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Subcommittee met at 9.05 a.m.

CHAIR—I declare open this hearing of the Senate Select Committee on Superannuation.
Hearings will be held in Sydney at a later date, and there may be one or two other follow-ups.
Under its terms of reference, the committee will inquire into the adequacy of the tax
arrangements for superannuation and related policy to address the retirement income and aged
and health care needs of Australians. The inquiry is broad ranging. It is considering issues such
as how much income is enough in retirement and what it needs to cover, what superannuation
contribution levels and other sources of income are required to meet retirement needs, overall
fairness of taxation of superannuation to ensure that individuals and groups are treated equitably
in respect of end benefits, how to streamline the operations of the system to reduce costs and to
Improve membership understanding, and how to improve coordination of superannuation with
policy outcomes of other social security measures that concern the lives of older Australians,
including health and aged care.

Today we will be taking evidence from Commonwealth departments with responsibilities in
this area. Treasury, the Department of Health and Ageing, the Department of Family and
Community Services and the Department of Finance and Administration, as well as peak bodies
representing the medical profession and the health insurance industry. All of the witnesses who
appear before the committee are protected by parliamentary privilege with respect to the
evidence they shall give. This means that the witnesses are protected from action arising from
what they say and that the Senate has the power to protect people from any action which
disadvantages them on account of evidence given before the committee. The committee prefers
to conduct its hearings in public but if there are any matters which you wish to discuss with the
committee in private, we will consider your request. | do not expect that to come from Treasury,
but it may.
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BRAKE, Mr Roger, General M anager, Superannuation, Retirement and Savings Division,
Commonwealth Treasury

GALLAGHER, Mr Phil, Manager Specialist, Retirement and Income Modelling Unit,
Commonwealth Treasury

CHAIR—I welcome the representatives from Treasury, Mr Phil Gallagher and Mr Roger
Brake. Both are well known and respected by this committee. | invite you to make an opening
statement.

Mr Brake—We thank the committee for the opportunity to make the submission that we
have made to the committee and to appear today. | would like to make a few brief opening
remarks which touch on the main points of our submission, and then Mr Gallagher would also
like to make a few points. The Treasury submission was framed in the context of our
departmental mission, which in short is to improve the wellbeing of the Australian people
through our advice to government. In other words, we take a broad perspective in dealing with
public policy issues. Our submission discusses the key factors which drive the living standards
and wellbeing of Australians in retirement. These factors not only include the main elements of
Audgtralia’s retirement income system but also extend to encompass a range of broader
considerations which bear on general economic and social participation. In particular, while the
superannuation guarantee system is a central part of the retirement income system, the age
pension and voluntary private savings will continue to play a vital role in securing adequate
levels of income in retirement. Superannuation taxation returns, fees and charges also have a
significant impact on final retirement incomes available through superannuation. As | said
earlier, retirement living standards will also be affected by factors outside the retirement income
system. A very important one in that respect is home ownership—the place where a person
lives—and the level of public services, government benefits and subsidies, along with less
tangible considerations such as family relationships and social contact.

As members of the committee would be aware, the Intergenerational Report which was
presented with the 2002-03 budget highlighted the need for sound and sustainable economic
policies, including retirement income policies, in the face of the budgetary pressures associated
with an ageing population. At a broad level, policies which enhance a sustainable economic
growth as well as overall economic and social participation directly benefit living standards of
the community, including those of retirees. A key message of our submission is the importance
of the broader policy environment for the consideration of policy proposals in the retirement
Incomes area.

We consider any analysis or proposals in this area that do not have regard to this broader
context to be of limited use in contributing to the public policy debate. For example, proposals
to increase the adequacy of retirement incomes by significantly reducing or eliminating the
taxation of superannuation during the contribution and accumulation stage must be assessed
against the fiscal implications of such proposals and the associated trade-offs. For instance,
deferring the taxation of superannuation entirely to the benefit stage would involve substituting
asignificant deterioration in the budgetary position over the medium term, with resultant higher
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government debt for increased taxation revenue in future years when the current working
generation moves into retirement.

The committee has also heard proposals from organisations that the level of compulsory
superannuation contributions should be increased. Such proposals need to take account of the
impacts on individuals in both their retirement and pre-retirement or working years. For
instance, proposals designed to increase gross savings in pre-retirement years with the aim of
increasing retirement incomes involve a trade-off between consumption in retirement for lower
consumption while working. This trade-off needs to be kept in mind when assessing the merits
of such proposals.

When examining what the current retirement income system will deliver for future retirees, it
Is important that the system is looked at as far as possible in its entirety. At a minimum, any
analysis in this area needs to take account of both income from the age pension and
superannuation, given that the age pension is projected to remain an important feature of the
retirement income framework into the future. Similarly, voluntary savings and other assets such
as home ownership are also important in boosting standards of living in retirement. In this
context, many of the recent superannuation budget measures are designed to improve the
attractiveness of voluntary saving through superannuation.

Our submission also notes that whether or not a particular expenditure replacement rate is
optimal is a matter for judgment. However, it is generally expected that a replacement rate of
somewhat less than 100 per cent would be appropriate for most retirees. This is because they
typically do not face the major expenses, such as home mortgage costs, the cods of raising
children and even the costs of commuting, which are generally faced by people of working age.
It is also likely that different replacement rates will be appropriate for different individuals,
reflecting their own unique circumstances.

Treasury has also provided the committee with detailed, updated quantitative modelling of
the retirement income outcomes that can be expected from current policy settings. This
comprises hypothetical cameo analysis of a wide range of possible career experiences. In
addition, aggregate modelling of the whole Australian population is detailed. Finally, we update
some earlier work we have produced on the concessional tax arrangements applying to
superannuation.

The analysis we have done shows that the system will deliver substantially higher
replacement rates for senior Australians as a group over the longer term. Indeed, the
superannuation guarantee system, in conjunction with the age pension, is projected to provide a
spending replacement rate for an individual retiring in 2032 on median earnings of 72 per cent
after 30 years of contributions and 77 per cent after 40 years. These rates of course do not take
into account superannuation contributions over the SG or additional private savings outside
superannuation. A particular focus of our modelling has been to examine the issue of the
outcomes which are produced for women with interrupted careers. With that, | will hand over to
Mr Gallagher.

CHAIR—Before we hear from Mr Gallagher, | welcome your mission statement of
improving the wellbeing of all Australians. | think some Australians have other views, o it is
good to articulate that.
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Mr Brake—Thank you.

Mr Gallagher—One of the things | want to do isto draw your attention to critical differences
in what is actually the content of our submission and what is alleged, in a number of
submissions, to be the content of our analysis. In particular | am concerned at pages 22 and 23
of the ASFA submission. If you look at page 19 of our submission—

Senator HOGG—If you are referring to pages of another submission, we have not brought
those with us.

CHAIR—We have to get some material.

Mr Gallagher—That is okay. | will now just talk about what is in our submission in relation
to that.

CHAIR—You are not expecting us to follow another submission?
Mr Gallagher—No, | am looking at page 19 of our submission.
Senator HOGG—AII right, you tell us where you want usto go.

Mr Gallagher—On page 19 of our submission, we have scenarios for a single male and they
have different career lengths and these various lengths were specified by your committee. In
particular, | want to look at the scenario where we have a retirement age of 65, a 30-year career
length and the person is on one times average weekly ordinary time earnings over their career.

Senator HOGG—Just excuse me, page 19?
Mr Gallagher—That is on my copy. It appearsto be on page 21 on yours. It istable 2.

Senator HOGG—Sometimes there are differences in page numberings with these modern
technology systems.

Mr Gallagher—Table 2 shows the average retirement expenditure that can be achieved on
that career length is $31,793. We show the components of that retirement expenditure in terms
of how it can be made up of drawdowns on terms of a lump sum which equates to a private
annuity and the age pension. That number needs to be contrasted with the $19,000 number used
by ASFA in the same situation. The $19,000 number is because they have deflated by wage
growth and not used the consumer price index. If we are looking at real living standards in
retirement, deflation of incomes in the future by the consumer price index is appropriate. One of
the major features you will see in the ASFA submission is that they use their $19,000 number,
and then they immediately talk about what that can buy. They talk about how much it can buy in
terms of food, clothing and other items.

Senator HOGG—I remember that table. It has a number of levels.
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Mr Gallagher—Treasury would contend that whenever you are talking about what people
can afford to buy, you should use a number which is deflated by the consumer price index. It is
certainly the case that the two numbers are very different because of the long period involved.

CHAIR—What sort of difference does it make?

Mr Gallagher—We have over $31,000 and they have $19,000. That is the sort of difference.

CHAIR—That isavery significant figure, isn't it?

Mr Gallagher—This $19,000 number that they have used has assumed currency in the
debate. It is very important to stress what is involved and, when looking at the living standards
involved, what people are able to buy—a number of around $31,000 on that example that they
tend to use would be more appropriate. In the submission, we have made the case—

Senator HOGG—Can | just hold you there? | am starting to get alittle lost in this. You have
referred us to table 2. Which—

Mr Gallagher—Second last column.

Senator HOGG—S0 that is someone retiring at 65 after 30 years in the work force. What
assumptions are you making there on that person? Are they full time for 30 years? No breaks in
employment?

Mr Gallagher—Yes, for 30 years. So they will work from 2002 to 2032.

Senator HOGG—So they are full time?

Mr Gallagher—Yes.

Senator HOGG—What other assumptions are you making?

Mr Gallagher—We are assuming that consumer prices rises at 2.5 per cent, wages rise at
four per cent ayear, and that the fund earning rates are seven per cent nominal which means that
it is4.5 per cent real.

Senator HOGG—And what fees and charges are you assuming?

Mr Gallagher—We are assuming fees and charges will come in two bites. There will be
effectively a $1 administration fee and a $1 insurance fee taken off contributions on a weekly
basis.

Senator HOGG—One dollar per week?

Mr Gallagher—Yes. We have reflected the investment expenses of the fund as a drop in

earnings rates. The fund earning rate may have been eight or 8.2 before investment expenses
were removed to give the return of seven per cent.
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Senator HOGG—So0 you are saying that the fund earning rate may well have been 8.2 over
the period but, with the investment charges taken out, that is reduced back to seven?

Mr Gallagher—Yes, and that will be the crediting rate.

CHAIR—S0 the net investment of nine per cent, the amount put into investment, is
effectively what?

Mr Gallagher—It would be less the 15 per cent contributions tax and it would be less about
$104 ayear. | have not calculated it as a net but, obviously, an amount slightly less than 85 per
cent of the nine per cent will go into the fund.

CHAIR—A significant number of people such as people in some industry funds like
C+BUS—we saw them yesterday—would have insurance costs probably somewhat higher than
that, which would reduce their benefit, wouldn't it?

Mr Gallagher—That could.

CHAIR—Say for every one per cent that comes down, what effect would that make on the
pension at age 65 after 30 years?

Mr Gallagher—Are you saying that every one per cent that comes down in the earnings rate
of the fund?

CHAIR—Yes.
Mr Gallagher—We have not modelled the changes in the earnings rate in the submission.
CHAIR—Or the contributions rate.

Mr Gallagher—We have certainly shown the difference in the contribution rate as multiples
of average weekly ordinary time earnings. Average weekly ordinary time earnings is currently
about $44,000 a year. Seventy-five per cent of 30 is $33,000 a year. In terms of retirement
incomes over the same career lengh, that makes a difference in retirement incomes of the order
of $2,200 in real terms. You can see quite a marked difference in terms of incomes, but the same
contribution rate can give fairly similar outcomes in retirement incomes because of the nature of
the pension means testing.

CHAIR—So we aretalking about average weekly gross earnings or net?

Mr Gallagher—This is gross but we do the calculation for the final year of work to show
you what the net earnings would be so that we can show the replacement rate, which we have
calculated as the average retirement expenditure compared to the expenditure in the final year of
working life. We believe this is the appropriate way to demonstrate the relativities between the
standard of living you had during your working life and in retirement. The replacement rate that
we calculate, which in the first example | gave you is 67 per cent replacement rate, gives you an
idea of the amount people can spend. As Roger has said, because there will be fewer expenses
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in retirement for a variety of reasons, in actual fact the replacement rate does not equate exactly
with the standard of living because of the reduction in costs.

Senator HOGG—Before you proceed, what other underlying assumptions are there in this? |
note that the benefit is taken as a lump sum—

Mr Gallagher—And we have also given you analysis in the tables at the back for a whole of
life pension, and we have given you analysis for a 15-year life expectancy annuity. The results
are similar, but because there are so many examples—

Senator HOGG—I will come to that in a moment. | have a question to raise there.

Mr Gallagher—In this one, the benefit is taken as a lump sum and any ETP tax due is paid
and then the lump sum is invested in an account and it is drawn on in the pattern of an annuity.
So the person just draws down on their lump sum to exhaust it at retirement. The reason that we
have done that is so that we can show the potential income in retirement.

CHAIR—When | look at the taxation statistics of Tasmania, | find there are very few areas in
the state that produce this average income. So my punters say to me, ‘Thisis not the real world.’

Mr Gallagher—That is why we have given you examples which have incomes during
working life equivalent to $33,000 now. In the submission, we also give you a co-contribution
example where the person is earning $20,000 now.

Senator HOGG—I would like to come back to the underlying assumptions.

Mr Gallagher—The other important thing is that we are calculating life expectancy at
retirement, so this person in this table retires at age 65. For a male, life expectancy in 2032 on
our projections at age 65 will be 83. Thisis very important. When we did this analysis, probably
even last year, we were only projecting a life expectancy of 82 in that case. The change in life
expectancy has had some impact on the replacement rates in these calculations.

Senator HOGG—Is there any assumption in your model of access to a health card, which
goesinto that 67 per cent?

Mr Gallagher—No. This is looking at the private income which can be generated from the
lump sum and the amount of money which will come from an indexed social security pension.
The consumption equivalent of a health card has not been added into the expenditure analysis.

Senator HOGG—AnNd so there is no access to the tax offset for seniors taken into
consideration?

Mr Gallagher—The senior Australians tax offset is taken into account. But the measure
itself is not indexed. What happens in the modelling, because the measure is not indexed, is that
in the analysis we allocate either the pension rebate or the senior Australians tax offset,
depending on which is the larger. After about 15 or S0 years, it would be the pension rebate that
would be the larger.
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Senator HOGG—What is that worth? Do you attribute a value? Obviously, it is in your
model. You must attribute a value for it.

Mr Gallagher—I do not have it isolated in the table.

Senator HOGG—That is why | am asking you. | am trying to get the underlying
assumptions.

Mr Brake—In broad terms, we take forward current policies—

Senator HOGG—I understand the broad terms. | want to know specifically what the tax
offset that you have worked on in your model is worth.

Mr Gallagher—I do not have those numbers with me. | need to take that on notice.

Senator HOGG—What does that reduce that 67 per cent by? The reason | am asking is that,
at the end of the day, we are getting a number of submissions from a number of people. What
we want to be able to do—and | agree with your submission—is to compare apples with apples.
The ASFA figure of $19,000 is convenient for the purpose of the position that ASFA is putting
forward; | understand that you have a disagreement with that. You think the figure is more like
$31,000, if | read you correctly. | just want to know where we are going, that is all. So you will
come back to the committee with that component. Is there any other component or assumption
inthat 67 per cent?

Mr Gallagher—We said, in the heading that | tabled, that we have indexed the tax scales via
the consumer price index and we have indexed the pension according to whichever is the
higher—wages or the consumer price index. In this example, wage growth is higher. So the tax
indexation assumption has an impact on this. CPI is neutral; it corresponds to areturn of bracket
creep through indexation of the tax scales.

Senator HOGG—In your table, in the second last column, the person’s final salary would
have been $67,615—is that correct?

Mr Gallagher—Yes, and that is because of four per cent wages growth.

Senator HOGG—I accept that. They would upon retirement in 2032 take $225,000 and
invest that, and their investment would return them 67 per cent—

Mr Gallagher—No, the investment plus the age pension. Their private retirement income
generated by the investment of the $225,000 is shown as $15,550, and that includes draw-
downs. Obviously the whole objective of the superannuation system is to build up the assets
during working life so that they can be drawn down during retirement, so it includes the draw-
downs.

Senator HOGG—I will come to the build-up of assets and the draw-down of those assets
later on. That of itself is a fascinating thing for me. But you are saying that these people would
earn $15,000 in private income. Would they receive whole or part age pension?
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Mr Gallagher—They are receiving a part age pension. They are receiving 92 per cent of a
full rate age pension on average over their retirement. Because they have taken their benefit as a
lump sum, their first year pension is lower. In their first year of retirement a full rate pension
would be worth $16,900 real but they receive a pension of $11,674 real. Over the whole of their
retirement, as the assets test ceases to bite and as the pension continues to rise in real terms,
their government pension average over their retirement is $17,794. In terms of the other patterns
that are shown in the other scenarios which we have prepared for the committee, you will see
that in these lump sum examples it is typical that there will be depression of the first year
pension amount because of the impact of the assets test that has been modelled here.

Senator HOGG—This person will have spent their working life on nine per cent super and |
presume their wage now is in the order of $44,000 gross. Even then there is still going to be a
92 per cent dependency on the age pension, even when they go into retirement.

Mr Gallagher—Yes. That reflects the free area of the age pension and the indexation of the
free area and also reflects the CPI indexation of the assets test, as well as the indexation of the
pension itself. The maor effect of the superannuation guarantee is to convert full rate
pensioners into part rate pensioners from about 2015-16. Before then, most people retiring with
superannuation guarantee amounts will, in our projections, not have any reduction in their
pension because of their accumulation of superannuation guarantee. It will be below the
effective free area imposed by the income test and the deeming arrangements for the income
ted.

Senator HOGG—I will try to clear this up but I think we will end up having to come back
and talk to you people again. | take you to table A1 that you provided. It is on page 39.

Mr Gallagher—I am sure we have got the same table A1l.

Senator HOGG—You seem to have run, at the request of the committee, | believe, a number
of cases. This you have done as a life pension.

Mr Gallagher—Yes, this is a whole of life pension which will include an insurance element.
So there is longevity insurance included in this calculation.

Senator HOGG—Looking at that case—if | read the table correctly—according to your
model, a person will be on 97 per cent of the pension. Isthat correct?

Mr Gallagher—Yes. This is someone who starts off earning three-quarters of AWOTE, so
they are earning about $33,000.

Senator HOGG—Can we try and compare it?

Mr Gallagher—If we want to get the equivalent case, we go to table A2 in the second last
column. That gives you the AWOTE case.

Senator HOGG—AnNd there the person will be in receipt a 95 per cent?
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Mr Gallagher—Yes.

Senator HOGG—Would it be incorrect, on the basis of looking at the tables that you have
provided, to say that the better option is for government policy to look a people taking lump
sums? Is the inference that can be made from this that it lessens the dependency on the age
pension?

Mr Gallagher—No, because there are number of issues associated with taking it as a lump
sum which have been abstracted in this analysis. This analysis assumes that people taking lump
sums will draw down on them, effectively, in an annuity pattern. In reality, that is not likely to
occur. People taking a lump sum are far more likely to have an initial spending of a proportion
of the lump sum, because they will fix up their car, their fridge or their house in setting up for
retirement, and that would reduce their annual income after initial dissipation. What we have
found when we have done—

Senator HOGG—Sorry for interrupting, but you have got to where | need to get to. That
really means that, under table A2 that we looked &, there is probably a higher dependency on
the age pension.

Mr Gallagher—With that change, with a dissipation pattern, that would be the case.

Senator HOGG—So you have not factored that into your model? That is why | am asking
about the assumptions.

Mr Gallagher—In terms of these runs, no. These runs have been designed to show a
potential average retirement income in particular rather than to look at the dissipation issue. In
1995 we prepared a paper on early retirement in which we looked at the use of lump sums.
What we found from the Australian Bureau of Statistics data is that people who have a lump
sum large enough to affect their pension entitlement—that is a fairly large lump sum, in excess
of $100,000—predominantly invest it, but the ABS data does not go into exactly how that
information assists. With lump sums, there is always an issue with dissipation. There is also an
issue in terms of drawing down on the assets over retirement. It would appear that many
existing retirees do not draw down on their assets substantially over the period of retirement.
There is atendency to keep assets and try and live off income, | believe. That may be changing,
but that iswhat | have seen in the past. So there are issues, generally, in terms of lump sums.

Senator HOGG—We could get bogged down in this all day. | do not want to do that, but it
seems to me that we need to have some longer discussions about some of the implications of
some of these tables. A lot of people are taking part lump sum and part pension, and | do not
know if that is factored into any of your models. You have either lump sum or pension.

Mr Gallagher—That was &t the request of the committee.

Senator HOGG—I accept that, but | think it will be necessary to pursue some of these issues
with you.
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CHAIR—Coming back to table 2, is that 82 per cent of the age pension? Referring to the
final column, am | correct in saying that a person retiring, after 40 years work, earning 100 per
cent of average weekly earnings gets 82 per cent of the age pension?

Mr Gallagher—Yes.

CHAIR—What does that say about the Intergenerational Report, the integration of super and
social security?

Mr Gallagher—It says that we have a three-pillar system and most people in retirement will
receive a contribution from at least two pillars. The nature of this interaction has been fully
factored into the projections for the Intergenerational Report. The projections for the
Intergenerational Report show that age and service pension combined would increase from
about 2.9 per cent of GDP now to 4.6 per cent of GDP by 2041-42. Previous analysis which the
Retirement Income Modelling Unit published in the past has shown that the savings on age
pension which come from the superannuation guarantee become visible from about 2015
onwards, and the main effect on the pension is to convert full rate pensioners into part rate
pensioners. You will notice again in this table that the first-year pension, received in this
particular case at $6,625, is substantially below the government pension average over the whole
of retirement of $15,761 as assets are drawn down and the asset test ceases to apply and the
income test ceases to apply. So in these cases there is a very strong profile of the pension
increasing as people get older in this particular analysis.

CHAIR—The age pension.

Mr Gallagher—Yes. That profile is less obvious where we have given you examples in the
tables at the back where people have taken a whole of life pension or a life expectancy annuity,
because in those cases those payments are asset test exempt.

CHAIR—BUt at the same time 2032 isa full 40 years, with a little bit of phasing—
Mr Gallagher—There is still abit of phasing in it. It goes from 1992.

CHAIR—Despite that, people are going to be still significantly dependent on the age
pension.

Mr Gallagher—Yes. | think we give some numbers in the submission which refer to our
expectation that we would move from a situation in which about 54 per cent of the population
of age pension age is a full rate pensioner to about 33 per cent—I think that is the number in the
submission.

CHAIR—So in effect we are putting in a lot of superannuation effort to get to 82 per cent of
the age pension. Isthat the wrong interpretation?

Mr Gallagher—The objective of the superannuation guarantee was always better incomes in
retirement. The submission clearly demonstrates that the two systems combined do give
substantially better incomes in retirement. In the detailed tables at the back we have actually
shown you what the improvement over afull rate age pension is for each of the cases modelled.
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CHAIR—EXxcept that there is a notion, obviously an incorrect one, in the general community
that this will replace the need for the age pension. What you have demonstrated is that it is now,
in partnership with the age pension, going to enhance your income in retirement.

Mr Gallagher—That is clearly the nature. We have deliberately modelled—
CHAIR—That is quite a significant shift in our perceptions, | think.

Mr Gallagher—Yes, but it is something we have been saying since 1993, when we first
started modelling this: the impact of the superannuation guarantee is not to reduce the number
of age pensioners. The measure that we have found that actually reduces the number of age
pensioners is preservation, because preservation prevents dissipation of superannuation on job
change; and that is the case for high income earners as well. Preservation in the long term will
in fact mean there will be fewer pensioners, because people who might otherwise be able to
spend their money on job change will not be able to do so.

CHAIR—Yes. Can | return to the problem that you gave us with a reconciliation between
your $29,000 figure and the ASFA figure of $19,000. There is a big difference: $10,000.
Throughout our inquiry, people from academia and the private sector are trying very hard to
look at the differences in the underlying assumptions. You have given us one today, and that
was very helpful. Can you assure the committee that that one reason you gave can explain the
whole of the $10,000 difference, or what are some of the other factors? We have got to try and
reconcile the two.

Mr Gallagher—There are some potential differences in annuity factors.

CHAIR—Would you like to takeit on notice?

Mr Gallagher—I will take it on notice.

Senator HOGG—I think it is quite obvious, with the way the clock is ticking away now, that
we are going to see you people back here again; you are going to enjoy our company and we are
going to enjoy your company. That isthe reality of life.

CHAIR—So rather than having us press you at the moment, if you are happy to take that on
notice, because it is a very significant issue, it would help the whole modelling exercise a a
pretty important time in our history.

Senator HOGG—When you come back to us, will you be able to tell us the level of
drawdown on savings that underpins your models? | do not know if that is obvious from what
you have given us here.

Mr Gallagher—If you look at table 2—

Senator HOGG—Not the drawdown; what level of savings you would anticipate that people
would have such that they can draw down?
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Mr Gallagher—We do show the size of the lump sum, but we have not given you the lump
sum less ETP tax, which in some of these examples, as the lump sum grows, could become
important because these will all be post-83 contributions.

Senator HOGG—If you could give us some idea that would be very helpful.
Mr Gallagher—Okay: you want more details on the lump sum.

Senator HOGG—Can | go to the broader issue. This committee has to make
recommendations in its report and, as you know, reports of committees are either accepted in
whole or part or rejected by government—that is the fate of committee reports. But we have had
anumber of issues put to us which | think need to be addressed, such as: what should be the aim
of the superannuation component? Should it be a reduction in the dependency by the population
on the age pension and, if so, what sorts of recommendations could this committee make? In
other words, rather than attacking it on by saying that nine per cent is insufficient for a proper
retirement policy and we really need 12 or 15 per cent—and | am not going to get into a debate
on what the level should be, but that argument has been put to us—I am wondering if it should
be looked at the other way: how should government, regardless of its political persuasion, set its
objective? You have said to us today that under one of these models you are going to reduce the
dependency of people on the full-time pension from 54 per cent to 33 per cent. Is that correct?
That is broadly what you are saying.

Mr Gallagher—That is an outcome. We also show it in aggregate. We show the rise in the
replacement rates across all workers in the population, using a model that takes into account all
labour force variations in the total population. On average at the moment we would estimate
replacement rates probably just below 45 per cent, with the potential to rise over 50 years—
given all types of superannuation in the Australian superannuation system, not only SG—to a
number closer to 70 per cent. So we have given you not only examples of individual
hypothetical cases but a whole of population projection of the replacement rate of retirement
income for the Australian population.

We have previously presented that analysis separately for males and females. In fact, women,
because their working life incomes may be lower, show quite good replacement rates when you
look at it on a whole of population basis as well. So that is an important finding, because it
abstracts from selecting one case or another case to looking at the average for the entire
Austraian population.

Senator HOGG—One of the difficulties that, | think | can say, the committee have had is
that we have had a number of different people telling us different outcomes, different scenarios,
but we have never been able to compare apples with apples, as | said earlier. In your
submission, for example, on page 16 you talk about the modelling done by your RIM Unit. You
take a look there a account balances and you say that, currently, the average superannuation
balance per person is $62,000. You then go on to say that by 2005 this average balance is going
to be $70,000, by 2010 it will be $84;000 and it will go to $113,000 by 2020.

We had C+BUS appear before us yesterday in Melbourne and they were able to tell us that 38
per cent of their members—and they are not asmall fund, as you know—have balances between
$1,000 and $5,000. They were also able to tell us that only 0.3 per cent of their members have
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balances greater than $100,000 after 18 years. They were also able to tell us that the average
retirement benefit after 18 years was $19,600. | am not having a shot a you people, but there is
a difficulty when people see figures like yours and then figures like those we got from
C+BUS—and, undoubtedly, there is the other end of the financial range as well, which makes
the figure average out to $62,000. Your document talks about payouts a age retirement
currently at $72,000. There is no equating what C+BUS put to us yesterday with what you have
put.

Mr Gallagher—Our modelling covers the differences between superannuation guarantee
schemes, defined benefit schemes and private sector, more generous, defined contributions
schemes. The full diversity of that has not been reflected in the submission. Superannuation
guarantee is only 10 years old; it has just got to its nine per cent rate. Award superannuation
started in 1986 and its coverage spread. The accumulations in accounts which merely have a
superannuation guarantee design are appreciably lower than the average overall. It is till the
case—and will remain the case—that the bulk of the assets in the Australian superannuation
system are not in SG style accounts, even though the majority of people in the system are in SG
style accounts, and there is a very wide divergence in asset balances.

In the C+BUS example, because it is the building and construction industry there are a
number of factors which might make them special amongst superannuation guarantee style
account holders. They have a highly mobile work force which may have intermittent
employment. It may be that members have several accounts in different places because of their
different employment, some of it outside the industry, and the single C+BUS account may not
reflect their total superannuation accumulation.

One of the things that the survey of employment arrangements and superannuation showed
was that there were a significant number of people with very small account balances. There are
a significant number of people who are currently outside the work force who, because of
preservation—and all superannuation guarantee amounts are preserved—have a very small
amount in those accounts. That is an issue that we hope to look &t further over the remainder of
this year, as we get greater access to the data of that survey. But it is certainly an issue that there
are small accounts out there and that the average account balance for superannuation guarantee
accountsis probably going to be less than $20,000 now.

Senator HOGG—Are you able to give us a list of objectives that the committee might
consider?

Mr Brake—The current government and former governments have made statements which
go to issues like the objectives of retirement income policy. We could certainly give you copies
of those. As our submission points out, the government has not set, for example, an explicit
benchmark rate. We can certainly provide the information which has been published before on
those sorts of issues.

Senator HOGG—What sorts of solutions are there? Do you offer any solutions in your
submission? If one looks a the Intergenerational Report, it identifies a problem. That is about it,
isn't it? It does not offer any solutions. We are looking for solutions. Do your scenarios in any
way offer solutions or are they just factual statements of the position that might unfold, as you
Seeit?
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Mr Brake—We do not offer policy prescriptions.
Senator HOGG—No; | am not asking for policy. ‘ Solutions’ might not be the right word.

CHAIR—The Intergenerational Report touched on one or two aspects, particularly the
pharmaceutical benefits scheme, where it indicated that, given the blow-out and the aged
population with reference to the numbers that that presented, it was better to take action now
than later. That was one possible solution. Do you have others that you could help the
committee with?

Mr Brake—As you say, the government did introduce some budget measures which were
designed to constrain the growth of some outlays. Our focus obviously is on the retirement
income system. The Intergenerational Report noted that there was, as Mr Gallagher said, an
expected increase in the outlays attributable to the age pension system. By OECD standards,
that is arelatively modest increase. But the Intergenerational Report also talked quite a bit about
the whole of government issue—that is, when you look at outlays as a whole and what they are
projected to be relative to when you look at revenues as a whole and what they are projected to
be. But we do not go into that in this submission.

CHAIR—Is it possible to help the committee with that extra information? Is it possible to go
into some of those other issues to help the debate?

Mr Brake—Aswe said in our submission, one of the committee’s terms of reference isreally
on the health side and the age pension side of the issue. We have a department of health and a
Department of Family and Community Services, so they would have more direct relevance to
those issues than the Treasury would.

Senator HOGG—But it must have an impact on the model that you finally arrive at. | know
you are probably trying to distance yourself from them, and | understand that, but, a the end of
the day, you are presenting a model to us that we are asked to interpret, which has other
underlying assumptions in it. That was why | was pressing the issue of what the underlying
assumptions are. It is not trying to get you to comment on policy; it istrying to find out—

CHAIR—Options.

Senator HOGG—I call them the solutions; the chair calls them options. | do not care what
we call them.

Mr Brake—We tried to do two things with the submission. One was to present the
committee with what we think is an objective set of results that the system will produce. A
number of submissions to you have stated that various people think that what the system is
expected to produce is not what they would like it to produce. That is obviously a question for
the committee. What we have tried to do in our submission is say, ‘This is what the system will
produce.” We have also tried to say that it is quite a complex system; there are many interactions
between the age pension and retirement incomes, the amount people are expected to save now
to fund their future retirement, the level of transfers between taxpayers and individuals—all of
those issues. We have tried to tease out some of those for the committee so that you have a
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picture of what the system produces and what some of the interactions are and that, in looking
at these issues, you have a framework which we hope will be useful.

Senator HOGG—One of the things that | have not had a chance to pursue today is the issue
of different levels of fees and charges. The model at table 2 that we discussed briefly shows, |
think, $1 per week plus one per cent.

Mr Gallagher—One dollar for administration and $1 for insurance, so that is $2 off a week.
Essentially it is $104. It might be slightly higher than that—it was probably the amounts we had
in there—

Senator HOGG—But, anyway, the fact of life is that there are many and various levels of
fees out there. We have heard evidence before the committee that, for example, if the fee is as
low as half a per cent, there is a certain impact; if it is one per cent, | think that takes $10,000
off at the other end; two per cent, $20,000; and three per cent, up to $30,000. A lot of people do
not realise this. Part of the problem is the expectation of people: they hear about this nine per
cent going into the credit of their account and they do not quite understand what nine per cent
means. We have had evidence that, by the time you take off just minimal fees and charges—
nothing more—that the nine per cent really is about 4% to five per cent at best. | am not asking
you to confirm that; | am just saying that is the evidence that we have had, and | am not saying
that is correct. But the reduction can be as substantial as that, so the real crediting that is going
to a person’s account is nowhere in the order of nine per cent—it is a substantially lower figure.
My question is: have you done models which have different levels of fees and charges?

Mr Gallagher—Not in this set, but it can be done.

Senator HOGG—Maybe this is something we will have to get back to you on, but it seems
to me we need something that shows a range of fees and charges in the order of, say, half a per
cent, one per cent, two per cent and three per cent.

Mr Gallagher—We would probably do that as a variation in the fund earning rate, and there
IS no doubt that the private income results in retirement and the size of the eventual final benefit
are very sensitive to the fund earning rate assumptions over the periods of 25 and 40 years
which we have modelled in the submission. That is a very important parameter.

Senator HOGG—If you could do that. The other thing that | wanted to ask you about has
escaped me for the moment; we will get it to you through the secretariat.

Mr Brake—Can | make one brief point to the committee. We were talking quite a bit about
these hypothetical cameo analyses, table 2 and so on, and there is a focus on the extent to which
people were using or had the age pension available to them. The caveat here, of course, is that
these are just cameos which are based on SG only, and for a number of these people you would
think that they would have at least some other financial assets in their retirement. So to the
extent to which they have any other financial assets, you would expect these figures to be lower.

Senator HOGG—I am glad you jogged my memory, because that was the other issue that |
wanted to raise. On page 5, you say:

SUPERANNUATION



Friday, 19 July 2002 SENATE—References SUPER 513

... expenditure replacement measures are also able to capture the effects of income tax concessions ...

You also talk about the ‘drawdown of capital during retirement’, the level of capital that you
expect people will have—I think we have raised that—and the rate of drawdown. One of the
Issues that has been raised by the committee in broad terms is that people should be able to, in
effect, mortgage back their house if that is their asset. If that is the sort of drawdown that you
arethinking of, would you let us know?

Mr Gallagher—There are no home equity conversions included in this modelling. | have
been involved in various schemes since 1985 that looked a home equity conversions. Going
back to the original sell-stay schemes in Melbourne from 1985, they have never been a popular
thing. When Neal Blewett was Minister for Social Security, he set up a subsidised home equity
conversion scheme with the Advance Bank. | think Ms Flanagan from social security might be
able to give you some evidence on just how popular that particular scheme was!

Senator HOGG—We understand that. That is why | am trying to find out what your
assumptions are on the drawdown from capital and what the capital sources are.

Mr Brake—Very quickly: our assumption would be that you draw down your retirement
income nest egg, if you like, but you do not have to do it or there is no assumption that in fact
you have any other assets, so you assume no drawdown of those other assets.

CHAIR—Can | interpose at this stage. In the last couple of days, we have received quite
alarming evidence that, increasingly, people are entering retirement with alarmingly large
amounts of debt. You said that people need to make a little discretionary expenditure on carpets,
house repairs, a new car or a fridge—those sorts of items. Do we need to factor in the large
amounts of credit debt out there and the fact that the lifestyle and debt structure of families have
significantly changed in the last 10 years?

Mr Gallagher—It is something that we are trying to get a better handle on with the
Australian Bureau of Statistics. We are hoping that they will change their statistical collection so
that we can get a better handle on consumer debt. We are not sure of the extent to which it is
true. One of the indicators is the home ownership rate. It is still the case that in excess of 80 per
cent of people at retirement age own their own home, and there have been fears over the years
that that would decrease substantially. The available evidence we have does not run to actualy
giving us the distribution of consumer debt.

Senator HOGG—But that could severely impact on your models, if it holds up to be true.

Mr Gallagher—It is certainly an issue, and something we need to be vigilant about and to try
and get the best data we can to monitor the extent to which this is an actual problem.

CHAIR—So in interpreting your figures, the 82 per cent of age pension after 40 years: that
figure will significantly drop if people carry the sorts of credit debt that are around at the
moment into retirement years.

Mr Gallagher—The amount of the benefits such as age pension could possibly rise if there is
substantial debt that leads to dissipation of assets. There is no dissipation in the hypothetical
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examples. In the analysis for the entire population, there is a dissipation assumption that people
entering retirement will on average spend in the range of $30,000 to $40,000, although we do
key it off the actual amount of salary. So the whole of population analysis has, underlying it,
assumptions about dissipation.

Senator HOGG—At what level of wage does 100 per cent therefore kick in in the 2032
model that you gave us at table 2? Do you have a salary level for then and now?

Mr Gallagher—On these tables, it is an amount less than 75 per cent of AWOTE, so it isa
salary of less than $33,000 that would give you a full rate age pension for the various cases.
Certainly with shorter accumulation we get very close. With a 25-year accumulation at $33,000,
three-quarters of average weekly ordinary time earnings, we have got 99 per cent of pension, so
we are getting close in those examples to afull rate age pension.

Senator HOGG—Yes. But that assumes that it is full-time earnings, doesn’'t it? And the
reality isthat there are very few people out there—

Mr Gallagher—It is 0.75. Again, it is a full-time example. We have done scenarios for
females with interrupted careers, who have been out of the work force for five years and have
worked 10 years part time.

Senator HOGG—Whereisthat?

Mr Gallagher—Table 3. If you look at the two columns labelled scenario 2, they show cases
where awoman is working full time from 25 to 29 and also at the end of her career, from 45 to
64, but not working at ages 30 to 34 and working 17 hours a week from ages 35 to 44. We have
shown you what lump sum benefit, at 75 per cent and 100 per cent of AWOTE, would be
generated in those cases and what the age pension consequences of that accumulation would be.

Senator HOGG—That is good, but it does not really reflect what is happening out there in
the real world.

Mr Gallagher—The most comprehensive analysis for the real world is the whole of
population analysis. The cameo analysis is easier to explain and to understand the assumptions.
The RIM group modelling covers the whole of the population and what happens in the real
world.

Senator HOGG—I accept that. Can you give us some examples, though, on substantially
lower incomes that reflect more the likes of people who will be in industries where full-time
work is not really available.

Mr Gallagher—In table 5 of the submission we show you examples for someone whose
earnings—

Senator HOGG—What page is that?
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Mr Gallagher—Page 26. | must find out what extra two pages Roger has got that | do not
have.

Senator HOGG—These are the two secret pages of Treasury, are they?

Mr Gallagher—You have got the same page numbers as Roger; | must have printed off an
earlier version. What we have got there is a case in which someone starts off on $20,000 and
over the 30-year length of their career their real salary rises to the point where it is $30,000. We
are looking at what happens if they have got SG only, then at the case where they have got SG
only and member contributions which are designed to maximise their receipt of the
government’s newly announced co-contribution, and then we look at the superannuation
guarantee plus the member contribution which is only sufficient to get the co-contribution and
the co-contribution. These tables take into account the fact that the co-contribution income
limits are not indexed, so that after about 11 years with average wage rises this person ceases to
be eligible for the co-contribution. Nevertheless, it shows the significant impact that the co-
contribution can have on final benefits. If you look a the SG only case, the final lump sum
benefit would have been $97,000, but with the SG targeted member contributions and the co-
contributions this person can achieve a lump sum of $131,000. In this case the replacement rates
are quite high because for these low income—

Senator HOGG—Can | stop you there for a moment. The assumption there is that there is a
certain degree of discretionary spending that these people have. Isthat correct? It hasto be.

Mr Gallagher—Yes, there is. During their working life their income net of tax is their
spending, but it does not make any particular assumption about mortgages or anything like that.
It does not have a full analysis of any consumption basket attached to it.

Senator HOGG—Have you ever met one of these people? | would like to meet them. If you
know one, please take me out—

Mr Gallagher—I think that in many cases people working part-time are often wives in
married couples. We have also given you married couples scenarios in which there is a
substantial period of part-time work by one partner in the relationship and have shown you what
the effects of those are. Do | meet low income people?

Senator HOGG—No, | mean | would like to meet one of these people. They would be arare
Species.

CHAIR—Some witnesses before the committee have indicated the need to set aside funds
separately for aged care costs, given the fact that people are going to be living longer and costs
of health care are going to be quite high, particularly in their later years. Other witnesses have
said to give them an adequate retirement income and that will be enough. My personal
experience in the office when people come to me with certain eye problems and need an
operation is that they can go to the private sector and have it done aimost immediately or wait
12 months if they have not got the $2,000 that may be required. Does the Treasury have a view
about the need for setting aside funds for aged care costs independent of other living expenses,
just to be able to access a lump sum in time of need?
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Mr Gallagher—It is not something we have specifically addressed in our submission. The
main point | would like to make about health costs is that, although everyone who survives
needs a retirement income, there is huge variability in potential health costs in retirement.
Because of that huge variability, if we were to rely on a savings mechanism alone many people
might oversave and many people might undersave. You would need some sort of insurance
arrangement to cope with the huge variability in health expenditure in retirement. Other than
noting that, and that is arelevant factor, | do not think | have anything more to say.

CHAIR—In the current environment, with average super funds returns being approximately
4.5 per cent negative, there is an increasing pressure to look at fees, charges and the impact of
tax on final pension. It has been put to us that as the amount under investment increases so does
the government’s tax take, as a result of the 15 per cent less imputation taxes on earnings.
Therefore, they say there is a case over time to reduce the couple of contributions taxes that we
have. There should be an availability to reduce a contributions tax over time as a result of the
growth of taxation of the income from investments. Would you like to comment?

Mr Brake—The key point there is that the government, in the forward estimates, projects
forward what is projected to be expected revenue over coming years with current policy
settings. Where revenue is expected to increase over time, that is projected into the overall fiscal
balance. Whether it is increasing or not increasing, if you were to reduce it from what it would
be then obviously that has an impact on the fiscal balance.

CHAIR—Yes. But, in terms of concern about an increasing tax take of superannuation, if
you keep all your other constants the same in terms of rates but alow the income flow to
increase, the government’s take from superannuation will continue to rise. The view is that,
given the importance of maintaining adequate income in retirement with less draw-down
ultimately, there is a case for it now beginning to shift back to where we were in 1988 over time
to atax at the back end—that is, when people retire—and to soon start taking off the taxes at the
front end in the form of the contributions taxes.

Mr Gallagher—There are two points. In terms of the revenue from superannuation, if you
look at it in avery long-term sense, the proportion which rises will be earnings tax, but earnings
tax itself is highly variable. It is not so much contributions tax rising as a percentage of GDP;
the thing that will give the impact in the longer term will be earnings taxes because of the
growth in superannuation assets. The earnings tax itself is highly variable. It is very strongly
affected by economic cycles and it is very strongly affected by the realisation of capital gains by
funds. Superannuation funds, because they are long-term investors, tend to realise capital gains
when market conditions are right, SO you can get very strong swings in the realisation of capital
gains.

In terms of that being an argument for a change in contributions and earnings taxes and
moving taxes to end benefit, the real issue there is that, if we were to substantially move away
from contributions and earnings taxes to end benefit taxes at this point, there would be a
substantial fall in revenue. There would be a substantial fall in revenue for which no-one has
identified a replacement revenue in the submissions that you have been given, because it
changes the timing of revenue substantially.
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CHAIR—Yes. There is a big timing difference; | acknowledge that. But it is starting to
emerge now, with the growth in the earnings taxes, that there does seem to be certainly an
academic case to gart levelling off the contributions taxes to neutralise overall the government’s
tax take from superannuation. That is the point that has been made quite strongly to the
committee. Of course, you have to then start factoring in that, as people retire and take their
benefits, the earnings component will increase quite substantially.

Senator HOGG—<Can | just follow on from what Senator Watson is saying. | will take a
dlightly different tack which was raised at the committee inquiry in Melbourne yesterday.
Removal of the contributions tax will cause greater acceleration in terms of the end benefit for
the retiree and, whilst you rightly point out what is going to replace that, there was at least a
suggestion by one witness yesterday that the people most at risk currently are the baby boomers,
who have had a limited period of time accessing superannuation, SG. Whilst the total removal
of the contributions tax might not be a possibility—

CHAIR—Straightaway.

Senator HOGG—for that group there would be a removal which would improve their
retirement benefit substantially by the time they reach retirement age. Have you thought of that?
Have you modelled that in any way? As| say, it is a proposition that has been put to us. It is not
looking at the total removal, but looking at that partial removal.

Mr Gallagher—We have done a preliminary order of magnitude costing of a proposal to
reduce contributions tax on an age basis for people over the age of 45. When we did that, we
found that people over the age of 45, in our estimate, were making about 61 per cent of
contributions. So it is a substantial amount of contributions and therefore there was a significant
revenue effect. The other thing to say about that is that there is a very wide distribution of
superannuation contributions amongst the baby boomers. The proposals that affect contributions
tax would, by their nature, give more significant benefits to higher income people making
higher contributions.

Senator HOGG—So you have not looked &t it specifically in terms of—was it 40 plus or 45
plus that was mentioned?

CHAIR—It wasin that area.

Senator HOGG—It was about that. You have probably looked at it in terms of the loss to
revenue, but have you looked at it in terms of the benefit to the superannuants?

Mr Gallagher—I think we have run a couple of cameos, looking at the benefit from an age
based reduction in contributions taxes, but only two cameos—just having a look a what the
impact would be.

Senator HOGG—Could you make those available to us?

Mr Gallagher—I will take that on notice.
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Senator HOGG—It would be interesting to see. The second thing is: have you run a model
where, for those people who will never receive the full impact of the SG because they have a
limited working life, you have looked at the progressive reduction of the contributions tax just
for that group? Have you limited it to those people who are going to be the heaviest burden
upon the age pension system—in other words, not those high-income earners and high wealth
owners, but those people who are most at risk? That leads me to the question: which people do
you think are most at risk?

Mr Brake—Just as a broad point, which is fairly obvious, we do have a maturing system.
When you look at the age pension, which increases in real terms over time, people who are
retiring now generally will be better off than, for example, those who retired before SG. Those
people who only had 10 years in the system obviously have had fewer opportunities than those
who follow them. So it is a maturing system, and one thing about reducing contributions tax is
that, yes, if somebody is going to be retiring tomorrow, reducing the contributions tax is not
going to help them.

Senator HOGG—No; we accept that.

Mr Brake—In terms of the second thing that you have asked us to look at, we would
probably need to have a fair bit more detail to be able to do that, to have a specific—

Senator HOGG—What sort of detail? We are curious about is whether, by progressively
removing the contributions tax, which is a front end tax, on that group of people at 45 plus, you
will limit their dependency on the age pension at the other end. If so, what impact will you
make upon that? That is what we are basically asking. | think you have the capability of doing
that. Obviously, you would have some constraints in mind in terms of high-income and high-
wealth people, so you may like to put some sort of notional ceiling in there as to what group it
would apply to. That iswhy | asked the question: who are the people most at risk?

Mr Gallagher—I can answer that question. | can tell you who the people are in my view,
which comes more from my previous experience as director of modelling a the then
Department of Social Security and as a poverty researcher, and also comes out of our own
submission to you. The people who are most at risk in terms of retirement incomes are people
who have become disabled well in advance of age pension age. Those people, because they can
be existing on a disability support pension for a very long period, do not have substantial assets
when they enter retirement. Their household assets and their cars tend to be in poor situations.
In the work on living standards by Peter Travers and Sue Richardson, there is certainly a case
that when people who have been disabled for a long time get to ordinary retirement age,
because of that very low asset accumulation over along period—

Senator HOGG—I accept that group.

Mr Gallagher—and no superannuation, they tend to have standards of living in retirement
well below the Australian average. In the submission—and this is quite clear because of the
nature of the cameos that the committee requested—we show that people who retire early, at
age 55 or 60, have appreciably lower retirement incomes because of that early retirement. Early
retirement is bad for your accumulation. If you are going on to Newstart allowance, this has a
far more stringent assets test. Given that the preservation age is 60, if you retire early at 55, you
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cannot get your superannuation assets until you are 60 in the sorts of cameos that we have
examined here. When you do, your Newstart allowance is substantially affected by the asset
level, or can be if you choose to take your lump sum at age 60.

Senator HOGG—I accept that group, but what about those people who are waged or partly
waged, who might be in and out of the work force? Does your model make you concerned that
people on a certain income level are going to be a burden on the system? ‘Burden’ is not the
right word; are you concerned that they are going to access the age pension in its entirety? Do
you have aview as to alevel of income so that, when you are the doing the modelling we have
just asked about, you will not include someone on $150,000 a year? | would think that you are
not going to worry about those people, for example.

Mr Gallagher—We deliberately kept the cameos in this submission to a maximum level of
1Y% times average weekly ordinary time earnings. We presented numbers in the submission that
showed that the majority—in excess of 60 per cent—of people with incomes over $50,000 have
either superannuation contributions which are in excess of the superannuation guarantee or
substantial financial assets. We estimate that the majority of people with incomes just over
$50,000—given that AWOTE is how $44,000, that is not a lot above it—have assets in addition
to the superannuation guarantee for their retirement. Therefore, for the purposes of this
submission, we are looking at incomes that are closer to 75 per cent of AWOTE—more in the
$30,000 to $35,000 range—in terms of the major interaction for the superannuation guarantee.
In Roger’s introductory remarks, he quoted results at median earnings, which are 75 per of
AWOTE. Half the population are earning above that and half the population are earning below
it; the issues are below that.

Senator HOGG—You were talking about specifics before. Can you look only at those
people who are most vulnerable—if we can call it that—in working out that model? I do not
want you to say that what you were talking about was absolute pie in the sky; you have included
people at the other end of the marketplace in your model. We are looking at a transitional
arrangement for those people who are baby boomers, who have not had access to long-term
superannuation, who invariably have low balances. It may well be that a reduction in the
contributions tax will be a significant benefit for them when they retire, such that it will
decrease dependency on the age pension. | do not know what the outcome will be; that is why
we are asking you to do the modelling for us.

Mr Gallagher—I will take that on notice. One issue that | would like to pick up out of that is
the discussion that has come to the committee on targeting people with low balances. At the
moment, we do not have an administrative system which identifies balances and the balances
people have across multiple accounts. There is a very large and complex administrative system
attempting to identify all taxable contributions across multiple accounts for a person, but we do
not have a system which runs to the issue of balances. The RBL system, which looks at ETPs
drawn over the life, also does not look at the issue of balances. | imagine it would be very
difficult to develop a system which would look across the balances of individuals as a targeting
measure.

Mr Brake—Another point—which was raised by a witness to your committee—is that, even
iIf somebody were to have a low superannuation balance, they might have high assets elsewhere.
That is where the targeting of this would become quite difficult.
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CHAIR—Just before we proceed, | have to make one correction. Speaking to you earlier, |
said ‘income distributions provided by the tax office’. They were from the 2001 census,
produced by the Australian Bureau of Statistics. | seek the committee’s approval to incorporate
certain statistical data in relation to median income levels in Tasmania, which | contend were
significantly below average weekly earnings, together with some statistical subdivisions
produced by Treasury and weekly individual income by age and sex. It would be appreciated if
that material in relation to those earlier comments could be incorporated in Hansard.

The documents read as follows—
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CHAIR—It has been suggested that we should look at removing the age based contribution
levels, because they discriminate against certain types of individuals: young sportspeople and
those in the entertainment area, such as film stars, whose highest incomes are often earned in
their earliest years; and women re-entering the work force. If the adjustment is made using the
reasonable benefits limit, isn't that enough? Why do we need a check on the way through as
well as at the end? We are trying to encourage people to put money into retirement when they
have money there.

Mr Brake—I could probably seek some more information on that.

CHAIR—I would be very happy for you to take it on notice, because we are a bit short of
time. There is another issue. Although a number of witnesses put forward equity issues
connected with aged based contributions, we are urged strongly not to go down that path by the
administrators. In recent years they have found that all these little things are adding very
considerably to their costs, and the surcharge was a most significant one.

Senator HOGG—The surcharge is very significant.

CHAIR—How would Treasury view the concept of getting people off this lump sum and
more into a pension by having a higher rate of tax on alump sum component?

Mr Brake—I know that some submissions have suggested there be sort of mandating of
income streams above various levels and so on. But, rather than do that, government policy
clearly is to provide tax and social security incentives for people to take benefits in the form of
an income stream. That is government policy there. Certainly things such as allocated pensions
have been very popular as a means for people to do that. As pointed out earlier by Senator
Hogg, average retirement payouts at the moment are relatively low as well.

CHAIR—Special thanks for those cameos. They are very helpful. Thank you for agreeing to
take a number of issues on notice, which | think will tend to bridge the gap of understanding
that some of our colleagues in the private sector have. Also, thank you for your contributions;
they have been very helpful.

Senator HOGG—Perhaps before the witnesses leave, | might say that we anticipate seeking
to recall the officers.

CHAIR—Thank you very much for your cooperation.

SUPERANNUATION



SUPER 526 SENATE—References Friday, 19 July 2002

[10.46 am.]

CORVER, MsLeonie Anne, Director, Retirement Policy, Seniors and Means Test Branch,
Department of Family and Community Services

FLANAGAN, MsKerry, Executive Director, Strategic Cluster, Department of Family and
Community Services

KEMP, Ms Hilarie, Acting Director, Seniors and Means Test Branch, Department of
Family and Community Services

ROJAHN, Mr Eric John, Director, Financial Markets, Seniors and Means Test Branch,
Department of Family and Community Services

CHAIR—Welcome. We apologise for being just a little late; Treasury is always a big
department and has a lot of influence. We look forward equally to your comments today and
now invite you to make an opening statement.

Ms Flanagan—Thank you. Firstly, | thank the committee for giving us the opportunity to
present the submission of the Commonwesalth Department of Family and Community Services.
| understand that this morning you were given copies of that submission, which contains
coloured graphs.

CHAIR—Yes.
Senator HOGG—Yes.

M s Flanagan—T he submission puts the view that fundamental determinants of the adequacy
of retirement incomes are the capacity of people to earn income and save and the lengths of
time they spend in the work force and also in retirement. As Treasury stated to you this
morning, discussion of retirement incomes needs to take into account broader social and
economic trends and pressures, rather than focusing on superannuation and age pension
approaches in isolation. Social policies in recent years have been directed towards early
intervention and preventative approaches to address social problems emerging and to build
economic and social participation. Against these broader social and economic issues, adequate
retirement income outcomes are facilitated by a system—and | am sure you would all know of
it—consisting of the three components, or pillars, as they are normally called. The first of these
Is compulsory employer superannuation contributions through the superannuation guarantee.
The second is voluntary superannuation and other private savings. The third and, | think, most
important, as demonstrated by the work done by the RIM group and presented to you this
morning, is social security payments—the age pension in the case of those over age pension
age, funded from general revenue and targeted to those in need through the income and assets
test, as well as veterans pensions.

| would like to reiterate the results that were given to you this morning: that is, you can see
that even for people retiring at 65 after 40 years of working life at least 80 per cent of the age
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pension is paid. For people who have interrupted working lives and/or shorter working lives,
over 90 per cent of the age pension can be paid. So | think it is critical for this committee to also
focus on the contribution of age pension to retirement incomes.

Something we are very interested in focusing on is the fact that the three pillars can be
supplemented by earnings for people who can and wish to work—and we have evidence
showing that people after retirement age are interested in continuing to work, perhaps on a part-
time or casual basis. We now refer to this as the fourth pillar of retirement income. We believe
that it is very important, in a policy design sense, to break away from the concept that people
have a full working life and then they retire. The reality today is very different, and we need to
have public policy responses to recognise this. For example, the government has already
introduced measures to allow superannuation contributions to be made after the age pension
age—I think up to 70 years old. We think there are other measures that need to span across the
de facto retirement age of 65, perhaps in terms of labour market assistance, encouraging people
to continue in education et cetera.

Modelling work has shown that as the SG matures there will be substantial and increasing
superannuation coverage. As| said earlier, the mgjority of older Australians will still rely on the
age pension as their major source of income. However, the proportion of pensioners receiving a
reduced rate of pension is expected to increase—and again Treasury gave you figures this
morning of the increase in part-rate pensioners. Even with the projected increase in age pension
spending as a proportion of GDP, we believe that Australia’s retirement income system is
expected to remain one of the most affordable systems in the world. While the ageing of
Australia’s population is expected to lead to increases in the proportion of the budget spent on
the age pension—up from the current 2.9 per cent of GDP to 4.6 per cent of GDP by 2042—
Austria, Japan and other European countries are already paying much higher proportions of
GDP to cope with their pension and social insurance systems. They are able to manage that at
the moment and, as | say, on many comparative measures Australia has a very affordable
system, as it is currently designed.

There have been calls over time to remove means tests. However, the means test plays a
critical role in maintaining the affordability and sustainability of the age pension system.
Without the means test, we estimate that current age and service pension outlays would increase
by between $6 billion and $7 billion a year. As the population ages, outlays would also increase.
We believe it will be important to maintain the integrity of the means test, in order to strike a
balance between targeting and providing incentives for self-provision. Aswell, in a comparative
sense, the generosity of means testing and taxation arrangements for older Australians needs to
be considered against the needs of other groups that the government may wish to support, such
as families with children.

The capacity of people to fund their retirement will depend on work force patterns and
income support dependence during their working lives. Also, people are increasingly spending
more years out of the work force than in it or spending longer periods in part-time or casual
employment. Increasing numbers of people are prematurely retiring from the work force,
whether voluntarily or involuntarily. More than 50 per cent of people coming onto age pension
do so from another income support payment. Structural ageing will mean that there will be a
greater proportion of older people, a atime when the work force participation of this group is
declining. The length of time people spend in retirement will also determine the adequacy of
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their retirement incomes. People are living longer and longer periods in retirement will see
some people starting retirement as self-funded retirees and coming onto age pension later in life.

Changing work force patterns and societal changes, such as the incidence of family
breskdown and community fragmentation, will impact on people’s capacity to save for
retirement; on formal and informal support arrangements for the retired; and on living standards
in retirement. While it is not the purview of this committee, we as a portfolio are also interested
in the impact of structural ageing on family relationships, in terms of how care arrangements
may change in families—from parents to children and those with increased needs as they get
older. We are also interested in community impacts: for example, what will happen in the
retirement belts that we see developing on the north coast of New South Wales and in southern
Queensland? We are interested in the geographical separation of generations in families and
what will happen to community infrastructure. A wide range of policies are aimed at meeting
these challenges, including policies in the areas of welfare reform and support for families,
community and youth. Building workforce participation for mature age people is a priority, we
believe.

Some of the submissions have talked about housing and the fact that many of the baby
boomers continue to hold most of their wealth in housing rather than in other assets. | think Mr
Gallagher alluded to the fact that we have tried for many years to look at sale and lease-back
schemes, reverse equity mortgages, home equity conversions et cetera, but we have found that
there has been a very low take-up of those. One of the reasons people give us is that they do not
wish to re-encumber assets that they have finally paid off; another is that they see it as an
Important way of passing assets through to their children.

In conclusion, we would like to reiterate that the adequacy of retirement incomes for many
Australians would be improved by encouraging work force participation. Consideration of the
adequacy of retirement incomes needs to be taken in the broader context of the economic and
social environment and other policy developments. Thank you.

CHAIR—Isit reasonable to expect the community to pay a benefit to a person, just to enable
them to pass on their house or other assets to their children?

Ms Flanagan—That is a question you need to ask the community rather than me, a public
servant. Certainly, the family house has been exempt from the assets test since 1909. It was
possibly included in the assets test for a very few years in the early 1900s. Apart from that, the
family house has always been exempt from the assets test, and that has been a policy decision
taken by both sides of government.

CHAIR—You do not think that this may have to be looked at in subsequent years, given the
increasing amount of GDP that is going to be taken up by pension and aged care costs?

Ms Flanagan—I do not know the answer to that. Certainly, it has been examined on a
number of occasions in the past and, as | say, has remained exempt. One of the things we do
find is that home ownership makes people better off in retirement. We have seen this with
people in public housing and, in particular, those in the private rental market who will never be
able to acquire housing, and we have found this mainly with high levels of poverty among older
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single women who do not own houses. Having a house does actually contribute to a better
retirement outcome.

CHAIR—It was suggested to us that one of the factors that has led to a lot of earlier
retirements is the increasing number of younger managers—general managers, CEOs. They
have a ‘discomfort zone' with senior, experienced people around them, and they tend to get rid
of them. As a result, we have a lot of fairly experienced people being forced into retirement
earlier than they probably should be. Therefore, | was very interested in your fourth-pillar
approach, looking at measures to bring these people back into the work force. Certain studies
that have been presented to this committee have shown a trend emerging in America where
increasing numbers are coming back into some sectors of the work force. What sort of people
are they here—for example, are they construction workers? What is the pattern that is
emerging? You mentioned it. Do we have identifiable groups that are starting to come back into
the work force to form this fourth pillar? How can we encourage that?

M s Flanagan—Again, | am talking about most OECD countries; overall, the statistics show
that the employment of males over 45 has decreased but the employment of women over that
age isincreasing, mainly in part-time and casual employment. One of the issues is around full-
time employment and whether men in those age groups are prepared to accept much more
casual or part-time intermittent work.

Senator HOGG—Do you know what industries that would be in, because that is significant?
It is one thing to say that fewer men over 45 are staying in the work force and more women are
coming back into part-time and casual jobs, but they may be not coming into the part-time and
casual jobs that were otherwise occupied by the men; they may well be going into less well-paid
jobs, in some instances, in the service industries. If you can enlighten us, we would be pleased
to hear that—if you can be specific.

Ms Flanagan—The Department of Employment and Workplace Relations know more of
these figures, but more generally it is avery mixed picture. For example. we do know that there
has been a lot of change in the labour market, and certainly we believe that people coming onto
the disability support pension around the age of 55 come on because they have been in low
skilled manual jobs. That is one group. We could possibly take the question on notice to look at
it in alittle more detail.

Senator HOGG—If you could, | would appreciate it because that is quite a significant issue.

M s Flanagan—We will see if we can get some more detailed analysis of what 