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FAQ: Commuting defined benefit pensions 
September 2017

Q1. In regards to death benefits for a complying pension in an SMSF, are the reserves counted towards the 
concessional contributions limit and taxed, when allocated to a surviving member?

Technically you cannot pay a death benefit from a complying pension that is not a market linked pension. 

If the member is receiving a complying lifetime pension and the pension is not reversionary then on death of the primary 
beneficiary the assets supporting the lifetime pension will remain in an unallocated reserve. 

This unallocated reserve belongs to the SMSF and is controlled by the Trustee.  The Trustee of the fund could allocate 
money from the reserve to the other members in the fund but it is important to take note of the taxation treatment of 
those distributions, as specified in ITAR 291-25.01. According to that regulation:  

(1) Each fund member can receive allocations up to their concessional contribution cap each year.  Age and
work-test restrictions do not apply because the reserve is already in the superannuation system.  The concessional limit 
applies because monies in the super system are concessionally taxed.  It is our understanding that the lump-sum allocation 
must be grossed-up to determine the equivalent concessional contribution.  For example, a lump-sum allocation of $8,500 
to a member must be counted as a concessional contribution of $10,000.  Excess contributions tax may be levied if the 
total of all concessional contributions to that member in a year exceeds their contribution limit.

OR

(2) Distributions to member accounts less than 5% (say 4.99%) are permitted without being counted against 
contributions limits (see ITAR 291-25.01).  For example if a member has an account-based pension in the fund with a 
balance of $100,000 then less than $5,000 can be transferred to an account for that member without counting towards 
the concessional contribution cap, for that year.  A particular requirement of this distribution method is that all member 
interests in the fund must be increased in a fair and equitable manner. For example, a distribution from the reserve of 
4.99% of the value of all member interests must occur at the same time.

You cannot use both methods in one financial year. 

If the member is receiving a complying life-expectancy pension then on death of the primary beneficiary where the term 
of the pension was not based on the spouse, the pension can be paid to the member’s estate until the end of the term (at 
which point the remaining assets would remain in an unallocated reserve), or a lump sum can be paid to the Estate. If the 
term of the pension was set based on the spouse life expectancy the pension must continue to the spouse. The 
commutation value of a life-expectancy pension into a lump sum is restricted by regulation 1.08 of the SIS Regulations. 
This provision imposes a limit on the maximum amount that can be commuted to a lump sum. Please refer to Section 
1.08 of the SIS Regulations for more information. 

If the assets supporting the life-expectancy pension exceed the maximum amount that can be commuted to a lump sum 
under regulation 1.08 of the SIS Regulations then the surplus assets will remain in an unallocated reserve. The trustee of 
the fund could allocate money from the reserve to the other members in the fund but it is important to take note of the 
taxation treatment of those distributions, as specified in ITAR 291-25.01.
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Q2. You stated any amounts 50% over 100k will be added to individual’s income tax. For government Defined 
benefits the 50% over 100k isn’t added to their income tax, just they lose the 10% rebate. Is this different for 
SMSF’s? 

If the member is receiving a pension from a fully funded (taxed) defined benefit scheme (complying pension from an SMSF, 
or market linked pension or defined benefit pension from a fully funded employer sponsored scheme) and the pension is a 
capped defined benefit income stream:

 If the pension payments exceed $100,000 in 2017-18 financial year then 50% of that excess will be taxed at the
member’s marginal rate.

If you are receiving a capped defined benefit income stream and the pension payment includes an untaxed component:

 The entire untaxed component will be taxed at the marginal rate and the 10% tax offset does not apply to untaxed
benefit above the $100,000 cap.

Where a member is receiving both a taxed and untaxed pension the treatment under the defined benefit income cap can 
be complex. Refer to our flow chart on DB income streams here or the ATO site for more information here. 

Q3. Is there a 15 year window open for the lifetime guarantee annuity? If yes, what are the implications to the 
strategy?

An existing complying income stream can only be commuted to commence another complying income stream. The 
Challenger product that meets the requirements of a complying income stream is the RCV zero fixed term annuity. 
Challenger’s Liquid Lifetime product does not meet the requirements of a complying income stream. 

For more information refer to the Guaranteed Annuity (Complying) PDS which can be found here.

Q4. What if capital backing DBP is more than $1.6 million? Do they not have the option of winding up their 
SMSF and rolling over to a retail product due to application of TBC to a post 30 June 2017 MLP or term 
annuity?

If the assets supporting the complying pension exceed $1.6 million in 2017-18 financial year then you need to exercise 
caution when commuting the complying pension into another complying income stream. 

Our response below is based on the assumption that the complying pension is not Asset Test Exempt. If the pension is 
Asset Test Exempt then please contact us for more information. 

If a member is receiving a complying pension and the assets supporting the pension exceeds $1.6 million then commuting 
all the assets supporting the complying pension into a market linked pension or retail complying annuity would result in 
the member exceeding the transfer balance cap. This is due to receiving a transfer balance credit equal to the purchase 
price of the pension. The new market linked pension or complying annuity is non-commutable and therefore the member 
would not be able to commute the excess over $1.6 million into accumulation or withdraw it from the fund. The member 
would be stuck with an excess transfer balance and would have to pay 15% tax on notional earnings on the excess in the 
first year and potentially 30% tax on notional earning on the excess from 2nd year onwards (If ATO considers the breach 
to be a 2nd offense). 

Depending on the type of pension and how it can be valued for commutation purposes, it may be possible to commute 
only an amount up to the $1.6 million into a new complying income stream. This means that any remaining assets will 
form an unallocated reserve in the SMSF. The Trustee of the fund could allocate money from the reserve to other members 
in the fund but it is important to take note of the taxation treatment of those distributions, as specified in ITAR 
291-25.01.

Q5. Is it possible to commute a market-linked pension and what are the options?

It is possible to commute an existing market linked pension to commence another market linked pension. 

When commencing a new market linked pension the terms will be recalculated at the commencement date of the 
pension. The minimum term would be the pensioner’s life-expectancy and the maximum term would be the number of 
years until the pensioner turns 100. 
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It is possible to use the reversionary beneficiary life when determining the term of the market linked pension. If you are 
using the reversionary beneficiary’s life expectancy when determining the term of the pension then it is important to keep 
a few things in mind:

 the rules of a market linked pension states that the pension must continue until both primary and reversionary
beneficiaries have passed away. The pension cannot be paid as a death benefit lump sum upon first death

 12 months after receipt of the reversionary income stream the reversionary beneficiary will have a credit apply to their
transfer balance account equal to the market value of the income stream, and may be exposed to the issues
highlighted in Question 4 where the value of the income stream causes an excess transfer balance cap

It is also worth noting that the new pension would also need to meet the minimum pension payment standards (SIS 
Regulations – Schedule 7). Terms can only be selected for the new market-linked pension where these standards can be 
met.

Q6. Are there any additional considerations where the Lifetime DB pension is already a Death Benefit 
Pension (i.e. it reverted from the husband to his wife on his death).

No additional considerations. Strictly, since there are no death benefits payable for these pensions, the reversionary 
pension is not classed as a death benefit pension, but a continuation of the DB lifetime pension. Please see response to 
question 1 on the treatment once the reversionary beneficiary passes away. 

Q7. Can a 50% ATE MLP retain its asset test exemption if it is commuted and re-commenced for a different 
term?

It is possible for a 50% Asset Test Exempt market linked pension to be commuted to another market linked pension and 
retain the asset test exemption. 

The 50% ATE market linked pension would be required to satisfy an additional condition for relief to retain the ATE. You 
can find the complete list of additional relief conditions here.

Q8. Retail Complying annuity - minimum term for a female would be 14 years if currently 81. Did I hear that 
correctly? Can you go any shorter?

The minimum term for a retail complying annuity is the member’s life expectancy as at the commencement date of the 
complying annuity. For an 81 year-old female the minimum term is 10 years.

For a complete list of minimum and maximum terms please refer to page 17 of the Guaranteed Annuity 
(Complying) PDS which can be found here.
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The information in this document is provided by Accurium Pty Limited ABN 13 009 492 219 (Accurium). It is factual information only and is not intended 
to be financial product advice or legal advice and should not be relied upon as such. The information is general in nature and may omit detail that could 
be significant to your particular circumstances. While all care has been taken to ensure the information is correct at the time of publishing, superannua-
tion and tax legislation can change from time to time and Accurium is not liable for any loss arising from reliance on this information, including reliance 
on information that is no longer current. Tax is only one consideration when making a financial decision. We recommend that you seek appropriate 
professional advice before making any financial decisions.
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