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#1 Don’t start too early

Remember that if a client is claiming a
personal tax deduction for their 2014/15
contributions, they must prepare their
notice of election under s 290-170 of the
ITAA 1997 (and have it acknowledged by
the trustee) before the pension starts.  If
the pension starts before the notice is
given to the trustee, the personal
deduction for the contribution isn’t
allowed.

This is not something on which the ATO
could exercise a discretion, it’s simply not
allowed.

#2 Don’t start too late

Look particularly closely at clients turning
60 this year.  Remember that a pension
can start well before their 60th birthday
and yet still allow them to avoid paying
any tax on their pension payments – they
simply have to ensure that no payments
are taken before their birthday.

The plus, of course, to starting the
pension as soon as possible rather than
waiting until the client turns 60 is that the
fund’s tax exemption on its investment
income starts from the official
commencement date of the pension
even if this is well before the date on
which the first payment is made.

This is even relevant for clients who have
had pensions in place for several years
(since they turned 55).  Remember that if
they turn 60 this year, they could simply
defer all 2015/16 payments until after
their birthday to make full use of the “tax
free after age 60” rules.

Often clients rely on the income from
their pension to meet regular living
expenses and hence simply deferring it
isn’t an option.  Remember that there are
still some avenues to explore where
there is a couple involved.  If just one of
them (him) turns 60 this year, is there an
opportunity to treat all payments before
the birthday as belonging to her and all
payments after his 60th birthday
belonging to him?

#3 Just because your client is
under 60 doesn’t necessarily
mean they actually pay tax on
their pension income

Personal income tax thresholds are
relatively high these days and the 15%
tax offset on the taxable portion of
pension payments means that a client
can actually have a pension of around
$40,000 before any tax is paid at all.
That equates to a (taxable) balance of
$1m!

Of course, tax cuts in earlier if they are
also receiving other income but it is still
worth doing the sums before concluding
that it’s not appropriate.

Remember to allow for the biggest tax
saving of all when starting a pension –
the fund’s tax exemption on its income.

If a $1m fund is earning 5% taxable
income a year, starting a pension would
save $7,500.  It may well be worthwhile
paying a small amount of income tax to
make that saving within the fund.

Those with a tax free component are
even better off – only part of their pension
will be taxable making the equation even
more attractive.

#4 About to make a large non-
concessional contribution?
Think about converting the
existing balance to a pension.

This simply allows the new contribution to
be “quarantined” from the existing (often
largely taxable) balance.  Sometimes
clients actually have no interest in
receiving a taxable superannuation
income stream and would ideally like to

“switch off” this pension as soon as
possible.  Remember that once the non-
concessional contribution has been
received, it can be converted to its own
pension and the taxable pension fully
commuted back to accumulation phase
(once the minimum pension payment
requirements are met).

#5 Start before a large capital
gain

This has been a common strategy for
many years – converting the fund to
pension phase before a large capital gain
is realised.  Remember that this strategy
can apply to any form of taxable income
– for example, starting a pension before
the receipt of a large taxable distribution
from a trust is just as effective.

Remember also that it is the timing of the
Fund’s receipt of taxable income that is
important.  This is particularly relevant
when income is earned via an interposed
entity such as a trust or company.  The
income is taxable in the fund when
received as a dividend or distribution, not
when earned within the external entity.
Consider the case where a trust sells a
property, makes a large capital gain and
then distributes the proceeds via a
distribution at the end of the year.  The
timing that is relevant for the
commencement of the pension is the
declaration of the distribution not the sale
of the property.

#6 … but watch how the tax
exemption works

One commonly misunderstood point,
however, is exactly how the tax
exemption works when a fund receives a
large injection of taxable income during a
year when the relative size of the pension
balances has changed considerably
during the year.  If the fund will be
claiming its tax exempt income on the
basis of an actuarial certificate under
s295-390 of the ITAA 1997 (where the
actuary provides a tax exempt %), the
precise timing of the pension and the
capital gain (or other income) will not
necessarily give the desired result.

In this issue:

 SMSFs often start
pensions around this
time of year. In this
issue we share some of
our planning tips
around this event.
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Let’s say, for example, that the fund was
around 50% in pension phase for the first
half of the year and 99% for the second
half.  A large gain was made in March
and this represented virtually all of the
fund’s taxable income that year.  Logic
would suggest that the tax exemption
should be around 99% of the gain –
since the fund was 99% in pension
phase at the time the gain was realised.
In fact, however, the actuarial certificate
may well provide a % of closer to 75%
(the average over the full year)
regardless of when the gain was
realised.

The situation would be different if the
fund was “segregated” – with specific
assets underpinning the pension
accounts.  Under these circumstances
the capital gain (providing it was
achieved on a pension asset) would be
entirely tax exempt.

The issue of how the tax exemption is
calculated for “first year” pensions has
recently been the subject of some ATO
commentary both via speeches and in
web content. In particular, the ATO has
indicated that even segregated funds
must obtain an actuarial certificate if the
fund didn’t have pensions in place all
year.  In fact, we expect this is not exactly
what they meant and we are expecting
some clarification shortly!

In the meantime, however, remember
that the ATO has not indicated that such
funds must claim their tax exemption on
the “percentage” method – they could still
adopt a segregated approach (and
effectively claim all income on
segregated assets as exempt from tax
even if this only applies to part of the
year). The fund would simply require an
actuarial certificate to support it.

This is the situation that used to apply
before 2004 when all pension funds
(even those which were 100% in pension
phase) had to obtain an actuarial
certificate.  Back then, actuaries were
required by law to certify that the fund
had sufficient assets to meet its pension
liabilities.  Funnily enough this was

always the case with account-based
pensions and hence the requirement for
a certificate was dropped in 2004.

#7 Impending death is an
opportunity

Well, OK maybe not.  But it is still
appropriate to think about pension
planning under these circumstances.

One very significant set of legislative
changes in the last few years that does
influence strategic decisions about
pensions is the ITAR 1997 changes
about when a pension is deemed to end
if the pensioner dies.

The ATO traditionally held the view that a
non reversionary pension ceases on
death.  One consequence of that view is
that the fund’s tax exemption on its
assessable investment income also
stops on death.  Inevitably this means
that at the precise time when large
amounts of assessable investment
income are being triggered (CGT on the
sale or transfer of assets to pay a death
benefit), the fund is back in a tax paying
state.

Even worse, tax is payable on the full
gain with no “credit” for the fact that much
of this gain may well have accrued at a
time when the fund was in pension
phase.  (In a way, this is exactly the
same (but in reverse) as when a pension
starts.

Since 1 July 2012, however, legislation
has provided that the fund’s tax
exemption for a pension will normally
continue until the resulting death benefit
is dealt with – either by starting another
pension or paying a lump sum.

This means that assets can now be
realised tax free in order to pay the death
benefit – but only if a pension was in
place at the time of death and the
death benefit is dealt with as soon as
practicable.  The change in legislation
has therefore made it highly attractive to
ensure that a pension is put in place
before death even if the client actually
has no need for income and would

normally simply leave his or her super
accumulating.  In the past, there was no
real benefit in doing this as the ATO’s
view was that the pension stopped
immediately on death in any case.

Consider the case where a client has
$1m in super, with $200,000 in
unrealised capital gains.  Realising those
in accumulation phase would cost
$20,000.  Simply starting the pension
shortly before death would save this
$20,000 in full!

Of course many clients in this position
would actually take the opportunity to
completely remove their assets from
superannuation as they would be
concerned about the imposition of the
15% benefits tax (plus relevant levies
including Medicare, if applicable) on the
taxable component of any death benefit
paid to a “non dependant” (eg an adult
child).  Sometimes, however, this is not
possible – eg the client has not yet retired
or reached 65 or there is simply not
enough time to take action.  And in fact
even if it is possible to fully withdraw the
balance and the client intends to do this,
starting a pension will still ensure that the
assets can be realised CGT free.

Disclaimer:

Heffron Super News is an electronic newsflash
which highlights important events in the
superannuation arena. If you are not already on
our mailing list and would like to subscribe,
please contact us on 1300 172 247 or by e-mail
heffron@heffron.com.au. Alternatively, if you
do not wish to receive future editions, please
email heffron@heffron.com.au to be removed
from the distribution list. While Heffron believes
that the information contained herein is reliable,
no warranty is given to the accuracy and clients
who rely on it do so at their own risk. This
publication is intended to provide background
information only and does not purport to make
any recommendation upon which you may
reasonably rely without taking specific advice.
In particular, it should not be considered
financial product advice for the purposes of the
Corporations Act 2001
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