9.1         

This means the Fund must pay at least $46,809, and may pay up to $93,618, to you as a pension each year. This amount needs to be recalculated each year.

You may withdraw all or part of the Fund’s balance as an eligible termination payment at any time. This amount will be assessed in your hands as an eligible termination payment in the year of withdrawal.

Calculation of the deductible amount

I understand that $729,797 of benefits comprises undeducted contributions. This means the undeducted purchase price is also $729,797. You are not required to include the deductible amount, ie the undeducted purchase price apportioned over your expected life at age 59, in your assessable income each year.

The deductible amount is $36,729, calculated as follows:

Undeducted purchase price 
$729,797
=
$36,729

Life expectation factor

19.87



This amount does not need to be recalculated each year.

15% Rebate

The amount of your pension income in excess of $36,729 each year will be subject to a 15% rebate. If you draw the full pension amount of $93,618 in the year ending 30 June 2000 the amount of income tax payable, assuming you have no other income or deductions will be $9660, calculated as follows:

Pension income








$93,618

Deductible amount







$36,729
Taxable income








$56,889
Tax on taxable income (including 1.5 % Medicare levy)  



$18,193
Less 15% rebate on $56,889






$8,533
Tax payable








$9,660

This amount needs to be recalculated each year.

Minutes of trustees’ meetings

I attach minutes of various meetings to be held by the Trustees to record the decision to pay the allocated pension. Could you please hold the meetings as indicated and then date and sign the minutes and return them to our Brighton office for retention on the files.

Investment strategy

The trustees should review the Fund’s investment strategy to ensure it is appropriate to the payment of the allocated pension and in particular to ensure the Fund is sufficiently liquid to pay all pension benefits as and when they fall due.

Actuarial certificate

The Fund must obtain an actuarial certificate every three years. This certificate must be completed before its next tax return is lodged and may cover the fund for a maximum of 3 years (Income Tax Ruling IT 2617).

RBL Notice

We also attach a RBL notice for your signature and forwarding to the following: 

Reasonable Benefits Limits 

Australian Taxation Office

P O BOX 3333

ALBURY NSW 2640

Group Employer/Withholdings

We confirm that we have registered the Fund for Withholdings under the New Tax System.

Yours faithfully

Terry McMaster

Solicitor and Consultant

Appendix:

Schedule showing allocated pension balances over each year of the member's life: maximum pension taken each year


Maximum pension taken each year







Account balance at start
$1,000,000






Earnings rate

9.5000%
















Age
Maximum PVF
Opening Balance
Earnings 
Maximum Pension
Closing Balance



55
9.6
$1,000,000
$95,000
$104,167
$990,833




56
9.5
$990,833
$94,129
$104,298
$980,664




57
9.4
$980,664
$93,163
$104,326
$969,501




58
9.3
$969,501
$92,103
$104,247
$957,357




59
9.1
$957,357
$90,949
$105,204
$943,101




60
9
$943,101
$89,595
$104,789
$927,907




61
8.9
$927,907
$88,151
$104,259
$911,799




62
8.7
$911,799
$86,621
$104,804
$893,615




63
8.5
$893,615
$84,893
$105,131
$873,378




64
8.3
$873,378
$82,971
$105,226
$851,122




65
8.1
$851,122
$80,857
$105,077
$826,902




66
7.9
$826,902
$78,556
$104,671
$800,787




67
7.6
$800,787
$76,075
$105,367
$771,495




68
7.3
$771,495
$73,292
$105,684
$739,102




69
7
$739,102
$70,215
$105,586
$703,731




70
6.6
$703,731
$66,854
$106,626
$663,960




71
6.2
$663,960
$63,076
$107,090
$619,946




72
5.8
$619,946
$58,895
$106,887
$571,953




73
5.4
$571,953
$54,336
$105,917
$520,372




74
4.8
$520,372
$49,435
$108,411
$461,396




75
4.3
$461,396
$43,833
$107,301
$397,927




76
3.7
$397,927
$37,803
$107,548
$328,182




77
3
$328,182
$31,177
$109,394
$249,966




78
2.2
$249,966
$23,747
$113,621
$160,092




79
1.4
$160,092
$15,209
$114,351
$60,949














Schedule showing allocated pension balances over each year of the member's life: minimum pension taken each year

Minimum pension taken each year




Account balance at start
$1,000,000




Earnings rate

9.5000%












Age
Minimum PVF
Opening Balance
Earnings 
Minimum Pension
Closing Balance

55
19.8
$1,000,000
$95,000
$50,505
$1,044,495


56
19.4
$1,044,495
$99,227
$53,840
$1,089,882


57
19
$1,089,882
$103,539
$57,362
$1,136,059


58
18.6
$1,136,059
$107,926
$61,078
$1,182,906


59
18.2
$1,182,906
$112,376
$64,995
$1,230,287


60
17.8
$1,230,287
$116,877
$69,117
$1,278,047


61
17.4
$1,278,047
$121,414
$73,451
$1,326,010


62
17
$1,326,010
$125,971
$78,001
$1,373,981


63
16.6
$1,373,981
$130,528
$82,770
$1,421,739


64
16.2
$1,421,739
$135,065
$87,762
$1,469,043


65
15.7
$1,469,043
$139,559
$93,570
$1,515,032


66
15.3
$1,515,032
$143,928
$99,022
$1,559,938


67
14.9
$1,559,938
$148,194
$104,694
$1,603,439


68
14.4
$1,603,439
$152,327
$111,350
$1,644,416


69
14
$1,644,416
$156,219
$117,458
$1,683,177


70
13.5
$1,683,177
$159,902
$124,680
$1,718,399


71
13.1
$1,718,399
$163,248
$131,175
$1,750,471


72
12.6
$1,750,471
$166,295
$138,926
$1,777,840


73
12.2
$1,777,840
$168,895
$145,725
$1,801,010


74
11.7
$1,801,010
$171,096
$153,932
$1,818,173


75
11.3
$1,818,173
$172,726
$160,900
$1,830,000


76
10.8
$1,830,000
$173,850
$169,444
$1,834,405


77
10.4
$1,834,405
$174,268
$176,385
$1,832,288


78
10
$1,832,288
$174,067
$183,229
$1,823,127


79
9.5
$1,823,127
$173,197
$191,908
$1,804,416


80
9.1
$1,804,416
$171,420
$198,287
$1,777,548


81
8.7
$1,777,548
$168,867
$204,316
$1,742,099


82
8.3
$1,742,099
$165,499
$209,891
$1,697,707


83
7.9
$1,697,707
$161,282
$214,900
$1,644,090


84
7.5
$1,644,090
$156,189
$219,212
$1,581,066


85
7.1
$1,581,066
$150,201
$222,685
$1,508,582


86
6.8
$1,508,582
$143,315
$221,850
$1,430,047


87
6.4
$1,430,047
$135,854
$223,445
$1,342,457


88
6.1
$1,342,457
$127,533
$220,075
$1,249,915


89
5.8
$1,249,915
$118,742
$215,503
$1,153,155


90
5.5
$1,153,155
$109,550
$209,664
$1,053,040


91
5.3
$1,053,040
$100,039
$198,687
$954,392


92
5
$954,392
$90,667
$190,878
$854,181


93
4.8
$854,181
$81,147
$177,954
$757,374


94
4.6
$757,374
$71,950
$164,646
$664,678


95
4.4
$664,678
$63,144
$151,063
$576,759


96
4.2
$576,759
$54,792
$137,324
$494,227


97
4
$494,227
$46,952
$123,557
$417,622


98
3.8
$417,622
$39,674
$109,901
$347,396


99
3.7
$347,396
$33,003
$93,891
$286,508


100
3.5
$286,508
$27,218
$81,859
$231,866










Appendix Checklist for the payment of an allocated pension

This checklist is intended to provide an overview of the matters to be considered by trustees before starting to pay an allocated pension.

1
Consider if an allocated pension is the most appropriate superannuation benefit for the client. Depending on the circumstances a lump sum benefit or a complying pension benefit may be better. This review should consider whether the allocated pension impact the client’s income tax and social security payments profiles. Matters to be specifically considered include:


(i)
the member’s estate planning strategies;


(ii)
the member’s non-superannuation assets and income; and


(iii)
the member’s eligibility for an old age pension.

2
Can the tax efficacy of the allocated pension be improved by the member making a large undeducted contribution?


3
Review the trust deed to make sure it permits the payment of an allocated pension and that it is flexible in its treatment of commutations and death benefits. Some deeds include rules to permit the payment of any benefit that is permitted by the superannuation law. These rules are intended to act as a catchall to prevent an inadvertent breach of the law. It is better for the deed to include rules that specifically deal with allocated pensions and it may be appropriate to amend the deed to make it clear this can be done.

4
Review the member’s Reasonable Benefit Limits and check the RBL history to identify whether any other superannuation benefits or other eligible termination payments have been provided to the member since 1990.

5
Identify the various components of the member’s benefits. These are;



Preserved
Non-Preserved

Component
Amount
Amount

Pre-July 1983 Component




Post-June 1983 Component




Undeducted Contributions




Concessional Component




Post-June 1984 Invalidity Component




CGT Exempt Component




Restricted Non-Preserved




Other



6
Consider the financial position of the Fund. This is done by preparing a cash projection to ensure the Fund can meet its obligations under the allocated pension. If it cannot, a new investment strategy may be need to ensure it can.

7
Explain the tax implications of the Fund paying an allocated pension and the income tax exemption that applies to income from the assets used to pay the allocated pension.

8
Ensure the requirements of SIS regulation 1.05 and 1.06 are met. These regulations relate to the definition of an annuity or a pension for superannuation purposes and provide that:

(i)
the allocated pension is not able to be transferred to a person other than a reversionary beneficiary on the death of the pensioner;

(ii)
the capital value of the allocated pension and the income from it cannot be used to secure a borrowing;

(iii)
the payments are made at least annually (with an exception in the first year for pensions starting on or after 1 April); and

(iv)
the payments are within the minimum and the maximum limits set out in Schedule 1A of the regulations, other than lump sum commutations.

9
Check which actuary will provide the actuarial certificate confirming the Fund has sufficient assets to pay the allocated pension.

10
Obtain a Reasonable Benefits Limit (RBL) form and an Annuity and Superannuation Pension Declaration Form from the Australian Taxation Office. Consider the information required in these forms and confirm it is available to the Trustees.

Appendix - The mechanics of paying an allocated pension

The key is the trust deed. Most deeds give the trustee the power to pay an allocated pension. If a particular procedure is specified it should be followed. The payment of an allocated pension where there is no power to do so may be a breach of the sole purpose test and may leave the fund open to tax penalties and penalties under the superannuation law. If the trust deed does not permit allocated pensions or if the procedure set out is complicated or incomplete, it should be amended accordingly.

The allocated pension should be reviewed regularly by the trustees and the member advised of all relevant details as required under the superannuation law. Minutes of meetings of the trustees should record and authorize all steps in the process.

The first step is for the member to apply in writing for an allocated pension benefit to start to be paid on a specified date. The trustees meet and sign a minute resolving to pay the allocated pension and authorizing themselves or their nominee to do all things necessary to give effect to this resolution. The minute should specify the procedures to be followed, which are typically something like: 

(i)
the member applies in writing to the trustees for an allocated pension, often using a pre-set from appended to the back of the trust deed, or a similar form. The member must be over age 55;

(ii)
the trustees consider the application, and then accept the application;

(iii)
the member’s unrestricted non-preserved benefits are transferred by the trustees to a special current pension benefits account (ie are segregated from non-current pension assets). Only unrestricted non-preserved benefits can be used to pay an allocated pension;

(iv) 
an actuary is consulted by the trustees and the required certificate regarding the ability of the SMSFs assets to pay the pension is obtained;

(v)
the upper and lower limits are calculated by the trustee (perhaps with the help of the actuary) and advised in writing by the trustees to the member;

(vi)
the matter is generally considered for tax efficacy, investment efficacy and compliance with the superannuation law;

(vii)
the trustees registers as a group employer;

(viii)
the member completes an Annuity and Superannuation Declaration and lodges it with the ATO;

(ix)
the trustees notify the ATO that an allocated pension is about to be paid by the fund and advises its composition. The ATO determines whether the proposed pension is excessive having regard to the member’s RBL or transitional RBL if applicable, (including any lump sums already received by the member). The trustees should reduce the amount of the 15% rebate allowed for in the group tax remittances for any excess RBL included in the allocated pension payments; 

(x)
the trustees complete a new investment strategy. This strategy should contemplate for the allocated pension, the effect of nil tax rate on current pension assets’ selection, the segregation of assets and cash flow considerations; and

(xi)
the actions and decisions of the trustee as per items (i) to (x) above are recorded in minutes of the meetings of trustees as per the following suggested precedents.

Suggested minutes to record an allocated pension

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (“the Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Payment of an Allocated Pension

The trustee has received a written request from (name) for an allocated pension to be paid on (name) behalf from (start date). (Name) has requested that (state percentage) of (name)’s account balance to be used to pay the allocated pension.

Resolution
The meeting considered the request and agreed to approve the request and authorised the Chairperson to do all things necessary to give effect to this resolution including:

(i)
reviewing (name)’s benefit account to ensure the benefits are unrestricted, non-reserved benefits and may be used to pay an allocated pension;

(ii)
to prepare all appropriate future cash flow estimates and to review the Fund’s investment strategy to ensure it is able to pay the allocated pension under its investment strategy and the applicable provisions in the Supervision Industry (Supervision) Act 1993 and the regulations made under that Act and all other relevant legislation;

(iii)
to engage an appropriately qualified and experienced actuary to confirm the Fund has the financial ability to meet the various obligations that arise as a result of providing this allocated pension to the Member; and

(iv)
to inform the Member in writing of the minimum and maximum amounts of the allocated pension that may be paid in the current fiscal year and provide such other relevant details that may be required by the Member.

Closure
There being no further business the meeting closed. Signed as a true and correct record the date stated above.

…………………………… Chairperson

…………………………… Trustee/Director

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (“the Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Review of Accrued Benefits

The Chairperson reported to the meeting that a review of (member)’s accrued benefits had been completed. The purpose of this review was to confirm that (member) had sufficient unrestricted, non-preserved benefits to fund the provision of an allocated pension as per the application for an allocated pension made by the member on (date).

The review showed the following amounts were held on behalf of the member:


Preserved
Non-Preserved

Component
Amount
Amount

Pre-July 1983 Component



Post-June 1983 Component



Undeducted Contributions



Concessional Component



Post-June 1984 Invalidity Component



CGT Exempt Component



Restricted Non-Preserved



Other, please specify



The Chairperson noted that the amounts held on behalf of (member) had been allocated between their preserved components and non-preserved components.

Resolution
It was resolved that the amounts shown in the above table confirm there are sufficient unrestricted non-preserved benefits in (member)’s account balance to pay an allocated pension to (member) as per the application for an allocated pension made by (member) on (date).

Closure
There being no further business the meeting closed. 

Signed as a true and correct record the date stated above.

…………………………… Chairperson

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (“the Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Cash Flow Statement and Investment Strategy Review

The Chairperson noted to the meeting that a cash flow statement needed to be  prepared by the Trustee to show the likely effect of paying an allocated pension to (member) as per the written application to be paid an allocated pension dated (date).

The Chairperson also noted to the meeting that the Fund’s investment strategy should be reviewed to determine if it is likely to generate sufficient cash to sustain the anticipated cash flows.

Resolution

It was resolved to authorize the Chairperson to: 

(i)
prepare cash flow estimates reflecting the payment of an allocated pension to (member);

(ii)
review the Fund’s investment strategy to determine if it can sustain the cash flows required to pay the allocated pension; and

(iii)
if the Fund’s investment strategy is not able to sustain the cash flows required to pay the allocated pension, to prepare and implement a new investment strategy that will sustain the cash flows required to pay the allocated pension.

Closure
There being no further business the meeting closed. Signed as a true and correct record the date stated above.

…………………………… Chairperson

…………………………… Trustee/Director

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (“the Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Segregation of Allocated Pension Assets

The Chairperson noted to the meeting the provisions of the Income Tax Assessment act dealing with the taxation of income from assets used to pay an allocated pension to (member) by the Fund (“the allocated pension assets”) required the allocated pension assets to be segregated from other assets in the Fund (“the other assets”) in the Fund’s accounting and administration systems.

Resolution

The meeting resolved to segregate the allocated pension assets from the other assets and to record the segregated assets and the income from the segregated assets separately to the other assets and the income from the other assets.

It was further resolved to appoint an actuary to certify in writing in accordance with the superannuation and taxation law that all relevant requirements for the payment of an allocated pension had been met and the segregated assets were sufficient to pay the allocated pension to (member).

Closure
There being no further business the meeting closed. 

Signed as a true and correct record the date stated above.

…………………………… Chairperson

…………………………… Trustee/Director

Resolutions of Trustees/Directors of Sample Pty Ltd As trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Payment of An Allocated Pension

The Chairperson reported to the meeting that (member) had applied in writing on (date) for an allocated pension. All matters required to pay an allocated pension under the superannuation and taxation law had been attended to including the obtaining of actuarial advice, the preparation of a cash flow statement and the review of the investment strategy. 

Resolution

The meeting resolved to:
(i)
pay to (member) an allocated pension of $X or such other amount permitted by the superannuation and taxation law provided that the status of the Fund as a complying superannuation fund under the taxation law is maintained and that the Fund complies with all relevant provisions of the superannuation law including but not limited to the provisions dealing with the payment of an allocated pension set out in the regulations made under the Superannuation Industry (Supervision) Act;
(ii)
authorize the Chairperson to do all things necessary or expedient to enable the Fund to pay the allocated pension including:

(a) notifying (member) of the minimum and maximum amounts able to be paid to (member) by the Fund as an allocated pension each year and the amount and composition of the benefits being used to pay the allocated pension,

(b) notifying (member) of the amount of the pension to be included in (member)’s assessable income each year,

(c) notifying (member) of the amount of the pension that does not need to be included in (member)’s assessable income each year, and


(d)
registering the Fund as a group employer under the Income Tax Assessment Act, lodge an RBL notification form with the Commissioner of Taxation setting out the amount of the pension, the assessable amount and the deductible amount and otherwise complying with the relevant provisions of that Act regarding the payment of an allocated pension.

Closure
There being no further business the meeting closed. 

Signed as a true and correct record the date stated above.

…………………………… Chairperson

Appendix A:  Allocated Pension Factors

MINIMUM AND MAXIMUM PENSIONS
Column 1
Column 2
Column 3
Column 4



Maximum Pension
Minimum Pension

Item
Age of Beneficiary
Valuation Factor
Valuation Factor

26
45
10.0
23.1

27
46
10.0
22.8

28
47
10.0
22.5

29
48
10.0
22.2

30
49
10.0
21.9

31
50
9.9
21.5

32
51
9.9
21.2

33
52
9.8
20.9

34
53
9.7
20.5

35
54
9.7
20.1

36
55
9.6
19.8

37
56
9.5
19.4

38
57
9.4
19.0

39
58
9.3
18.6

40
59
9.1
18.2

41
60
9.0
17.8

42
61
8.9
17.4

43
62
8.7
17.0

44
63
8.5
16.6

45
64
8.3
16.2

46
65
8.1
15.7

47
66
7.9
15.3

48
67
7.6
14.9

49
68
7.3
14.4

50
69
7
14.0

51
70
6.6
13.5

52
71
6.2
13.1

53
72
5.8
12.6

54
73
5.4
12.2

55
74
4.8
11.7

56
75
4.3
11.3

57
76
3.7
10.8

58
77
3
10.4

59
78
2.2
10.0

60
79
1.4
9.5

61
80

9.1

62
81

8.7

63
82

8.3

64
83

7.9

65
84

7.5

66
85

7.1

67
86

6.8

68
87

6.4

69
88

6.1

70
89

5.8

71
90

5.5

72
91

5.3

73
91

5.0

74
92

4.8

75
94

4.6

76
95

4.4

77
96

4.2

78
97

4.0

79
98

3.8

80
99

3.7

81
100 or more

3.5

Appendix A:  Allocated Pension Factors

LIFE EXPECTATION TABLE
TABLE 2

AUSTRALIAN LIFE EXPECTATION

Column

1

Age Started
Column

2

(Male)
Column

3

(Female)
Column

1

Age Started
Column

2

(Male)
Column

3

(Female)

50

28.64

33.11
71

12.17

15.14

51

27.74

32.18
72

11.56

14.40

52

26.85

31.26
73

10.96

13.67

53

25.97

30.34
74

10.38

12.96

54

25.09

29.43
75

9.82

12.26

55

24.22

28.53
76

9.27

11.58

56

23.36

27.63
77

8.74

10.92

57

22.51

26.74
78

8.24

10.28

58

21.68

25.86
79

7.76

9.67

59

20.86

24.98
80

7.30

9.09

60

20.05

24.11
81

6.87

8.53

61

19.25

23.25
82

6.46

8.00

62

18.46

22.39
83

6.08

7.46

63

17.70

21.54
84

5.73

7.00

64

16.94

20.70
85

5.40

6.53

65

16.21

19.88
86

5.10

6.10

66

15.49

19.06
87

4.82

5.69

67

14.79

18.25
88

4.57

5.32

68

14.11

17.46
89

4.35

4.98

69

13.44

16.67
90

4.16

4.67

70

12.80

15.90






PART.3
COMPLYING PENSIONS:  AN OVERVIEW

Complying pensions are another type of superannuation pension able to be paid by a SMSF to a member. Complying pensions can be broken down into two classes. These are fixed term complying pensions and lifetime complying pensions. Lifetime complying pensions are not popular, as they are less flexible than fixed term complying pensions and there are doubts as to whether they can be paid by SMSFs. For these reasons we concentrate on fixed term complying pensions, except where otherwise indicated.

Complying pensions and the old age pension

Complying pensions have become popular since September 1998, when the Superannuation Industry (Supervision) Regulations were amended to allow fixed term complying pensions to be paid by SMSFs. Previously SMSFs had not been able to pay fixed term complying pensions. This popularity is due to favorable treatment under the tax law and old age pension rules.  In summary:

(i)
the income tax rules provide an exemption from income tax on SMSF income (including capital gains) attributable to assets used to pay the complying pension and the exemption for the deductible amount and the 15% rebate in the hands of the member; and

(ii)
the old age pension rules provide that:

(a)
assets used to pay complying pension are not counted as assets for assets test purposes; and

(b)
the income from the complying pension that is included as income for income test purposes is reduced by the deductible amount of the pension. The deductible amount of the pension is basically the amount of undeducted contributions divided by a member’s life expectancy.

This means it is possible to have a significant amount in a SMSF paying a fixed term complying pension in a very tax efficient (or even tax free) form and still be eligible for all or part of the old age pension.

Complying and allocated pensions will be even more tax efficient after 1 July 2000 when franking credits attached to franked dividend income will be refunded to the trustee. At present such credits are wasted, although they can be transferred to other members who are not receiving pensions in some circumstances.

Tax implications of complying pensions

The specific tax implications of complying pensions from both the SMSFs perspective and the member’s perspective are generally the same as those for an allocated pension. These are discussed in detail in the preceding section of the Guide and do not need to be repeated here.
Characteristics of a fixed term complying pension

The SMSF’s trust deed must specify that the pension has certain characteristics before it will be treated as a fixed term complying pension. These characteristics are set out in regulation 1.06(7) of the SIS regulations. In summary, they provide that:

(i)
the income stream can only start once the member has reached the old age pension retirement age. This is currently 65 for men (unless they are covered by Veteran’s Affairs, in which case it is age 60) and 61 for women (unless they are covered by Veteran’s Affairs, in which case it is age 55). The female retirement age will increase to 65 for women by 2014, under some special transitional rules; 

(ii)
payments must be made at least once a year and must be:

(a)
for a minimum 15 years, or the person’s life expectancy, if more than 15 years; or


(b)
for the member’s life expectancy, if it is less than 15 years;

(iii)
the whole of the  purchase price must be converted to income, ie the member’s account must be exhausted by the end of the term so there is no residual capital amount;

(iv)
the annual income stream cannot

(a)
increase by more than 5% of the previous year’s amount, or, if the CPI is greater than 4%, by the CPI plus 1%; and


(b)
be less than the previous year;

(v)
the commutation value must not exceed the benefit payable immediately before commutation;

(vi)
commutation can only be made:


(a)
within six months;


(b)
on death, to a reversionary beneficiary; or

(c)
if on commutation the commuted amount is transferred directly to the purchase of another income stream satisfying the complying pension rules (whether for a fixed term complying pension or a lifetime complying pension) 

(vii)
the income stream can only be transferred on death to the deceased’s estate or to a reversionary beneficiary; and

(viii)
the pension cannot be transferred or used as a security for a borrowing. 

In most cases the deed will specifically refer to these characteristics. Typically it will also contain a default clause specifying that the SMSF can pay any benefit permitted by the superannuation law and that if there is any conflict between the default clause and the specific provisions of the deed the specific provisions will be overridden by the default clause. 

Characteristics of a life time complying pension

The SMSF’s trust deed must specify that the pension has certain characteristics before it will be treated as a life term complying pension. These characteristics are set out in the SIS regulations. In summary, they provide that:

(i)
payments must be made at least once a year for the life of the pensioner and the first payment must relate to the period in which the income stream is purchased;

(ii)
the whole of the pension’s purchase price must be converted to income, ie the member’s account must be exhausted by the end of the pension so there is no residual capital amount;

(iii)
the annual income stream cannot

(a)
increase by more than 5% of the previous year’s amount, or, if the CPI is greater than 4%, by the CPI plus 1%; and


(b)
be less than the previous year;

(iv)
the commutation value must not exceed the benefit payable immediately before commutation;

(v)
commutation can only be made:


(a)
within six months;


(b)
on death, to a reversionary beneficiary; or

(c)
if on commutation the commuted amount is used to purchase another income stream satisfying the complying pension rules; 

(vi)
if there is a reversionary beneficiary, payments must be made at least annually throughout the reversionary beneficiary’s life. However, if the reversionary beneficiary is a child, payments are to be made until age 16, unless the child is a full time student, in which case payments are to be made until the earlier of age 25 or the end of full time study.

The role of the actuary

The superannuation law treats each member of a SMSF who receives a complying pension as a defined benefit member. This means the assets used to pay the pension to that member need to be segregated from the other assets in the fund.

An actuary’s certificate is required each year. This certificate will state that in the actuary’s opinion there is a reasonable probability (ie 80% or more) that the fund will be able to pay the complying pension to the member having regard to its existing reserves and expected investment performance. 

Undeducted purchase price: the deductible amount

The undeducted purchase price (“UPP”) of a complying pension that started after 1 July 1994 is generally the sum of:

(i)
the undeducted contributions made by the member;

(ii)
the exempt capital gains on the sale of “active” small business assets.

The “deductible amount” of the UPP included in the pension paid to a member is tax-free in the member’s hands. This amount is calculated by dividing the UPP by the life expectancy of the member. For example, if the UPP of the complying pension for a male aged 65 is $120,000, the deductible amount will be $7,787, reflecting a life expectancy for a 65 year old male of 15.41 years.

Commutation

Complying pensions are generally less flexible and more restrictive than allocated pensions regarding commutation. This is because complying pensions are intended to last for a fixed term or for the lifetime of a the member. One aspect of this is commutation (ie the paying out of the benefits to the member). Allocated pensions can be commuted in whole or in part at any time but complying pensions can only be commuted in limited circumstances. These are:

(i)
within 6 months of the start of the pension;

(ii)
on the purchase of another complying pension; or

(iii)
to pay a contributions surcharge liability.

A complying pension can be used to provide a reversionary pension to a beneficiary on the death of the pensioner.

Death benefits

For many years it was not possible for a member to determine who would be paid the member’s benefits on the death of the member. This was so even where the member had nominated a preferred beneficiary or beneficiaries in writing prior to death. This was not a problem for SMSFs since the surviving trustee is typically the preferred beneficiary or someone sympathetic to the preferred beneficiary.

Nevertheless, the superannuation law has recently changed to allow a member to nominate who will receive the benefits and in what form. The SMSF’s trust deed must also allow this direction to be made.

It is generally tax effective for the death benefit to be paid as a lump sum direct to the deceased member’s beneficiary, and to bypass the deceased member’s estate. This is because if the payment is to the deceased member’s spouse or under age 18 children the pay out will be tax-free up to the deceased member’s pension RBL. Any benefit paid above the deceased member’s pension RBL will be taxed at the recipient’s marginal tax rate. If the benefit is paid to someone other than the deceased member’s spouse or under age 18 children it will be taxed as a normal ETP based on the deceased member’s eligible service period and RBL.

If the death benefit is paid as a pension it is included in the recipient’s assessable income. The 15% rebate is generally available (unless the pension is in excess of the RBL). If the pension starts before the date of death it is not counted in the recipient’s RBL. If the pension starts after death it is counted in the recipient’s RBL, unless the recipient is a child of the deceased member and is under age 18.

Planning opportunities

The circumstances of the member and the member’s spouse and close relatives should always be closely considered before a complying pension starts.

Space does not permit an exhaustive summary of all the planning opportunities available to members using complying pensions. Thoughts to be considered include:

(i)
can the undeducted purchase price (UPP) and hence the tax-free deductible amount (and old age pension income test amount) to be paid each year to the member/the member’s spouse be increased? 


Possibilities include:

(a)
commuting an existing benefit and taking it as an ETP and then paying it back to the SMSF as an undeducted contribution for the benefit of the member and/or the member’s spouse? 

(b)
making a large undeducted contribution from the member’s non-superannuation assets before the pension starts; 

(c)
realising a capital gain on the sale of active business assets and then rolling it over to the SMSF under the capital gains tax roll over rules. 


(A spouse must be gainfully employed (ie employed for more than ten hours in a one week period at some time in the preceding two years) before an undeducted contribution can be made for the spouse.)

(ii)
is another investment vehicle (eg. an allocated pension or a discretionary trust) more appropriate for tax planning and/or age pension strategies? 

(iii)
can the member’s tax-free threshold on the post 30 June 1993 component be exploited?


In the year ending 30 June 2000 for a person over age 55 the first $96,637 of this component is tax-free and the balance is taxed at no more than 15% plus the medicare levy. It is not possible to specify that the amount withdrawn is 100% post 30 June 1998 component. The amount withdrawn will be pro-rated between the member’s post 30 June 1998 component and the member’s pre 30 June 1998 component; and

(iv)
what assets should be used to pay the pension? Assets must be transferred to the complying pension segment of the SMSF once the complying pension starts. This transfer is not a disposal for capital gains tax purposes. Any unrealised capital gain on the assets will become tax-exempt once the transfer is completed. For example, if an asset was acquired five years ago for $500,000, and is now worth $1,000,000, the capital gain of $500,000 is derived tax free by the SMSF, even though the relevant tax rate was 15% over the period the gain accrued. This is because a capital gain is realised on disposal to a third party and the tax is based on the SMSF’s tax rate in the year of disposal.

Investment strategy

A SMSF must have a written investment strategy. The investment strategy must consider liquidity and the diversity of the SMSF’s assets, and must consider the timing and amount of benefits due to be paid to the member.

Once a SMSF starts to pay a pension the liquidity requirements of the SMSF will increase. In most cases this is not a problem: if the cash payment commitments exceed the SMSF’s cash income assets can be disposed of to pay the shortfall. However, the SMSF’s investment strategy may need to be modified to reflect this.

Trustee minutes

Whenever a trustee makes a decision it is a good idea for a minute of a meeting of the trustees to be created to record this decision. This applies generally to decisions made by trustees as well as the specific decision to pay a complying pension. 

Draft minutes to record the steps involved in paying an allocated pension are set out in an appendix. These minutes are only draft minutes and should not be used without careful consideration and checking with Super 2000 Pty Ltd.

These minutes relate to:

(i)
the receipt of an application for a complying pension from the member;

(i) review of accrued benefits;

(ii) review of investment strategy;

(iv)
payment of a complying pension

What forms have to be filled out?

The member needs to obtain a “Pension and Annuity Rebate Declaration” form from the Australian Taxation Office. This form must be completed and lodged with the ATO. This form allows the 15% rebate to be claimed on the pension income less the deductible amount (ie the assessable part of the pension.

The SMSF needs to register for group tax since pensions are wages for the under the group tax rules. Generally group tax is remitted to the ATO by the seventh day of the month following the pension payments. In some cases smaller group employers (ie those paying less than $25,000 a year) may remit group tax on a quarterly basis.

If the member wishes to claim an age pension a Centrelink income stream product form will need to be completed by the member and lodged with Centrelink.

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Complying Pension to (name) (ie “the Member”)

The Chairperson reported he had received an application from the Member requesting that a fixed term or life time (delete which one is not applicable) complying pension to start to be paid on (date). The Member has instructed the Trustee to use (state %) of the Member’s benefits to pay the pension.

Resolution
The meeting considered this matter and then resolved to accept the Member’s application and authorised the Chairperson to:
(i)
review the Member’s account balance to ensure there are sufficient unrestricted non-preserved benefits to pay the pension;

(ii)
review the Fund's capacity to provide a complying pension including a review of the trust deed and the fund’s investment strategy;

(iii)
instruct an actuary to determine the size of the pension payments and the required earning rate of the Fund;

(iv)
review the investment strategy of the Fund to determine whether it is able to generate sufficient cash to pay the pension;

(v)
segregate the Member's assets into a segment (“the segment”) within the pension reserves to be solely used to pay the pension and to ensure the following conditions are met:

(a)
the segment has separately identifiable assets and separately identifiable beneficiaries;

(b)
each beneficial interest in the segment is an interest in the assets of that segment as distinct from the other assets of the Fund;

(c)
there is no transfer of assets, benefits or money between that segment and any other part of the Fund without a transfer of a corresponding beneficial interest; and
(d)
the insurance and administration costs allocated to the segment are attributable only to that segment. 

(v) 
to advise the Member of the decision by the Trustee and to advise the Member of the amount and composition of the pension and any other matter required to be advised by the Trustee to the Member to comply with the superannuation law and any to generally administer the Fund.

Closure
There being no further business the meeting closed.

Signed as a true and correct record the date stated above.

…………………………… Chairperson

Resolutions of Trustees/Directors of Sample Pty Ltd as trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Review of Accrued benefits

The Chairperson reported to the meeting that a review of the Member’s accrued benefits had been completed. The purpose of this review was to confirm that (member) had sufficient unrestricted, non-preserved benefits to pay a complying pension as per the application for a fixed term/lifetime complying pension made by the Member.

The review showed the following amounts were held on behalf of the member:


Preserved
Non-Preserved
Component
Amount
Amount
Pre-July 1983 Component



Post-June 1983 Component



Undeducted Contributions



Concessional Component



Post-June 1984 Invalidity Component



CGT Exempt Component



Restricted Non-Preserved



Other, please specify



The Chairperson noted that the amounts held on behalf of the Member had been allocated between their preserved components and non-preserved components.

Resolution

It was resolved that the amounts shown above confirm there are sufficient unrestricted non-preserved benefits from which to pay out a (fixed term/lifetime) complying pension to the Member.

Closure

There being no further business the meeting closed.

Signed as a true and correct record the date stated above.

…………………………… Chairperson

Resolutions of Trustees/Directors of Sample Pty Ltd As trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Appointment of Actuary

A motion was put to appoint (name) as the actuary to the Fund. The role of the actuary would be to determine the size of the pension payments and whether the Fund is able to meet its future pension liabilities. The actuary will also help identify which assets should be segregated to the pension reserves in respect of the Member.

Resolution

The meeting considered this matter and resolved to appoint (name of actuary) as the Fund’s actuary. The Chairperson was authorised to do all things necessary to give effect to this resolution including instructing the actuary to:

(i)
determine the amount of the pension payments to be made by the Fund;

(ii)
advise generally on the payment of a complying pension;

(iii)
to provide the Fund with certificates as required under the Superannuation Industry (Supervision) Regulations (the “SIS Regs”) and the Income Tax Assessment Act 1936 (the “Tax Act”); and

(iii)
to establish a pension reserve on behalf of the Member  and to assign the assets identified by the actuary to this reserve. These assets are to be solely used to fund the provision of a complying pension to the Member.

Closure
There being no further business the meeting closed. 

Signed as a true and correct record the date stated above.

…………………………… Chairperson

Resolutions of Trustees/Directors of Sample Pty Ltd As trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Review of Investment Strategy

The Chairperson reported to the meeting that the Fund had been advised to review its investment strategy to determine whether it provides sufficient cash liquidity to pay a (fixed term/lifetime) pension to the Member.

Resolution

The meeting considered the matter and resolved to accept the advice and to authorize the Chairperson to do all things necessary to give effect to this resolution including reviewing the investment strategy to determine that sufficient cash liquidity exists to pay a (fixed term/lifetime) pension to the Member and that the investment strategy otherwise complies with all relevant provisions of the income tax and superannuation law.

Closure
There being no further business the meeting closed. 

Signed as a true and correct record the date stated above.

……………………………  Chairperson

Resolutions of Trustees/Directors of Sample Pty Ltd As trustee for the Sample Superannuation Fund (the “Fund”) held at the registered office on 1 July 1999 

Present
Names of those present.

Chairperson
Name was elected chairperson

Previous Meeting

The Minutes of the previous meeting were read and confirmed as correct.

Payment of a Complying Pension to (name) (ie “the Member”)

The Chairperson reported to the meeting that the Member had applied for the payment of a fixed term/lifetime complying pension and that an actuary had been consulted to advise on the amount of the annual payments able to be paid to the member.

Resolution

The meeting considered this matter and resolved to pay the pension and authorised the Chairperson to do all things necessary to give effect to this resolution including:

(i)
paying the Member an annual pension of $.................. ;

(ii)
providing written notice to the Member each year of the amount and composition of the pension including the total amount paid to the Member, the rebatable and excessive amount and any deductible amount;

(iii)
registering the Fund for group tax and deducting income tax from the pension payments as required under the taxation law; 

(iv)
to accept the Member's Pensions and Annuity Declaration to ensure the Member obtains the 15% rebate for the assessable component of the pension; 

(v)
lodge an RBL notification with the ATO setting out the details of the capital value of the pension; and

(vi)
attend to other matters relevant to the payment of the pension to the Member. 

Closure
There being no further business the meeting closed. 

Signed as a true and correct record on the date stated above.

…………………………… Chairperson
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