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1. Introduction
The retirement income system is one of the largest sectors of the Australian
economy and it operates at significant cost to Australian taxpayers. Despite the
resilience of Australia’s retirement income system, there are deep challenges that
have the potential to compromise its effectiveness and sustainability. Fiscal
sustainability is a challenge for Australia: Australian government revenues as a
share of GDP remain well below their mid-2000s peak and community expectations
regarding government service provision continue to rise. With government budgets
coming under increasing pressure over the next few decades, the fiscal sustainability
of retirement incomes policies demands greater scrutiny today.
Retirement income cost issues are complex and cannot be separated from other
issues of budget sustainability. Policy formulation that ignores broader implications
and flow-on effects may result in unintended adverse consequences. Of particular
relevance has been the tendency to consider public pension, taxation and
superannuation regulatory reforms in separate domains, resulting in poor system
integration, excessive complexity and often a failure to achieve their objectives
because of countervailing effects in the other domains.
The Government’s response to the Financial System Inquiry (FSI) Report and the
foreshadowed Tax White Paper, offer scope to address some of the issues, insofar
as they cover the tax and superannuation system. However what is missing is an
overarching perspective of the retirement income system as a whole – covering the
age pension system, the superannuation system and the tax system.
Despite the pressing need for reform, there is growing recognition that the
development of good public policy is severely hampered by the absence of an
overarching policy framework and the dominance of sectional interests. There is an
urgent need for a systems-wide perspective in shaping retirement income policies.
The Australian system of retirement incomes has considerable strengths, but there
are also significant possibilities for further improvement, which could also enhance
its sustainability.
The Committee for Sustainable Retirement Incomes (CSRI) is an independent, nonpartisan, non-profit organization committed to improving the adequacy and
sustainability of retirement incomes. This discussion paper is a contribution to that
end.
The outline of the paper is as follows. Section 2 discusses framework issues: more
specifically, it reviews the role of government in retirement income policies and the
stated rationale for the introduction of the superannuation system. This provides
context for consideration of an appropriate set of goals and objectives for the
retirement income system.
Section 3 discusses the principles that inform the assessment of the retirement
income system and proposed reforms. Section 4 explores the weaknesses of the
current system, considering issues of fiscal sustainability, before turning to the
superannuation (accumulation and post retirement) system and the pension system.
Section 5 canvasses possible directions for reform.
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2. Review of the current system
2.1 The Three Pillar Retirement System
In Australia, retirement incomes policy is essentially based on three main pillars:
•
•

•

The means tested and publicly funded age pension, and associated
allowances and concessions;
Compulsory private superannuation savings through the mandated
superannuation guarantee arrangements, supported by tax concessions and
with extensive associated regulations; and
Voluntary private superannuation savings that are also supported by tax
concessions and with extensive associated regulations.

Owner-occupied housing, could also be said to be a fourth pillar, as the family home
has tax exemptions and still represents the largest personal asset for most
Australians – one which reduces housing costs in old age and also represents a
potential source of retirement income. Private saving outside all of these is of course
also a source of funding for retirement for many people. We will, however, use the
conventional three-pillar approach as our framework here.
This three-pillar approach has considerable theoretical strengths:
“it provides a system intended to satisfy the minimum needs of all Australians,
provides the capacity for individuals to enhance their retirement income, and
spreads risks between the public and private sectors in a fiscally responsible
way.” (Henry Review, Australia's Future Tax System 2009, p 14)
The Henry Review (2009, p 10) argued that the strengths of the existing three-pillar
system should be preserved on the basis that:
“Not only does this system spread the responsibility and risk of providing
retirement incomes in a fiscally sustainable way, it is also a structure that is
likely to be durable and relevant across a broad range of economic,
demographic and social outcomes. Retirement arrangements involve very
long term planning horizons and there is considerable merit in avoiding
inessential large changes.”
Despite the theoretical benefits of the system, it also has a number of limitations.
These limitations, as discussed in Section 4, arise to some extent from the tendency
to treat each pillar independently of others even though their interaction has a
significant influence on outcomes.
2.2 Rationale for Government Intervention
The classic rationales for Government intervention in the economy – the market
failure and redistribution or equity arguments – also have their application in the
promotion of retirement savings.
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The key market failure argument is that behavioural factors, including myopia and
procrastination, exacerbated by the complexity of long term financial planning, cause
individuals to fail to initiate and execute a retirement plan. An associated market
failure argument is that the nature of longevity risk and adverse selection in the
demand for income streams, as well as inadequate means to hedge supplier risks,
cause a lack of appropriate retirement income products at a reasonable price,
justifying further forms of government intervention. A related ‘government failure’
argument (specific to Australia) is that distortions from other public policies, including
the double taxation of saving and the concessional tax treatment of owner-occupied
housing, also necessitate some compensating government intervention in respect of
retirement – as a 'second best' solution.
The ‘redistribution’ argument arises in cases where the consequences of an
unfettered market are considered unacceptable from an equity perspective.
Specifically in relation to retirement, there are those in the community whose lifetime
income is too low to enable sufficient saving for retirement so that some form of
government safety net is called for to alleviate aged poverty and promote social
cohesion. Another equity argument is an intergenerational one, that those who could
contribute to the funding of their own later retirement should not leave an undue
burden for their support after they retire to a later generation.
2.3 Purpose of Superannuation
In introducing the Australian superannuation guarantee system, the Government
acknowledged the broader economy-wide arguments in favour of boosting national
saving and preparing for an ageing population. The rationale for the introduction of
the superannuation system relied on a number of key macroeconomic planks.
First, there was a view, strongly supported by the trade union movement, that too
many Australians were solely dependent on the age pension in their retirement. The
principal concern was that, because only an austere living standard is possible on
the age pension, this reliance on the age pension represented too large a drop in
post-retirement incomes for many middle-income Australian workers.
Second, there was a national saving argument. The introduction of a mandatory
saving system complemented by a voluntary saving scheme in long-term vehicles
would, it was argued, help to check Australia’s reliance on foreign savings. The
extent to which the superannuation system stimulated an increase in national saving
rather than a substituted form of savings is debatable, but Treasury estimates
suggest that household saving may currently be 1.5% of GDP higher as a result of
the introduction of the superannuation guarantee. However, although the national
saving argument has greater relevance when the majority of superannuation
members are in the accumulation phase, it may have less relevance as the bulk of
the baby boomers move through the drawdown phase.
1

1

“The contribution superannuation makes to national saving has risen from around ½ % of GDP in 1992 to about 1½ % of GDP
currently and, over the next few decades, is estimated to rise to close to 3%” (Parkinson 2012).
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There was also a fiscal policy and intergenerational equity argument: as the
population ages, increasing demands for the age pension, health services, etc,
would generate significant fiscal pressures. At the same time, the proportion of the
population of working age will contract relative to the growing ‘dependent’ portion of
the population. According to this argument, greater self-provision for retirement by
individuals is needed during their working years so that they impose less of a burden
on future generations – although not no burden. The then government always
expected ‘that most future retirees will continue to be eligible for the Age Pension (for
example, through a part-pension).’ (Australian Government 1992)
There have been significant changes to the superannuation system since that time;
many of which have not been mutually reinforcing. Indeed, numerous changes have
been made to the system in recent years based on short-term budgetary or political
circumstances and these inevitably create some future uncertainty and have not
helped build confidence in the system. What is notable therefore is the need for a
more clearly articulated framework of goals and objectives to guide superannuation
policy development in the context of retirement incomes policy overall.
2.4 Goals, objectives and Instruments
2.4.1 Retirement Incomes System

In 2013, the government set up the Charter Group to develop and recommend a
Charter of Superannuation Adequacy and Sustainability that would serve to guide
future changes to the superannuation system consistent with the principles of
certainty, adequacy, fairness and sustainability.
“During the consultation process, it became obvious that there is a range of
views on what super is for. Some see its purpose as alleviating poverty (not a
widely held view) while some see super more as wealth-building and even as
building intergenerational wealth. The great bulk of opinion is somewhere in
the middle; that is, that super is intended to provide more dignity in retirement,
giving people a standard of living above the safety net afforded by the Age
Pension.” (Super Charter Group 2013)
This Committee suspects there may also be some public confusion concerning the
purpose and objective of the age pension system, notwithstanding the much longer
history of the age pension.
It is very hard to make and sustain good policy if the public is confused about the
objectives of that policy. And in the case of the retirement income system there is an
unfortunate lack of clearly articulated and authoritative goals and objectives.
Furthermore, articulation of goals and measurable objectives for the whole
retirement income system, including superannuation, which are then recognized by
government, would assist in providing a framework to guide future policy
development and ensure the coherence of the whole system is achieved and
maintained. This development of retirement incomes policy goals and objectives
should be cognizant of the rationale for government intervention, taking into account
relevant market, personal and government failure arguments and sound public policy
principles of efficiency and equity. This section discusses the development of goals
and objectives for the superannuation system.
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While there is no authoritative official framework of goals and objectives there does
seem to be a reasonable degree of common ground among the experts. For
example, the Retirement Income Consultation paper (AFTS 2008) identifies five
objectives for assessing a retirement income system, namely:
it should be broad and adequate, in that it protects those unable to save
against poverty in their old-age and provides the means by which individuals
must or can save for their retirement;
it should be acceptable to individuals, in that it considers the income needs of
individuals both before and after retirement, is equitable and does not bias
inappropriately other saving decisions;
it should be robust, in that it deals appropriately with investment, inflation and
longevity risk;
it should be simple and approachable, in that it allows individuals to make
decisions which are in their best interests; and
it should be sustainable, in that it is financially sound and detracts as little as
possible from economic growth.

•
•

•
•
•

Similarly, the Charter Group (2013) concluded that, at a high level, the objectives of
the Australian superannuation system are to:
provide an adequate level of retirement income;
relieve pressure on the Age Pension; and
increase national saving, creating a pool of patient capital to be invested as
decided by fiduciary trustees.

•
•
•

The FSI Report (2014, p 95) suggested that the specific objective of the
superannuation system is “to provide income in retirement to substitute or
supplement the Age Pension”. It further proposed a number of sub-objectives,
namely to:
facilitate consumption smoothing over the course of an individual’s life;
help people manage financial risks in retirement;
be fully funded from savings;
be invested in the best interests of superannuation fund members;
alleviate fiscal pressures on government from the retirement income system;
and
be simple and efficient, and provide safeguards.

•
•
•
•
•
•

This Committee, for its part, is inclined to follow the lead of the FSI and propose only
a limited number of goals and objectives for the retirement incomes system, but
considers that these fundamental goals should then be supported by a number of
principles that would guide progress towards those basic goals. The two basic
goals, that the Committee would like to seek feedback on are very similar to the
single objective proposed by the FSI. Specifically, they are to:
2

•

2

alleviate poverty in old age; and

Proposed by, among others, Podger et al. (2014).
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•

facilitate the maintenance of living standards in old age (encompassing the
spreading of lifetime incomes and consumption).

These two basic goals or objectives would then be constrained or complemented by
other concerns, described as principles, including broadness and adequacy, fairness
and acceptability, simplicity, certainty and sustainability, as discussed in Section 3.
Age Pension Goals – The primary objective of the age pension is to alleviate poverty
by providing a social safety net. Rather than a universal pension, as applies in
certain other countries, access to the age pension in Australia is targeted at those
with the greatest need on the basis of means testing, taking into consideration both
income and assets dimensions.
Superannuation Goals – The primary goal of the superannuation system is to allow
income spreading through people’s adult lifetimes so that they can maintain their
living standards in their retirement. This income spreading need not be the sole
source of income in retirement: For some people, private savings outside
superannuation may make a significant contribution, although for many people that
will not be the case. Superannuation entitlements for the majority of retirees are
expected to continue to be supplemented by access to a part-age pension. This is
likely to remain the case though the proportion eligible for full-rate pensions will
continue to fall very significantly.
3

3

Pension cut-off point for a married couple is nearly 100% AWE.
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3. Principles
In determining a set of principles for the purpose of evaluating the performance of
the retirement incomes system, consideration has been given to previous
articulations provided by the Retirement Income Consultation Paper (2009) (referred
to hereafter as the Henry Review) and the Charter Group (2013). The principles
espoused by the Committee are:
•
•
•
•

Broadness and adequacy;
Fairness and acceptability;
Simplicity and certainty; and
Sustainability.

These principles represent interconnected criteria that need to be applied in a holistic
manner in evaluating the performance of the retirement income system as discussed
in the following section.
3.1 Broadness and Adequacy
What constitutes an adequate income for a retiree and other aged persons is of
course a subjective concept, and varies significantly according to individual
circumstances, such as their housing arrangements and their health demands.
Nevertheless, measures have been devised by various groups to assess adequacy
of retirement incomes in and through old age. Broadly speaking poverty in advanced
economies is considered to be relative to what are community norms, as measured
by what other peoples’ incomes are. Income maintenance is considered relative to
the past living standard of that particular household.
Adequacy for poverty alleviation purposes is thus commonly defined in terms of a
minimum income relative to community incomes. There are no universally accepted
benchmarks (e.g. the OECD and World Bank each have their own definition of
adequacy). A commonly used threshold for aged poverty is 50% of median income:
people below this line are widely considered to be ‘at risk of poverty’. (Burnett et al.
2014, pp 21, 39)
'Income maintenance' adequacy is commonly defined in terms of the income
replacement rate, the ratio of post-retirement income (or consumption) to preretirement income (or consumption) (Burnett et al. 2014, p 3). There are several
approaches to defining ‘adequacy’ for income maintenance. Countries with national
mandatory savings schemes with government defined benefits use benchmarks in
terms of income replacement rates, typically between 70 and 80% of pre-retirement
earnings. Setting such benchmarks may depend upon factors such as home
ownership and definitions of income, and may vary with levels of pre-retirement
income (e.g. lower at higher income levels including because of greater wealth and
progressive income tax arrangements). Consumption needs also vary with age,
typically dropping at older ages before increasing again as health deteriorates
(though in Australia this increase is primarily funded by government).
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An alternative way of measuring retirement income adequacy is to compare
projections of consumption that will be financed in retirement relative to a target
consumption level. This involves setting some specific income levels that are likely to
support a ‘basic’ or ‘comfortable’ lifestyle for the majority of the population.
In comparing the two measures, research indicates that the actual income
replacement rate tends to be higher for low-income groups, while high-income
groups have higher consumption relative to their expected consumption (Burnett et
al. 2014). This suggests that any consideration of adequacy must carefully consider
how ‘adequacy’ is best measured, and/or provide more than one measure.
In assessing the outcomes of the current retirement system in terms of retirement
income adequacy and poverty alleviation, conclusions depend both on the measures
and benchmarks used (as outlined above) and on the timeframe over which the
assessment is made. In particular, compulsory savings through the superannuation
guarantee have only been introduced a little over twenty years ago in Australia and it
will be take another twenty years or more before the system reaches maturity and
pays the full retirement incomes that will be possible from superannuation savings
accumulated through a full-working life. For that reason the assessments of
adequacy that follow refer not only to the present situation, but also to projections of
retirement incomes out to 2035.
Generally the cost of living is somewhat lower in retirement than when working –
often the housing costs are lower as the mortgage has been paid off, no children are
living at home, and there are no costs of working such as travel. For these reasons
most countries target income replacement rates that are less than 100%, with a
range between 60 or 70 and 80% being usual. If a rough judgment is needed on
what is an adequate income replacement rate, then around 70 to 80% would seem
to be appropriate.
In terms of poverty alleviation, estimates suggest that, 35% of aged Australians in
2010 received incomes below 50% median income compared with a 12.5% OECD
average (OECD 2013). This reflects the high proportion of retirees who rely on the
full rate pension and the fact that the level of the pension is below 50% of median
income. Those 35% have incomes typically only 12.4% percentage points below the
benchmark, however, compared with an OECD average of 18.4% (OECD 2013).
That is, the severity of ‘poverty’ is slightly lower in Australia. Moreover, evidence
suggests that the proportion of retirees who are full rate pensioners is projected to
decline further to 30% by 2047. (Henry Review 2009; IGR 2010, p 146; Productivity
Commission 2014, p 144)
OECD (2013) provides data on net replacement rates for full career workers entering
the labour market in 2012 at average and low earnings relative to the economy-wide
average. These pension replacement rates are therefore forward looking and apply
to future entitlements assuming that current rules will apply throughout their careers
until they reach the standard pension age (OECD (2013, p 43). These estimates are
based on the then government policy of increasing the mandated contribution level
from 9% to 12% in 2021-22 (OECD 2013, pp 213, 216). Projected net replacement
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rate for over 65s in Australia suggest net income replacement rates of 67.7% for
those on average earnings with lower rates for those on higher incomes (e.g. 54.3%
at 150% of mean incomes) (Chart 1).
4

Chart 1: Projected Replacement Rates in Australia

Source: OECD (2013, p 216).
Note: y axis shows net and gross replacement rates; unbroken line represents the net replacement rate and the broken line is
the gross replacement rate.

Including voluntary savings further improves outcomes on average, particularly at
higher incomes. Chart 2 shows illustrative replacement rates for a hypothetical
individual who salary sacrifices into superannuation at the average rate for an
employee of their age and level of remuneration (it does not include nonsuperannuation saving).
The Henry Review estimated average replacement rates of 75% for those previously
earning 150% of average income and almost 100% for those previously earning
2.5% average incomes (Chart 2). This suggests that when the retirement income
system reaches maturity, the combination of compulsory and voluntary elements of
the superannuation system, supported by the pension safety net, will facilitate
income replacement of 75% or more across the income range for those with 35
years of full-time work.
The reason for this projected outcome is that people on higher incomes also
generally undertake higher levels of voluntary saving via superannuation, i.e. through
the third pillar, and to an extent outside superannuation. Including the third pillar
generates higher illustrative replacement rates for higher income earners.
While this projection was made before the current caps on contributions were in
place, the estimates are not very sensitive to the contribution caps as they are based
on average salary sacrifice contributions over a lifetime of earnings rather than
maximum contributions.
5

4

Assumes worker has joined the workforce in 2012 and works continuously for 30 years. Also assumes future changes in the
arrangements are introduced as per current government policies in 2012.
5
Limit on concessional contributions (formally known as tax deductible contributions) reduced from $50 000 p.a. to $25 000
p.a. for 2009–10 and later years. This limit is indexed to changes in AWOTE (if those changes are sufficiently large enough).
Transitional measures remain in place for those over 50 years of age to 2011–2012. Annual limits on non-concessional
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Chart 2: Illustrative projected replacement rates including the Age Pension,
superannuation guarantee and average salary sacrificed amounts for
employees(a)

Source: Henry Review (2009, p 26) based upon Treasury Projections.

(We note that in the above chart, it is not clear to us whether for the highest income
category, the 'average salary sacrifice contributions' component includes nonconcessional contributions.)
The exclusion of the self-employed from the SGC significantly reduces the coverage
of the second pillar, although around two-thirds of the self-employed make voluntary
contributions. They may also have further wealth accumulated in their business that
may be used ultimately for retirement income purposes. Specific capital tax
exemptions for small business owners facilitate this in many cases.6

contributions (i.e. after tax contributions) are now 6 times the limit on concessional contributions for those under 50 years of
age (i.e. 6 times $25 000 or $150 000 p.a. for the 2009–10 year).
6
Capital gains tax exemptions exist on the sale of a small business where the business has been held for 15 years and the
person is retiring or the person is aged 55 years or older and the proceeds from the sale of a small business are paid into a
complying superannuation fund, an approved deposit fund or a retirement savings account in certain circumstances (up to a
lifetime limit of $500,000).
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Workforce participation and patterns of employment are important determinants of
superannuation guarantee and voluntary savings and retirement incomes. Groups
with interrupted work patterns and permanent part-time workers would tend to have
lower retirement incomes reflecting their lower incomes and lower superannuation
contributions over their working lives.
Women are more likely than men to have interrupted work patterns and, as a result,
lower superannuation account balances than men. Average super account balances
were $82,615 for men and $44,866 for women in 2011-12 (inclusive of zero account
balances) (Clare 2014, p 3). Chart 3 illustrates this disparity across age cohorts, with
the size of the difference in average males’ superannuation balance and that of
females’ peaking at ages 55-59 (Clare 2014, p 8).
7

Chart 3: 2011-12 – Mean superannuation balances ($)
250,000
200,000
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50,000

Source: Clare (2014, p 8).

With this in mind, it is worth noting that women are more reliant on government
income support. DSS estimates (2015, p 5) shown in Chart 4 shows that there are
more female recipients of the age pension than males.

7

With the omission of zero account balances, the disparity widens with the average balance for males at around $112,000
while for females it is around $68,600 (Clare 2014, p 3).
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Chart 4: Age Pension recipients by sex, June 1993 to June 2013

Source: DSS (2015, p 5).

While these projections may provide some level of comfort about ‘adequacy’
outcomes of the present system once it has fully matured, it raises a number of
important questions:
•
•
•
•
•

First, whether the accumulated savings are indeed directed towards delivering
the adequate retirement incomes they potentially can deliver.
Second, whether those with different employment histories have access to
adequate retirement incomes.
Third, whether the system design is acceptable from the perspective of equity
and fairness.
Fourth, whether the present design of the system is fiscally sustainable, or at
least optimal, particularly when account is taken of broader pressures on the
budget.
Finally, given the current cost of the system, whether recalibration of the
system design could achieve the projected levels of adequacy at a lesser cost
and/or ensure wider achievement of adequate retirement incomes.
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3.2 Fairness and Acceptability
This section discusses the complexities associated with measuring the cost and
distribution among the different income cohorts of superannuation tax concessions.
On the basis of these measures, an assessment of the fairness and acceptability of
the current superannuation tax arrangements is discussed in the following section.
Assessing the fairness of the retirement income system is a highly complex exercise
that needs to take into account interactions with the broader tax and transfer system.
Further, as highlighted by the Henry Review (2009, p 27):
“The assessment should consider the outcomes for individuals and families
over their lifecycle, and between generations, including between future
retirees and those taxpayers who will be funding the Age Pension and other
publicly provided benefits. Basing the assessment on a subset of policy
settings at a point in time may be misleading.”
Superannuation contributions and earnings are taxed at a flat 15% rate for all income
earners. This represents a concessional rate for most income earners that could be
argued to address the bias in the income tax system that favours current
consumption over savings though the incidence of the concession varies widely.
Measuring the tax concessions, or tax expenditures, for superannuation is not
straightforward. Currently contributions and earnings during the accumulation phase
are taxed at 15% but income in pension phase and withdrawals are tax-free.
Treasury’s standard approach is to measure the cost to revenue as the difference
between the taxes on contributions and earnings and the total tax that would be
payable if these were treated the same way as personal income from which most
other savings are made: that is, were contributions treated as income and taxed at
individuals’ marginal rates, and earnings in superannuation accounts similarly taxed.
This benchmark approach is called a ‘comprehensive income’ basis or 'TTE' (full tax
on contributions and on earnings at all stages, but with final withdrawal of the
savings exempt from tax). On this basis, the estimated tax expenditures for
superannuation are more than $30 billion a year and are expected to increase to
$50b in 2017-18 (Tax Expenditure Statement 2015, pp 64-65). Treasury also
produced a second estimate in 2014 based on a ‘comprehensive consumption’ tax
basis (or TEE) where contributions are taxed fully at marginal rates but the
investment return is exempt, as is final consumption. This is the way owner-occupied
housing investment is taxed and leads to a figure of around $12 billion in tax
expenditures.
A third approach, which would reflect the most common treatment of superannuation
internationally, whether through defined benefit or defined contribution schemes, is
to exempt both contributions and any investment earnings, but to tax in full the
income derived in retirement, i.e. all withdrawals at that stage ('EET'). This is
consistent with the concept of spreading lifetime earnings.
No official estimate is available, but the tax expenditure figure on the basis of the
EET benchmark would be less than under the comprehensive income approach,
because the average tax rate applying would be somewhat lower (contributions are
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made when people have substantial earned income, while benefits are received
when people have lower if any income other than from their savings, including their
superannuation). Currently, given that the compulsory system will not be mature (in
the sense that people have been in it for the whole of their working lives) for many
years from now, the figure for the tax expenditure relative to an EET benchmark
would likely be lower than the above estimate relative to a TEE benchmark.
There is no right or wrong way of measuring the tax concessions: each one may
have validity for different purposes. Superannuation saving is favoured over other
forms of saving, but if the underlying purpose is to facilitate the spreading of lifetime
earnings, the appropriate benchmark would be EET, as is used in most other
advanced countries. This suggests that the budgetary savings from limiting the tax
concessions would not be very large, but would still be worthwhile and important for
the sustainability of the system overall. However, the significant proviso is that the
quid pro quo for an EET or equivalent approach would be, as discussed further
below, that the savings are genuinely spread over the lifetime and consumed (and
taxed) in retirement.
3.3 Simplicity and Certainty
The combination of public and private sector risk sharing is a strength of the
retirement income system in terms of increasing resilience. However, in practice it
has significant limitations in terms of creating complexity.
“Certainty requires that the general concepts and core workings of
superannuation are sufficiently clear for an ordinary person to understand.
People should have sufficient confidence in the regulatory settings and their
evolution to trust their savings to superannuation, including making voluntary
contributions” (Charter Group 2013, p 24).
Where superannuation fund members have their superannuation funds placed in a
default option, they are not required to make proactive investment decisions in
relation to their superannuation. They must however make active decisions on other
matters when they retire and/or access their superannuation. In many cases,
individuals and households have to deal with either or both the superannuation and
the pension systems, as well as the tax system, and all the complications associated
with the interactions among these.
8

The removal of tax on benefits has served to simplify arrangements in some
respects but has complicated them in others. Further complexity is added to the
system by the targeting of concessions, including via the application of caps on
concessional contributions, thresholds for contributions and work tests for the over
65s. It has also greatly complicated the transition of members from the accumulation
phase to the post retirement phase – both from the individual member’s perspective
and from the fund/product supplier perspective.

8

This emphasizes the importance of the overall efficiency of the system, cost of distribution, super account costs & optimum
design of default options.
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As the Henry Review (2009) correctly noted, the additional burden caused by
complexity is likely to be highly regressive. People with fewer resources, and often
lower financial literacy, will have greater difficulty in coping with complexity thereby
magnifying the problem. Simplicity in arrangements is therefore an important
principle in system design.
An important factor in 'certainty' is to have consistency in policy settings given the
long time frames of retirement income decisions. This was recognised as an issue as
far back as 1993 in the FitzGerald report on national saving:
“It goes almost without saying that further change to superannuation is not
desirable in itself — continual change in recent years has engendered
complexity and uncertainty and diminished confidence. But if change is highly
desirable in the long term, it is better done sooner than later. The aim is to
move quickly to a superannuation system that has the 'essentials' right,
supports national saving objectives, and can justify community trust in its
long-term durability.” (FitzGerald 1993, p 58)
It needs to be recognized though that the system also needs to adapt over time to
changing circumstances and to improve. More particularly:
“People should feel confident that the broad direction of superannuation policy
is clearly understood and stable, and that any changes will be consistent with
that direction.” (Charter Group 2013, p 25)
Therefore, rather than no change at all, what is more important is avoid the risk of
instability because of inconsistent policy settings.
3.4 Sustainability
The sustainability of any form of government subsidy (whether as an expenditure or
as a tax concession) is difficult to assess without also considering the other
pressures on the government budget, and relative priorities. ‘Sustainability’ also
relates to more than financial sustainability – it also concerns continuing community
support for the policy framework, that therefore must be coherent and provide
certainty (as discussed above).
Forward projections based on current arrangements suggest that total government
outlays will fall from 25.0% of GDP in 2014-5 to 23% in 20 years before rising again
to 25.1% 20 years later (Intergenerational Report 2015). Aged and service pension
expenditure will rise as a share of GDP over the next 40 years from 2.9% to 3.6%.
Health expenditure is projected to increase considerably from 4.2% to 5.7% under
current arrangements (IGR 2015, pp 60, 100). Aged Care expenditure is also
expected to rise, from 0.9% to 1.7% (IGR 2015, pp 71, 100). Tax expenditures are
also projected to increase from over $30 billion to almost $50 billion by 2021-22
under a continuation of present policies.
9

9

They would decline slightly to 2.7% under the Government’s proposed policies that have not been agreed by the Parliament)
(IGR 2015, pp 69, 100). The proposed measure to index the age pension to the CPI which would have had a negative longterm impact on adequacy for poverty alleviation purposes, was subsequently withdrawn by the Government (Coorey 2015, p 2).
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Of course it may be that society will consider that these extra expenditures should be
covered by other savings elsewhere in the Budget or by additional revenue raising
efforts. Any such alternative may, however, depend upon society being convinced
that the distribution of the benefits are fair and all efforts have been made to remove
waste and increase program effectiveness so that there is no alternative to
increasing taxation if the various government services and forms of assistance are to
be maintained. In these circumstances, governments will be under pressure to
examine the cost of the retirement income system to see if some savings are
possible to reduce the contribution to fiscal pressure from this source.
Sustainability also encompasses the need for community support for
superannuation. Support for superannuation is necessary for any policy to be
successfully implemented. A survey administered by the industry found that there
was a high level of community support for superannuation (86%) (FSC 2014, p 7).
Despite this, 53% of those surveyed do not “feel informed enough to make
decisions” (FSC 2014, p 10) and 65 % indicated that “there are too many changes to
the superannuation system” (FSC 2014, p 11). This suggests a layer of disconnect
from members and their superannuation, perhaps due to a level of complexity in the
system and frequency of changes.

4. Weaknesses of the current system
This section seeks to identify the weaknesses of the retirement incomes system
against the principles of broadness and adequacy, fairness and equity, stability and
certainty, and sustainability. An examination of each element of the superannuation
system (accumulation and post retirement) and the pensions system on the basis of
these principles suggests a number of problems with the status quo.
4.1 Safety net
4.1.1 Adequacy of the Age Pension

While the level of the age pension is slightly below international measures of relative
poverty, it has been increased substantially over the last two decades relative to
earnings. Increasing the age pension further would be costly as it would benefit
many on middle incomes as well as those on low incomes given the phased
withdrawal of benefits. It is to be noted that at this writing, the government had
announced in the 2015 Budget a tightening of the age pension assets test coupled
with additional payments to those with limited assets; the changes may or may not
be passed into law by the Parliament as proposed.
It should also be noted that some other elements of Australia’s social security safety
net are less generous and may warrant higher priority, and any further increase in
the age pension would aggravate these differences and result in flow-on pressures
to maintain relativities.
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Private renters receive significantly lower levels of assistance than those in public
housing and face much higher housing costs than the majority of aged people who
own their own homes and have limited, if any, mortgages to finance. The vast
majority of pensioner couples are homeowners, while only one in two singles is a
home owner. The Henry Review (2009) noted that there is a strong case for aligning
rental assistance and public housing subsidies.
10

The current benchmark for indexing the age pension is arguably too generous as it
will over time increase the pension relative to community incomes in an ageing
population. The Government proposed in the 2014 Budget to replace the earningsbased pension indexation factor by the CPI – a measure that would over time
significantly reduce the effectiveness of the safety net. This proposal has since been
withdrawn by the Government, as confirmed in the 2015 Budget.
4.1.2 Problems with incentives to work and save

Another matter of potential concern is the impact of the targeting of the age pension
through means testing arrangements on incentives to work and save, and possibly
on the types of saving and assets held. While target efficiency is achieved by the
withdrawal of pensions as pensioners’ own-income and assets increase, inevitably
this withdrawal gives rise to high effective tax rates. Chart 5 shows that single
retirees face very high EMTRs where they earn between $10,000 and $50,000 in
annual income, but that EMTRs are more moderate at higher income levels. On the
whole, however, the evidence suggests that high effective marginal tax rates are not
as significant a problem for age pensioners as for other classes of recipients of
social security payments.
Chart 5: Effective marginal tax rates

10

82.9 per cent of Age Pensioner couples and 53.4 per cent of singles are homeowners or purchasers” (DSS 2008, p 52).
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Source: Plunkett (2015).

For the social security system as a whole, the highest EMTRs are typically
experienced by households with dependent children, and most age pensioners do
not have dependent children.11 The picture for the aged is made more complicated
by the different tax treatment of super savings and earned income, such that EMTRs
on superannuation income are generally around 50% (though deeming complicates
further) and between 60 and 65% for earned income.
Anecdotally, disincentives to work and save may potentially be exacerbated by
linking additional in-kind benefits (including through the seniors’ pensioner health
card) to pension eligibility. But usually these supplementary benefits are not subject
to separate means tests, and when they are, the EMTR phase-out range for these
in-kind benefits is often quite narrow. For those pensioners potentially caught within
this phase-out range there is an incentive to re-arrange their assets to avoid having
an income in the relevant range by or making fairly minor adjustments to their
working hours.
The extent to which the level of effective marginal tax rates actually affects
incentives to work and save is of course an empirical question for which only limited
evidence is available. Indeed the evidence suggests that the most relevant factor
determining the workforce participation of mature aged people is whether the
individual is capable of working and whether suitable employment options are
available.
Over the thirty years between the early 1970s and the early 2000s, total male
workforce participation dropped by around 12 percentage points and has not
significantly recovered since. The fall in male employment participation was
especially large (15 percentage points) for mature-aged men aged between 55 and
60. Most importantly almost all the big fall in male participation for those aged 25 -54
was accounted for by the fall in participation by those males who left school early
and have no further qualifications (Kennedy and Hedley 2003).
The consequence now is that for those mature-aged workers aged 45-59 and
approaching their retirement there is a twenty percentage point difference in the
employment participation rates for those who completed year 12 and/or with postschool qualifications and those who left school early with no further qualifications
(see Chart 6 below).
Furthermore, this gap in participation between those who have received more
education and those who have not is even more significant for females (Table 1).
This evidence suggests that lack of educational attainment is likely to play a more
significant role in preventing people from working longer than do EMTRs.

11

In 2002-03, 12.8% of households headed by a person aged 65-69 had dependent children (AMP/NATSEM 2004).
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Table 1: Employment participation rate of selected mature-age (aged 45-59)
cohorts by sex, 2011
Did not complete Year 12 & no
post-school qualifications

Completed Year 12 and have
post-school qualifications

Male

Female

Persons

Male

Female

Persons

71.3%

59.7%

64.5%

88.8%

81.6%

85.2%

Chart 6: Male participation rates by education and age

Source: Gruen (2014, p 7).

This evidence suggest that if employment participation by age pensioners is to be
lifted then it would be necessary to improve the skills and adaptive capacity of those
workers with low education and qualifications and who have low participation even
before they retire. Training effort would almost certainly be less costly and probably
more effective than further attempts to lower effective tax rates for pensioners.
Nonetheless it is still important to be mindful of the potential distortionary effects of
the high EMTRs on incentives to stay in the workforce for longer.
Potentially high effective tax rates for retirees may also act as a disincentive for
people to save for their retirement. This is potentially relevant to people whose
retirement income will ultimately place them somewhere along the phase-out range
to qualify for a part pension. It would not make much difference to the saving
behaviour of low-income people because their savings are mostly compulsory.

Page 21 of 52 | Discussion Paper: Core Policy Questions

4.1.3 Age Pension and Preservation Ages

With an ageing population and improving health and longevity of older people, there
is a strong case for encouraging prolonged workforce participation by the aged. The
current age of eligibility for the age pension does not reflect improvements in
longevity that have occurred over time. Action has already been taken to increase
the age pension age (already increased to 65 for women, and legislated to increase
to 67 for men and women by 2024). The Government has proposed a further
increase to age 70 by 2035.
Concern has been expressed however that, despite increasing life expectancy and
health amongst the aged, employment capacity varies significantly according to
skills, as has been shown above, and many low-income people do not presently
have the skills that would enable them to compete for jobs or retrain into new and
less physically intensive jobs in their later years.
Increasing the age pension age would affect a large proportion of people without
contemporary skills and qualifications who would be unable to continue working and
would simply shift to, or continue to receive the disability support pension. Thus,
changes to the age pension age may not achieve great savings and would also have
equity implications, given that they would be likely to impact blue color workers
disproportionately (Gregory 2010).
In addition, some people (particularly women) contribute to society via non-paid work
such as caring for the very old. The balance between work and ‘leisure’ as living
standards improve should be debated more widely before the age pension age is
increased further.
A further consideration is that the age pension age is currently higher than the
preservation age allowing scope to dissipate retirement savings before reaching age
pension age. The preservation age – the earliest age at which benefits may be taken
from accumulated savings – affects how well the system supports genuine
retirement income and consumption. The preservation age is currently 60 while the
age pension age is 65 and will increase to 67. There is a risk of savings being taken
via lump sums before age pension age, adding to reliance on the pension. On the
other hand, for those genuinely retired or in transition to retirement, some access
before age pension age to their own accumulated savings may be considered
reasonable and consistent with the purpose of spreading lifetime incomes and
facilitating transition to retirement.
4.1.4 Improving the efficiency of the safety net

The cost of the age pension has increased in real terms by 35% between 2007 2008 and 2014-15, with between 70-80% of people of retirement age receiving some
form of pension (CIE 2015).
The exemption of the family home in the pension means test is inconsistent with
targeting to those with the greatest need. Homeowners have a substantially higher
net worth, have more non-housing assets, and face lower housing costs than those
who don’t own their own homes. They therefore have a much greater ability to
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support themselves than non-homeowners yet their pension entitlements are very
similar to those with few assets and no other income. While the family home has
been exempt from the means test almost since the age pension was introduced, the
case for full exemption is increasingly weak. Particularly as the superannuation
system matures there is a strong case to include the value of the home above some
threshold (possibly decreasing over time). The impact on incomes and consumption
could be ameliorated by allowing the age pension to continue to be paid and
recovered later from the estate.
The treatment of savings within the income test is dependent on the form of those
savings. This in turn may result in people with similar wealth levels receiving different
rates of pension. For example, assets held in bank accounts and share portfolios
may reduce the rate of pension because they generate income whereas assets in
holiday homes and art collections do not. The current dual income and assets tests
can result in people with the same wealth receiving different rates of pension. While
the asset test, in principle, treats all forms of savings equally, whether and how it is
applied depends on the level and form of an individual’s wealth.
4.2 Superannuation Contributions
The level of superannuation contributions required for adequate income
maintenance in retirement, and the balance between mandated and voluntary
contributions, depends on what is considered adequate and varies among
individuals.
In very broad terms, to achieve a ‘comfortable’ lifestyle or an income replacement
rate above 75%, superannuation, contribution levels at medium income levels need
to be around 10% over 40 years of employment (more for those on high incomes,
and less for those who will remain eligible for substantial levels of age pension).
When the Keating Government first implemented the Superannuation Guarantee, it
proposed (but did not legislate for) steadily increasing the compulsory rate to 15%,
while much later the Henry Review (2009) suggested leaving the mandated
contribution rate at 9% and relying upon incentives for people to save more
voluntarily (Parliamentary Library 2014, p 4).
Chart 7 below shows an estimate made by an Australian bank of the rate of
contribution required at different income levels to achieve a 70% replacement rate.
(It is not clear whether – at the middle income levels where this may be relevant – it
takes the age pension into account.)
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Chart 7: Contribution rate required for 70% income replacement

Source: Macquarie (2012, p 1).

For middle income earners and above, the mandated level of contribution is currently
too low for many to maintain living standards in and through retirement; however this
is often made up for by voluntary contributions (and other saving), or people decide
that they do not require replacement to that percentage level to live comfortably. On
the other hand, the current mandated level of contribution is higher than needed for
low income earners to maintain their living standards in retirement, given the
availability of at least a part age pension for most in this category. It may also impose
a constraint on liquidity for some in this income cohort at times in their lives when
they face other significant priorities (e.g. housing, education, training, child rearing).
The replacement rate outcomes arising from the superannuation guarantee and
voluntary saving are strongly linked to workforce participation. Work patterns vary
markedly due to gender, skills, individual work preferences and opportunities, and
migration. Groups with more varied work participation, such as women, tend to
experience lower, and in many cases, deficient retirement incomes, particularly
those who live on their own and so do not share expenses.
The required contribution rate to achieve a certain replacement rate varies by
income cohort and by pattern of involvement in work over a lifetime. This suggests
that increasing the mandated rate for compulsory superannuation would have a
greater negative impact on low-income earners. On the other hand, those people on
higher incomes who want to maintain their higher living standards in retirement can
do so by placing greater reliance on voluntary savings, and have greater
opportunities to 'catch up' later if they have had career breaks. In summary, a flat
compulsory contribution rate across all income cohorts and work patterns has
limitations given that different groups vary in their capacity to save at different stages
of their adult lifetimes.
Another factor that bears on adequacy of the retirement income system is that
people are no longer covered by the superannuation guarantee once they reach 70
years. It is possible therefore that they may receive lower total remuneration for a
given wage.
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4.3 Superannuation tax arrangements
In retirement income taxation, there are strong theoretical arguments in favour of
expenditure tax treatment – involving exempting contributions and earnings from tax
and applying full marginal tax rates to withdrawals at the benefit stage (referred to as
'EET'). This has merit in terms of spreading of lifetime earnings and providing a
motivation to continue working into retirement. It also has the budgetary advantage
of timing revenue receipts to coincide with population ageing. However, Australia has
now entrenched a very different approach, 'ttE' – a variant of the comprehensive
income tax framework involving concessional tax rates on contributions and earnings
during the accumulation phase, and no tax on benefits or on earnings in
superannuation pension accounts.
The size of the super concession provided (per dollar earned) is skewed to high
income earners whose marginal income tax rate is substantially above the 15%
contributions tax (though this has been moderated in part by the 30% rate applying
to contributions by those earning more than $300,000 a year). Some low income
earners in receipt of income support or family payments also receive above average
concessions because they face an effective marginal tax rate which is higher than
the top marginal tax rate. However, the superannuation guarantee contributions are
not included as income for the purposes of determining eligibility for these benefits.
On the other hand, for low-income earners on the lowest tax rate who do not receive
income support, the 15% contributions and earnings tax provides little concession.
For those below the tax threshold, there is a tax penalty – except for the modest cocontribution by the Government that may be payable.
Discretionary superannuation contributions by low-income earners who are also
receiving some income support receive small if any concession. This is because the
income support means tests include salary-sacrificed superannuation contributions
in the definition of income. There may not be many people in this category however.
Whichever benchmark is used for estimating tax concessions, current arrangements
strongly favour higher income groups. The size of the tax benefit that the
superannuation tax confers relative to the treatment of other earnings favours higher
income earners with higher marginal tax rates and a greater capacity to undertake
voluntary saving.
Various distributional analyses (AFTS 2009; Tellis 2009) of this aggregate amount
have confirmed the clear conclusion that the superannuation arrangements strongly
favour high income earners, as they make the most of the concessional
contributions, receive the bulk of tax concessions on earnings and also receive a
higher tax saving per dollar of contributed benefits as discussed below.
Table 2 shows that the average dollar amount of annual contribution rises as income
increases.
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Table 2: Projected concessional superannuation contributions by
remuneration (2009-10)(a)
Annual
remuneration(b)

Average annual
contribution ($)

Average
contribution rate
( % of
remuneration)

Proportion of
people making a
contribution above
$25,000
( %)

$20,000 and under

1,048

10.4

0.2

$20,001-$40,000

2,342

7.7

0.1

$40,001-$60,000

4,121

8.4

0.6

$60,001-$80,000

6,435

9.2

2.1

$80,001-$100,000

9,504

10.7

5.4

$100,001$120,000

13,285

12.2

11.3

$120,001$140,000

17,393

13.5

16.7

$140,001$160,000

22,372

15.0

23.5

$160,001$180,000

27,929

16.5

30.8

$180,001$200,000

27,111

14.3

29.9

$200,001$300,000

31,263

13.2

37.7

$300,001$400,000

35,488

10.3

48.3

$400,001$500,000

40,192

9.1

55.6

$500,001 and over

46,347

4.4

64.1

(a) Treasury projections for 2009-10. Projections are based on 2005-06 data. Contributions in subsequent years were impacted
by policy changes and are a less reliable basis for projecting contributions in 2009-10. Projections are adjusted for significant
policy changes since 2005-06 (the introduction of the $50,000 concessional contributions cap and $100,000 transitional cap)
and for changes in wages and population. The table includes both employees (and the superannuation guarantee and salary
sacrifice contributions made by their employer) and the self-employed (who can make deductible contributions).
(b) Remuneration is taxable income plus salary sacrificed amounts plus fringe benefits. The average contribution rate can be
below 9 %, as the definition of remuneration used in the table is different to the income base used to calculate the
superannuation guarantee and the table includes people who are not covered by the superannuation guarantee.
(c based on a comprehensive income tax benchmark.
Source: Henry Review (2009) based on Treasury estimates.

While the projected average rate of contribution also increases as remuneration rises
above the tax threshold, the average rate of concessional contributions (as a
proportion of income) falls for people with remuneration above $180,000 per year, in
part due to the dollar caps on concessional superannuation. High income earners
may of course make voluntary contributions (out of after tax income) over and above
the concessional caps.
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During retirement, earnings on superannuation savings in pension accounts receive
preferential tax treatment compared to other savings, as they are tax-free. This is
likely to provide a greater concession to individuals with greater superannuation
savings.
The most telling evidence of the skewed distribution of the concessions by income
decile is provided in Chart 8 that shows the cost of superannuation concessions
based on a comprehensive income tax. This shows that the majority of tax
concessions accrue to the top 20% of income earners. These tax concessions are
unlikely to reduce future age pension expenditure significantly if at all.
Chart 8: Share of total superannuation tax concessions by income decile

Source: Treasury, based on an analysis of 2011-12 Australian Taxation Office data.

The distribution of concessions going to different income cohorts has changed little
over the last few years despite changes in the concessional contribution caps. This
is to be expected as the tax expenditure estimates are based on average lifetime
contributions and are therefore not particularly sensitive to changes in annual
contribution caps.
Chart 9 shows the change in the distribution of contribution concessions since
changes were made to the contribution caps. While there has been a slight decrease
in the proportion of concessions going to the top tax bracket there has been an even
larger decline in the proportion going to the third tax bracket.
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Chart 9: the change in the distribution of contribution concessions since 2007
to 2012-13

Source: Treasury (2012, p 3).

In summary, current superannuation arrangements involve both compulsion and
incentives: an increasing percentage of the earnings (currently 9.5%) of most
employees must be in the form of superannuation contributions, and superannuation
savings are treated more generously for taxation purposes than other savings and
other forms of remuneration. The system is achieving improved retirement incomes
but the cost in terms of revenue forgone is substantial and the benefits of the
incentives are skewed strongly towards higher income groups.
4.4 Post retirement income arrangement
While superannuation generates concessionally taxed assets for retirement by
mandating and encouraging contributions, a key weakness of current Australian
arrangements is that they do not effectively ensure that those assets are used for
income purposes throughout the years of retirement. There is no limit on lump sum
benefits and, while retirement income streams are encouraged, there is no incentive
for lifetime annuities. It appears that in many cases people unintentionally leave
savings in their estates as they try to manage longevity risk. This sits in sharp
contrast with both the age pension and the benefits provided in most overseas
national systems that are only in the form of lifetime annuities or lifetime annuity-like
income streams.
Under current arrangements, the long-term risks related to inflation, investment and
lifetime longevity are left to individuals to manage, with the publicly provided age
pension acting as a minimum income guarantee. Since the life annuity market is very
small, the main ways superannuation savings are used to support retirement are
phased withdrawal products and lump sum withdrawals invested in the family home
(Bateman and Piggott, 2010). As people live longer, there is a growing risk that
individuals will exhaust their assets before they die. So far, however, the greater
problem seems to be that high levels of self-insurance result in retirees living overly
frugally, or unintentionally leaving large superannuation savings to their estates. In
some cases it appears that superannuation balances may be deliberately
accumulated so that a component can be left as a tax sheltered bequest.
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The current high level of self insurance has partly been attributed to behavioural
biases that individuals exhibit. These biases affect the accumulation phase with
many people under-saving relative to what they would later consider to be adequate
for retirement (Bateman, Kingston and Piggott 2001; Mitchell and Utkus 2006;
Bateman et al. 2014). Behavioural biases do not end at retirement: their effect
continues throughout the phases of retirement.
Another factor contributing to the high degree of self-insurance during retirement is
the lack of products that retirees can purchase to insure against longevity risk. The
combination of adverse selection and low interest rates has led to prohibitively high
prices for life annuities. The Henry Review (2009) identified this as a structural
weakness in the system and raised the need for better retirement income products to
ensure an income higher than the age pension throughout the years of retirement.
This was also a major focus in the FSI Report and the Treasury Review of the
Regulation of Retirement Income Streams. The current lack of longevity risk
insurance products is exacerbated by historically low official interest rates.
In formulating policies for the post retirement phase, the Government would need to
balance a number of conflicting considerations. On the one hand, the concessional
nature of superannuation assets warrants some form of government intervention to
ensure that those assets are used for genuine retirement income purposes. This
may be thought of as the efficiency of the system in targeting retirement incomes. On
the other hand, the needs of individuals vary greatly at retirement and it is
appropriate that they maintain some flexibility in how they access and invest their
post retirement assets. There is therefore a tradeoff to be struck between efficiency
and flexibility in designing an appropriate post retirement system.
In developing post retirement policies, a range of responses is possible:
•
•
•

•

Mandating specific retirement income products (in full or in part, or for later
stages of retirement).
Providing policy incentives that encourage retirees to purchase retirement
income products that help manage longevity and other risks.
Requiring superannuation trustees to pre-select a Comprehensive Income
Product for Retirement (CIPR) for members: as recommended by the FSI
Panel.
Removal of impediments to retirement income product development: as
recommended by the FSI Panel.

Following is an evaluation of these broad options.
4.4.1 Mandating Requirements

Government intervention to better address longevity risk could involve mandating
minimum income streams and/or limiting lump sums. This approach would overcome
one of the key problems inhibiting the development of an annuities market. Market
failure may arise because individuals tend to have more information on how long
they are likely to live than insurers do. This may mean that only people who consider
they are likely to live longer than average purchase these products.
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Insurers can react to this ‘information asymmetry’ either by not selling the products
or by pricing them at such a level that most people are discouraged from purchasing
them. The problem of ‘adverse selection’ may be overcome using a mandatory
approach by ensuring that the people in the insurance pool reflect the average life
expectancy within the community as a whole.
However, as highlighted by the Henry Review (2009), mandating the purchase of
longevity insurance overcomes this market failure by imposing a cost on people who
are in poor health or have lower life expectancies, such as Indigenous Australians.
Such people would be disadvantaged by a mandatory system as they would
effectively be subsidising people who live longer than average. This is accepted in
overseas social insurance schemes where individuals do not directly accumulate
their own savings but rather have an entitlement defined only in terms of a lifetime
retirement pension.
While a mandatory approach would reduce the risk that people exhaust their assets
quickly in order to receive an Age Pension, research suggests that people in
retirement are conservative in how they draw down their assets (Lim-Applegate et al.
2005).
A number of submissions to the FSI raise a number of difficulties associated with
mandating certain lifetime annuity products (such as CEPAR 2014), including:
•
•

•

Difficulties associated with accounting for widely differing individual
circumstances of retirees through a mandatory product;
Considerable timing risk in mandating a large sum at a single point in time as
the annuity purchase may be at a time when interest rates are low and the
value for money poor; and
Uninsurable risks to which people in retirement may be exposed are many,
while mandatory annuitisation gives precedence to managing longevity risk
over all other risks.

On the other hand, failure to insure against longevity risk leaves people either
running out of savings or under-utilising their savings, the former leading to overreliance on the age pension. However there are ways in which the difficulties
mentioned above may be eased, particularly through deferred lifetime annuities.
Deferred life annuities have certain benefits over immediate life annuities as a
default:
•

•

•

Private information, or information asymmetry, between buyer and seller
concerning the circumstances of most individuals projected 20 or 25 years
into the future is limited at the point of retirement.
The mortality bonus inherent in a deferred annuity purchased at retirement
and payable at a later stage (such as age 85) would potentially make the
product more affordable.
Timing risk could be reduced by setting up deferred annuity purchases as a
stream of annual payments either before or after retirement.
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Overall however, mandating annuities would provide individual retirees with limited
flexibility to design their retirement arrangements to best meet their individual needs
and circumstances.
4.4.2 Default post retirement product

A default retirement income structure could be designed to deliver consumption
smoothing and coverage against a standard list of risks, in a way that would be
suitable for the majority of the retiring population. Such risks could include:
investment, inflation, longevity, purchase timing, and counterparty risk. Where the
individual formed the judgment that they could better meet their post retirement
needs through some other arrangement, they would have the ability to opt out of the
default.
The World Bank recommends that
“countries that offer a constrained choice to retiring workers and do not
mandate the use of a single retirement product for all should also specify the
product that will be used as the default option. This will help workers who are
unable or unwilling to make a decision on their own and will protect them from
abusive selling practices of brokers and selling agents of providers.” (Rocha
and Vittas 2010)
While there is scant evidence on the operation of defaults in the post retirement
phase, the limited evidence that does exist suggests that defaults may be effective.
In a study of retirement income choice in Switzerland, Butler and Teppa (2007) find
that most retirees adopt annuities where that is the default, or lump sums where that
is the default.
Depending on the design of defaults, they may share some of the limitations
associated with mandatory annuitisation outlined above, in terms of cost, timing risk
and difficulty of meeting the needs of heterogenous member groups. A default’s
effectiveness depends largely on the degree of flexibility it provides to meet the
needs of the individual retiree. Sunstein (2013) distinguishes between impersonal
defaults that have many of the disadvantages of mandatory annuities, and personal
defaults.
The critical benefit of a default over a mandate is that there is at least an out – it is
possible for the retiree to override the default. Tailoring to individual circumstances in
accumulation phase default options is normally limited only to age and account
balances, if at all. If this is indicative of the degree of tailoring that would be possible
in the post-retirement phase, it would suggest that the market needs further
development before it would be able to implement a default post retirement income
stream option with flexibility to meet the varying needs of retirees.
4.4.3 Comprehensive income product

In making recommendations relating to the post retirement phase, the FSI Panel
considered and rejected both a mandate and a default post retirement solution
before settling on its recommendation of a Comprehensive Income Product for
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Retirement (CIPR). A CIPR offers the potential to achieve some of the core benefits
of mandate and defaults while reducing many of the downsides as outlined above.
In particular, the benefits that the CIPR shares with both default and mandatory
annuitisation include:
•

assisting to overcome some of the behavioural biases that compound the
complexity of retirement decisions, such as decision-making that
disproportionately focuses on the short term;

•

helping to address the challenge that many retirees face in transitioning to the
retirement phase of superannuation. Retirees are currently highly reliant on
affiliated financial advisers in navigating post retirement choices. The quality of
such advice has been demonstrated to vary significantly.

•

Enabling trustees to provide a form of guidance in making sound retirement
decisions, rather than the individual member being solely responsible and on
their own.

A design strength of CIPR is that it is not necessarily one but a combination of
income products. Research has shown that full annuitisation of super savings is not
necessarily an optimal drawdown strategy for an individual (Hanewald, Piggott and
Sherris 2013) as retirement can last for several decades, and exposure to market
risk is necessary to ensure that inflation does not erode savings. Certain product
types, such as variable annuities with equity exposures and insurers’ guarantees
have had limited success in other markets because they are often difficult to price
and the hedging of risks is difficult. Options such as keeping market risk with the
individual via an account based pension combined with a deferred annuity product to
cover longevity risk, as discussed in Bateman et al. (2001) may be catered for within
a CIPR.
A CIPR provides greater flexibility than a default – the investment is not made until
the retiree has approved it. As such, it reduces the risk of retirees being placed
automatically into products that are unsuitable for their needs.
On the other hand, while the concept of the CIPR has much to commend it, its ability
to deliver improved retirement outcomes will depend largely on how it is
implemented and received. Potential CIPRs should be assessed according to a
number of criteria including:
•

•

•

Their ability to trade off the various risks (investment, inflation, longevity) that
retirees will face through retirement. While products such as annuities may
cover longevity risk, the individual may instead face risks related to liquidity or
timing of purchase.
Their ability to deliver consumption smoothing between working life and
retirement dynamically tailored to phases of retirement so that products will be
appropriate for a greater proportion of people and the changing circumstances
that they face moving through retirement. For example, individuals in early
retirement tend to be more concerned with liquidity while in later retirement
longevity risk becomes prominent.
The extent to which individuals do indeed take up the products.
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Over time, once there has been some experience with the design and application of
a CIPR, it may be possible to evolve the CIPR into a post retirement default option.
The market needs further experience in designing income stream solutions to better
address longevity risk while meeting the varying needs of retirees before it would be
advisable to require a post retirement default option. On this basis, there would be
considerable merit in designing the CIPR with an eye to its future evolution to a
default option.
4.4.4 Eliminating Impediments

The objective of the current regulatory regime in the retirement phase is to ensure
that the capital underpinning a retirement product is drawn down over time. The
underlying purpose of these restrictions is to prevent the use of tax-advantaged
retirement income as wealth accumulation vehicle rather than to facilitate the
provision of retirement income (Treasury 2015).
However regulatory, and other policy impediments, are having the unintended
consequence of inhibiting the development of retirement income products (including
deferred lifetime annuities and group self-annuitisation schemes). The Committee
supports the review by Treasury of retirement income stream regulation that is
examining ways to reduce or remove such barriers. The focus of this review is
correctly on eliminating any barriers to the use of income stream products to better
manage longevity risk.12
Proposed measures need to be evaluated on their ability to provide retirees’ with
greater flexibility to take up income stream products to better manage longevity risk,
while also ensuring that superannuation is used for legitimate retirement income
purposes. The relative merit of the options that Treasury has canvassed in achieving
these aims effectively requires much careful consideration.
It is however recognized that eliminating barriers to the take-up of income stream
products can only go so far in improving retirement income outcomes. As previously
mentioned, a range of behavioral biases and the absence of suitable income stream
products impede the use of income stream products that need to be overcome for
better longevity risk management.
4.5 Interaction between the superannuation and pension systems
Age and Service Pension payments are currently equal to 2.9 % of GDP and are
projected to continue rising over the period, reaching 3.6 % of GDP by 2054-55 (IGR
2015 p16). In today’s dollars, spending per person is projected to increase from
almost $2,000 in 2014-15 to around $3,200 in 2054-55 due to current indexation
arrangements. This increase is projected despite the fact that the underlying
composition of the pensioner population is changing. Largely as a consequence of
the maturing of the superannuation system, the proportion of full rate pensioners is
12

The key areas of focus by the Treasury review of income stream products are: Broadening the annuity and pension rules to
reduce the limits they place on the range of products available on the market and allow for product innovation; Expanding the
options for purchasing income stream products to via multiple premiums via an existing product e.g. an account based pension.
Changes to the minimum drawdown rules to address concerns about retirees potentially running out of capital.
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projected to decline from 50% today to 30% in 2050 while the proportion of part rate
pensioners is expected to increase from 30% to 50% over the same period. The ratio
of pensioners to the total retiree population however is expected to remain largely
unchanged, as depicted in Chart 10 (Cooper Review 2009, IGR 2015).
Chart 10: Proportion of people of eligible age receiving full, part or no age or
service pension

Source: Cooper Review (2009) based upon Treasury’s RIMGROUP model (raw data not publicly available) and
Rothman (2012).

The Financial System Inquiry Report suggests that the purpose of superannuation is
“to provide income in retirement to substitute or supplement the Age Pension”.
Superannuation appears to be supplementing age pension income as indicated by
the growth of part rate pensioners relative to full rate pensioners, and in so doing is
contributing to a reduction in pension outlays compared with what they would
otherwise be. However, on current policy settings, superannuation is not expected to
do much to substitute for the pension as the ratio of pensioners to the total retiree
population is expected to remain flat for many years to come.
This raises the question whether superannuation should do more to substitute for the
age pension and what it would take for such substitution to occur? A couple of facts
bear on these questions. First, the pension cut-off point is defined by the level of the
pension and the income and assets test tapers. With the combined married rate at
over 40% AWOTE and a 50% taper above an income threshold, the pension cut-off
point for married people is close to 100% AWE; for singles it is around 60% AWE.
Second, a 9% superannuation contribution rate for a person on average earnings
over a 30 year working life results in annual retirement income at the ASFA
comfortable standard ($43,000 for a single) falling just short of the pension cut-off.
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The vast majority earn considerably less than average earnings over their years of
working age partly because of interrupted earnings and employee casualiation. In
addition of course the average is higher than the mean so 80 per cent of those in
work earn less than the average at any point in time. Moreover, it will also be many
years before a large proportion of the retiree population has been through the
superannuation system with average annual contributions over the working age
range approaching anywhere near 9%. The corollary is that most retirees will need to
rely on a part age pension if they are to achieve a comfortable living standard.
This suggests that significant policy changes would be needed if superannuation
were to provide more of a substitute rather than a supplement for the pension,
changes which might not be desirable:
•

•

•

•

•

Increasing the rate at which the pension level is reduced for each additional 1000
dollars of assets owned (i.e. the taper rate), with some offsetting easing for those
with limited assets – as the Government announced in the 2015 Budget – will go
some way towards reducing age pension spending. This measure is estimated to
yield net savings of $2.4b over the first four years, although it may somewhat
reduce incentives for people to save for their own retirement.
Introducing an accelerated increase in the superannuation contribution rate – this
would place further pressure on low-income earners with high current
consumption needs (including housing and education). The savings in age
pension outlays would also be partially offset by increases in superannuation tax
expenditures.
Tightening the pension means test through changing the treatment of the family
home. This would have equity and efficiency advantages, but would go against
100 years of bipartisan policy and require significant thresholds and access to
‘pension loans’ or reverse mortgages to ensure people can retain the security of
staying in their own home.
Increasing the age pension age. This would result in less than proportionate
budget savings because a large proportion of older people (not yet of pension
age) who would be affected would be unable to continue working and would be
likely to shift to disability support or other welfare payments.
Materially reducing the number of people eligible for the part pension through
further tightening of the means tests. This measure would adversely affect all
pensioners, especially those with no other sources of income.

This suggests that it is unlikely that there will be a major reduction in the proportion
of retired people not in receipt of any age pension and that the main source of
savings in pension outlays will come from the shift from full-rate pensioners to partrate pensioners. Major policy changes with significant flow-on consequences would
be needed if superannuation were to substitute for rather than supplement the
pension. Any changes should not be driven solely by budgetary considerations of
course, but rather should be considered in the context of the broader design of the
system to meet its overarching objectives. This reinforces the importance of
specifying and agreeing the objectives of the retirement income system.
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4.6 Fiscal sustainability
The cost of assistance to the aged (the age pension, aged care and home support
and care) has risen by more than 50% in the decade to 2013–14, outstripping real
GDP growth. Under current policy settings, the maturation of the superannuation
system will not substantially reduce these fiscal pressures.
Demographic change will impose increasing costs on government budgets not only
for retirement purposes but also for health and aged care services. An important
source of information relating to the future budget situation are the Treasuryprovided Intergenerational Reports.
These reports provide long term economic and budget projections based on
numerous economic and demographic assumptions. Given that it is not possible to
know with any degree of certainty what the future holds 40 years from now, the IGR
only provides projections based on the assumption that the drivers of economic
growth will continue to have much the same future impact as in the past.
“The IGR is a conditional projection designed to help us assess the
sustainability of government policies impacting on expenditure and revenue,
assuming that the economy continues to grow in much the same way as in
the past.” (Keating 2015)
The consistent message from four IGR reports has been that assuming no change in
present policies, there are pressures for public expenditure to grow faster over time
than the economy and revenue – principally because of the ageing of the population,
the disproportionate impact of more expensive technologies on the cost of health
care; and the relatively high demand for more health and education services as
incomes rise.
An important conclusion that may be drawn is that action needs to be taken now to
bring the Budget back to a more sustainable basis over the long run, especially when
the present starting point is itself an unsustainable deficit. The 2015 IGR predicts on
the basis of currently legislated policies that the cost of age-related pensions would
increase from 2.9% of GDP in 2014 to 3.6% in 2054-55.
According to the 2015 IGR either a 2.5% increase in the revenue share of GDP or a
similar reduction in the expenditure share would ensure fiscal balance, provided this
were attained in the next four years or so, thus preventing the debt from growing and
reducing what could be interest payments as high as 3.5% of GDP by 2055. Possible
implications for growth and productivity levels would need to be weighed up.
4.7 Efficiency and Competition of Superannuation
The compulsory and concessional nature of superannuation is seen to place a
greater obligation on government to ensure that the superannuation industry
operates efficiently.
Before considering whether some form of government intervention is called for, it is
first necessary to consider:
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•
•

Whether competitive pressures in the industry are sufficient to stimulate the
drive to efficiency; and if not why not; and
That any reform options being contemplated would need to be evaluated on a
benefit cost basis.

Defining efficiency in the superannuation industry is difficult for many reasons. For
example, members have wide-ranging preferences, which make a standardised
meaning of cost efficiency and value not useful. With this in mind, when seeking to
determine whether inefficiency exists in the superannuation industry, we should
identify factors preventing competitive outcomes for the Australian industry with a
view to addressing such factors at their source.
The existence or otherwise of barriers to entry and market concentration are the
traditional starting points for an examination of competitive pressures in an industry.
The following discussion focuses on market concentration and the role of fund
members.
4.7.1 Market Concentration
There are 294 APRA regulated (large funds with many members) superannuation
funds comprising retail, industry, public sector and corporate. In addition, there are
half a million self-managed super funds (SMSF), which are regulated by the ATO.
The Reserve Bank of Australia (2014, p 173) provides a breakdown of the assets of
superannuation funds, as a proportion of GDP. Chart 11 illustrates that as at 2013
self-managed superannuation funds (SMSF) represent the largest segment of the
market, followed by retail funds, industry and public sector funds.
Chart 11: Superannuation Assets by Fund Type* (% to GDP)

Source: RBA (2014, p 173).
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Despite there being a large number of funds, it is not clear whether such a large
number of players has translated into a high degree of competitive market pressure.
Instead, the large number of funds could be reflective of a “comfortable industry”
enjoying rapid growth, driven by compulsory and tax assisted superannuation
contributions and earnings growth. As illustrated in Chart 11, in the years following
the Global Financial Crisis all fund types have experienced growth or stability.
Moreover, ABS data reveals that in 2011-12, 49% of households' financial assets
were in superannuation, making it the largest category of household financial asset.
In the years to come, superannuation is only expected to increase in importance,
both as a proportion of household assets and for the economy as a whole, making it
an attractive market. This will be especially so if the mandated contribution rate
increases to 12%. Treasury (2014, p 48) estimates suggest that by 2040, the pool of
superannuation funds will reach 150% of annual GDP.
Many elements of the business of superannuation, including funds management and
administration, are subject to significant scale economies (Cummings 2012). The
RBA (2014, p 178) highlights that within the not for profit superannuation segment,
larger funds have lower expense ratios than smaller funds, indicating the existence
of economies of scale. Consolidation should be attractive due to these advantages,
and this has certainly been occurring.
Currently, there are 294 APRA regulated funds, whereas in 1997 there were more
than 4,700 (Treasury 2014, p 52). Treasury (2014, p 51) and RBA (2014, p 178) both
note that such consolidation in the superannuation industry should translate into the
realisation of scale economies.
However, the continued existence of a degree of market fragmentation in the
industry may suggest that there is insufficient market pressure for consolidation. For
instance, unlike smaller retail funds, not for profit superannuation funds, by virtue of
their mutual status, are largely shielded from the threat of takeover as a form of
competitive pressure.
The FSI Interim Report (2014 using data from Rice Warner) provided evidence that
consolidation and larger fund sizes have not translated into lower fees, indicating a
possible lack of competitive pressure in the superannuation industry (Chart 12).
While Grattan (2014) notes that Australians pay higher fees than do members of
retirement saving schemes in other OECD countries, there is some doubt as to
whether this analysis has adequately accounted for cross-country differences in
systems.
Also, simply focusing on fee comparisons is not a useful measure of the value
derived by the member. Chant West’s (2014, p 5) argues that high fees are
correlated with higher net investment returns, “where the fee budget has been spent
wisely” by the fund.
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Chart 12: Superannuation fund size and average fees

Source: FSI Interim Report (2014, p 2-102).

4.7.2 Role of the member:
Another important area of investigation is the role of the member in serving as a
competitive discipline in the industry. At the time of the Financial System Inquiry
(1997), it was assumed that active choices by superannuation members would serve
as a discipline to drive competition and improve overall efficiencies in the
superannuation system.
Since that time, MySuper reforms have fundamentally reoriented the choice
architecture on the basis of the judgment that many members are largely disengaged
and do not actively exercise choice.
This judgment was based on low levels of measured non-default member activity
and reflected concern about the financial literacy of many fund members and their
ability to make complex decisions regarding the range of products offered (Adult
Literacy and Life Skills Survey, 2006).
Research has identified various factors to explain why many superannuation
members may be disengaged or have difficulties in making choices in relation to
their superannuation.
•

•

It is well established in the literature that there is low financial literacy among
a large proportion of superannuation fund members (Bateman et al. 2012;
Agnew et al. 2013). More complex financial products, such as pension
products, are not readily understood without a high level of financial literacy.
Errors in choices are often not recognized for a long time. Insofar as
investment products are highly stochastic, it can take many years before an
error can be proven. Hence the superannuation market provides very few
opportunities for consumer learning, while the risks and impacts of wrong
choices can be seen to be significantly higher than initially perceived only with
the benefit of hindsight (Sy 2011).
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•

•

•

With over 200 public-offer funds and over 20,000 investment options and so
many intermediaries involved in superannuation, information can be distorted
or lost through multiple transmissions between the many service providers
(Fear 2008).
In numerous surveys, consumers have often lamented the lack of accessible
and comprehensive information about superannuation products. Institutional
superannuation suffers from information asymmetry, where many members
do not understand its products (Fear and Pace 2008). Behavioural economics
suggests that market competition can be ineffective when investors face
complex choices (Bateman et al. 2014).
Even for those who are financially literate there is inertia caused by the
personal time and effort required to investigate and arrange the switching.
Such inertia may be reduced by brokers or intermediaries who facilitate
comparisons and switching,

An updated assessment of the institutional and behavioural factors that make it very
difficult for a large proportion of members to play an active role in the management
of their own retirement savings would be beneficial. Moreover, there is a need to
assess to what extent these factors contribute to an absence of member
engagement that serves to weaken competitive discipline in the superannuation
industry, notwithstanding the existence of multiple service providers. This would
include investigation of a number of sub-questions.
First, to what extent are superannuation members disengaged? The critical evidence
that has previously been relied upon for disengagement among superannuation fund
members is an observed low level of non-default decision-making. The Cooper
Review (2009) acknowledged that defining and measuring engagement and interest
in superannuation was difficult.
Another measure of disengagement could be the lack of members switching
between funds. Grattan Institute (2014, p 14) found that only a small proportion (2%)
of a surveyed group of superannuation holders switched accounts in 2013 (Chart
13). Chart 13 indicates the level of engagement by members in knowledge of their
fund and whether they choose their own fund.
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Chart 13: Few account holders are well-informed and fewer actively switch
funds

Source: Grattan Institute (2014, p 14).

However, analysis by Bateman et al. (2014) provides evidence that the relationship
between members’ subjective evaluation of their own engagement and non-default
activities is not straightforward. Therefore, assuming that a majority of members are
uninterested (or disengaged) because they contribute to the default investment
option may be incorrect.
Second, if it is found that a certain proportion of superannuation funds members are
highly disengaged, to what extent does this cause a lack of competitive pressure in
the broader market? Concomitantly, are the numbers of ‘engaged’ members
sufficient to bring competitive pressure to bear on prices and outcomes?
The RBA (2014) and Grattan Institute (2014), among others, indicate that
disengagement may translate into members paying higher fees, possibly caused by
a lack of competitive pressure. The consumers of all industries/products, certainly at
a retail level, suffer from asymmetry of information. Yet in many contexts competitive
pressure by the ‘informed’ protects the ‘uninformed’, who may 'free ride'. However
information asymmetry appears to be more significant (or at the very least to play a
different role) in the superannuation industry than in other consumer service
industries.
One potential reason is that the proportion of disengaged members is far larger than
in other consumer industries. When “the majority of individuals accept their
employer’s nominated fund and do not seek out information about fund fees
[emphasis added]” (RBA 2014, p 179) competitive pressures are likely to be weak. In
a similar vein, the FSI (2014) discusses whether disengagement may be caused by
the mandatory nature of employer-funded superannuation – as members do not
themselves place contributions into funds, they are less “price aware.”
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Consequently, this lack of awareness (or information asymmetry – caused by
disengagement) may result in a lack of active decisions on fund choice based upon
standard consumer issues, such as price, in turn limiting competitive pressures
caused by the exercise of choice by members.
A study to try to resolve these issues would include consideration of:
•
•
•

Whether the superannuation industry is able to segregate the market and
provide similar services to different types of members at different prices.
Whether the disengaged member can observe the price and service that the
better informed, engaged member is receiving?
The ease with which superannuation account balances may be transferred
from one fund to another including all transition costs and risks.

The role of the self-directed member (i.e. the self-managed superannuation market)
is highly relevant in this regard. As illustrated in Chart 11 above, this sector has
continually been growing and now holds more than $500 billion or about one-third of
the entire superannuation funds pool (Treasury 2014, p 55). Although legislative
changes (RBA 2014, p 174) have supported the growth in this sector (Chart 11), it
may also be seen as a direct result of dissatisfaction with the institutional
superannuation market and therefore a source of competitive pressure on the
institutional industry.
Based on the outcome of the above investigations, should some form of government
intervention be called for? Alternative reform options, raised including a new
superannuation member auction scheme and measures aimed at improving the
fragmented structure of the industry, would need to be evaluated on a benefit cost
basis.
The case for government intervention would then rest both on evidence of the
absence of competition leading to socially inefficient outcomes; and on the
prospective efficiency gains from the proposed government reform more than
outweighing the inevitable costs of such intervention.
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5. Directions for reform
A holistic reform of the retirement income system is needed to better address the
following factors:
a) Misalignment – to ensure the individual components of the system and their
interactions are aligned with the overarching objectives of the system. This
could involve ensuring wider capacity for people to direct their superannuation
savings into income stream products, reviewing the operation of the means
test and whether it takes sufficiently into account the increasing level of
superannuation savings (and other assets) that could and/or should be used
for retirement income purposes. It could extend to examining how
superannuation tax concessions may be better targeted to further the
objectives of the system within a budget constraint.
b) Taxation Treatment of Superannuation – There is a strong theoretical case for
treating superannuation savings on a comprehensive consumption tax basis,
taxing them when the benefits are withdrawn to spend. That is not a practical
option for Australia today given the legacy of superannuation tax
arrangements in place. Equally, however, the idea that superannuation should
be taxed in the same way as other non-housing savings on a full marginal tax
rate basis is inappropriate, given the objective of facilitating the smoothing of
lifetime incomes. How best to address this conundrum was considered by the
Henry Review, but it remains a matter for further analysis.
c) Complexity – the system has been subjected to frequent changes resulting in
high system complexity. Rather than adding more requirements to an already
complex system, the opportunity should be taken to identify solutions that
reduce, rather than add, to overall system complexity.
d) Implications for the wide variations in personal circumstances –The current
arrangements involving dollar caps on annual contributions result in certain
groups, including people with interrupted work patterns, being unable to save
sufficiently for their retirement unless they can accelerate their savings at
other times. The evidence shows that women hold a disproportionate amount
of the low account balances in the system, often reflecting extensive periods
in unpaid work. Similarly, there are wide variations in the way people can or
can choose to transition into retirement. A broader review could give
consideration to the set of measures that might best address such variations
in circumstances.
e) Draw-down phase – Policy development has largely focused on the
accumulation phase with very little structure around what happens after
retirement. With the bulk of the baby boomers now moving from the
accumulation to the draw down phase, greater attention needs to be given to
post-retirement income arrangements.
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The following section canvasses for discussion a range of reform options that might
be considered as part of a comprehensive review of the system. Several represent
alternatives, many would need considerable work to refine and implement and a
number would require lengthy phasing in arrangements.
5.1 Safety Net
1 Improving the adequacy of the safety net through a targeted increase of the
pension by:
a) Replacing the current earnings related indexation factor with a combination of
an automatic indexation by the CPI and a regular (say biennial or threeyearly) independent review of relativities with community income movement.
b) Increasing the rate of rental assistance for those in private rental
accommodation.
2 Tightening the age pension means test by further reviewing the assets test and
deeming provisions, including the treatment of superannuation savings
a) Reviewing the deeming rates for superannuation savings on the assumption
that most should be in the form of income streams over lifetimes.
b) Improving the targeting of the age pension to those with the greatest need by
including the deemed value of owner-occupied housing (beyond some
threshold) in the means test while deferring the impact on the age pension by
treating it as a contingent liability against the estate. This could be phased in
over time as the superannuation system matures,.
c) Unlocking an income stream from home equity by legislating for a default
reverse mortgage product.
3 Encouraging aged employment participation by:
a) Introducing employment training programs targeted at improving the skills and
adaptive capacity of those workers with low education and qualifications and
who have low participation even before they retire.
b) Incentivising people to work longer through easing the means test on earned
income by relaxing the withdrawal rate on earned income (e.g. going back to
the 40% introduced with the GST).
4 Age pension and preservation ages
a) Linking the age pension age to trend growth in longevity but only after the
impact of the currently legislated pension age increases have been fully
assessed.
b) Applying some level of tax on any benefits taken before age pension age.
c) Raising the superannuation preservation age to equal the age pension or
fixing the gap between the two at say 5 years.
5 Removing any incentive for people to arrange their finances to access the part
pension so that they can access the health care card. This could be through
making the health care card subject to a separate means test and/or making it
available for purchase.
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6 Abolishing the seniors supplement since this is currently provided to retirees who
are disqualified from receiving the pension as they do not meet the assets test.
5.2 Superannuation
1 Balancing needs for retirement incomes with needs at other stages of lifecycle:
a) Reviewing the need for the planned increases in level of the mandated
contributions.
b) Allowing flexibility for people to set their contribution levels below the
mandated amount in specified personal circumstances, perhaps subject to
them subsequently making up the difference in their contribution rate.
2 Special circumstances of casual and part-time employees
a) There is a concern that, in cases where superannuation is not compulsory
(i.e. for low wage earners and those over 70), such employees may not be
receiving an equivalent amount in their income. The $450 pm threshold for
SGC contributions has been in place since the SGC was introduced and has
never been adjusted. Because an employer is relieved of a 9.25% on-cost
where pay is below the threshold, it acts as a cap on part-time/casual workers’
earnings. It also does not recognise that many part-time/casual employees
work more than job. This may mean that they are not eligible for SGC
contributions at any of those jobs and at the same time do not receive the
benefit of an equivalent amount in their pay.
b) One possible option is to make superannuation compulsory for all workers by
removing the $450pm threshold. In that case, very low income earners could
be allowed to elect whether to receive their contributions as income (if they
are below a certain dollar amount in a given year).
3 How can the system better cater for different working patterns given the mix of
full and part time work, increasing casualisation of employment across all
professions.
4 For people with interrupted careers, should annual contribution caps be replaced
by rolling three-year contribution caps? These would allow people with
interrupted careers to the flexibility to make up for nil contributions in earlier years
with higher contributions in later years while being easier to administer that
lifetime contribution caps.
5.3 Superannuation Tax
1 In retirement income taxation, there are strong theoretical arguments in favour of
expenditure tax treatment – involving exempting contributions and earnings from
tax and applying full marginal tax rates at the benefit withdrawal stage (referred to
as EET). However, Australia has now entrenched a very different approach, a
comprehensive income tax (ttE) involving concessional tax on contributions and
earnings (at all stages) and no tax on benefits as they are withdrawn. Switching
from ttE to EET would require complex transitional arrangements over 40 years
or more if existing superannuation savings from previously taxed contributions
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and earnings were to be exempt, with consequent severe transitional implications
for revenue. Alternative incremental changes might be considered which promote
the spreading of lifetime incomes to support genuine retirement income purposes
and close off opportunities for higher income earners to gain inappropriately from
the tax concessions. Possible approaches include:
a) The Henry Review proposal of applying a progressive tax on contributions
based on individuals’ marginal tax rates less a rebate of 20%, and equalising
the earnings tax rate between the accumulation and post-retirement phases
would overcome some of the difficulties associated with differential tax
treatment applying at retirement – by applying a standard 7.5% tax on fund
earnings in both the accumulation and post-retirement phases.
b) Options going some way in this direction include applying the 30% tax on
contributions from $180,000 rather than $300,000, and applying a tax on fund
earnings in the post-retirement phase.
c) The Industry Super Network proposal (ISN 2009), for the abolition of the
superannuation contributions tax, with all SGC and personal contributions to
be made from post-tax income. Concessions could be delivered through a
broad-based flat co-contribution or tax offset paid direct to superannuation
funds. The flat co-contribution or tax offset could be a fixed proportion of SGC
and voluntary contributions (up to a cap). The concession would thereby
accrue at the same rate for all individuals regardless of their marginal tax rate
(including a concession for those on a zero marginal tax rate). To ensure most
middle-income earners were no worse off the concession would need to be at
least 20.5% of gross contributions, however for simplicity a slightly higher
level (say 25%) could be warranted especially if the low income cocontribution scheme were replaced with the new arrangements. This could be
accompanied by adjustment to concessional contribution caps to achieve
broad revenue neutrality.
2 Limits on superannuation concessional contributions may have the effect of
constraining the capacity for some people to make up for inadequate savings at
other stages of their lives. Possible variations to the current annual limits include:
a) Replacing annual caps with a lifetime cap: an aggregate limit on accumulated
savings by preservation age, either in terms of an amount of money (e.g. $2.5
million) or as a multiple of some assessed pre-retirement income (e.g. 10
times), or a combination.
b) As noted above, replacing annual contribution caps with rolling three-year
contribution caps would allow people with interrupted careers the flexibility to
make up for nil contributions in earlier years with higher contributions in later
years while being easier to administer than lifetime contribution caps.
c) Ultimately, if a much firmer approach is taken to ensure savings are used for
income and consumption in retirement, it may be possible to move towards a
relaxation of contribution caps.
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3 Access to superannuation could be limited through adopting changes to the
preservation age. Options include:
a) Increasing the preservation age to 62, retaining the five year gap with the age
pension age;
b) Aligning the preservation age and the age pension age; and
c) Limiting the amount of superannuation that can be taken as a lump sum,
and/or before age pension age.
5.4 Post retirement system
1 Measures to ensure that superannuation is used for the purpose of providing
retirement income for retirement income purposes could include encouraging or
mandating private sector products that provide insurance against longevity risk,
including:
a) Removal of impediments to retirement income product development: as
recommended by the FSI Panel
b) Providing policy incentives to encourage retirees to purchase retirement
income products that help manage longevity and other risks.
c) Requiring, as proposed by the FSI, that funds offer a comprehensive income
product for retirement that might eventually become a default option; and
d) Requiring that Trustees provide a default retirement income option that directs
all or a proportion of accumulated savings into a lifetime annuity or similar
product.
e) Limiting the amount of accumulated savings that can be taken in a lump sum;
f) Mandating a retirement income option that directs all or a proportion of
accumulated savings into a lifetime annuity or similar product (at retirement or
for later stages of life).
5.5 Discussion questions
5.5.1 Overview

1. What does the public think about the age pension means test? Should
pensions be concentrated on the needy, or be available on a universal basis,
noting the considerable revenue costs involved?
2. Should people at all income levels have the same facility under
superannuation tax arrangements to spread their lifetime incomes, or should
there be some cap given the revenue costs involved?
3. How should superannuation align with the transition from work to retirement,
and how should it fit in with entitlement to the age pension?
5.5.2 Principles

1. Do those with different employment histories have access to adequate
retirement incomes?
2. Is the current system design acceptable from the perspective of equity and
fairness?
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3. Is the present design of the system fiscally sustainable, particularly when
account is taken of the current broader pressures on the Budget?
4. Given the current cost of the system, would recalibration of the system design
could achieve the projected levels of adequacy at a lesser cost and/or ensure
wider achievement of adequate retirement incomes?
5.5.3 Safety Net

1. How should ‘adequacy’ of the safety net be defined? Should it be the same as
the safety net for others unable to rely upon their own earned income or
savings (e.g. disability, sole parents with very young children, unemployed
persons)?
2. How might the assets test be tightened, complementing measures to improve
superannuation income streams?
3. What indexation factor should apply to the age pension (and other social
security payments)?
4. How might Rent Assistance be increased, and can it be aligned with public
housing subsidies?
5. What evidence is available to assess the impact of different EMTRs on
incentives to continue paid employment and/or save for retirement?
5.5.4 Income Maintenance

1. How should ‘adequacy’ be defined for income maintenance purposes?
2. To what extent should income maintenance be facilitated by government,
particularly in relation to high-income earners? What type of facilitation is
consistent with the principles of equity and sustainability?
3. How can the system better cater for different working patterns given the mix of
full and part time work, increasing casualisation of employment across all
professions.
5.5.5 Post Retirement Phase
1. What is the evidence that individuals are not managing longevity risk ie either
running out of savings or living frugally and leaving more than intended to
their estates?
2. What are the key obstacles to the development of a market in longevity risk
products that need to be addressed?
3. What are the key design considerations of a comprehensive retirement
income product?
4. Can the market trade the risk of longevity efficiently, or is government
intervention in that market warranted?
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