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Executive summary and recommendations

Taxation of savings for retirement

The relative tax advantage accruing to superannuation has decreased in recent years with both cuts in personal income tax rates and an increase in the number of individuals subject to the superannuation contributions surcharge.  

This decrease in the tax attractiveness of superannuation has been particularly in regard to contributions, but less so in absolute and relative terms in regard to superannuation investment earnings.  Accordingly, the priority for reform of the taxation of superannuation should be in regard to contributions.

Superannuation is a major and often dominant form of saving for low income households, and a boost to superannuation savings through lower taxation and/or a co-contribution would lead to a larger percentage increase in the wealth of low to middle income earners compared to the rich.

Further voluntary savings through superannuation are not easy to achieve because super is preserved for a long time (until age 55 or 60) and individuals are wary of possible future adverse tax or rule changes.  What is needed is an effective and improved partnership between government and individuals where individuals make new and further contributions in response to incentives provided by government.

ASFA suggests that a reform priority should be removing or reducing the tax on contributions.  If the contributions tax were completely removed, it would reduce the retirement savings target by 2 or 3% of wages, making it considerably easier and more achievable for individuals.  So instead of having to save 15% of wages to fund an adequate retirement income, individuals would only have to save 12 or 13%.

One option would be to cap superannuation tax collections at current levels through progressively reducing the tax rate applying to contributions.  ASFA projections suggest that this could lead to a contributions tax rate of just 12% by 2005-06.

Another complementary option would be to introduce a co-contribution.  One of the Government’s election commitments was to replace, with effect from 1 July 2002, the current very modest tax rebate for undeducted personal superannuation contributions by low income earners with a matching co-contribution for low income earners.  The proposal was for a matching co-contribution by the government up to $1,000 per year for any personal superannuation contributions for individuals with an income of $20,000 with a tapering off of the co-contribution for individuals with an income between $20,000 and $32,500.

ASFA along with most other organisations involved with the provision of superannuation and retirement income welcomed this proposal in principle.  However, ASFA has pointed to the need for this initiative to be extended to a broader range of low to middle income earners who were more likely to have some discretionary income and hence a greater capacity to save.  ASFA has recommended that the parameters be extended to individuals on low/middle incomes of up to $60,000 per year.

Recommendations

Recommendation 1:  ASFA recommends that the overall structure of tax rates and assistance for superannuation contributions be reviewed by the Government with the aim of restoring the tax effectiveness of superannuation to at least the extent applying prior to 1999.

Recommendation 2:  The priority for tax reform of superannuation should be in regard to the tax treatment of contributions, with the tax treatment of fund earnings a lesser concern.

Recommendation 3:  The Government should consider ways of reinforcing the partnership between it and individuals in saving for retirement.

Recommendation 4:  An initial reform priority should be that tax collections from contributions continue to be factored into the forward estimates, but that the amount be capped at the level of taxes collected in 2002-03 in absolute terms.  The aim would be to adjust the rate of tax on contributions downward over time as the amount of contributions and investment earnings increase.

Recommendation 5:  ASFA recommends that the Government’s election promise to provide a matching contribution to low and middle income earners both be passed by the Parliament and be extended.

Taxation in retirement of income from savings 

Decreasing the effective marginal tax rates applying to superannuation to more reasonable levels is likely to require modification of the means test for the Age Pension.  Currently for retirees with financial assets in the order of $150,000 to $280,000 the current system is neither simple or fair.  With the maturity of the compulsory superannuation system an increasing proportion of retirees will fall within this category.  Simpler rules, a less confiscatory asset test, and greater incentives to have exposure to growth assets are needed.

Recommendations

Recommendation 6:  The means test for social security should be redesigned so as to provide greater incentives for self-provision of retirement savings and retirement income.

Recommendation 7:  ASFA recommends that a simpler and more consistent income test be introduced for payment of the Age Pension.

Recommendation 8:  ASFA recommends that the taper rate for the assets test be modified so as to provide a greater incentive for self provision of retirement income.

Recommendation 9:  ASFA recommends that the definition of complying pensions be expanded to include pensions which have exposure to growth assets while at the same time requiring the likely exhaustion of capital over the life or the life expectancy of the pensioner.

Phased retirement

Rules relating to the taking of benefits and the making of contributions also can have an unnecessarily adverse impact on individuals who wish to phase into retirement, or return to work in some form after an initial retirement period.  A simpler work test for making contributions and less prescriptive provisions in regard to the taking of benefits are desirable.

Recommendations

Recommendation 10:  ASFA recommends that the employment test for remaining in the superannuation system for those aged 65 and over be simplified and made more supportive of ongoing employment, even if that employment is intermittent.

Recommendation 11:  ASFA recommends the adoption of superannuation contribution rules that would support a gradual or phased retirement for people after age 60.

Recommendation 12:  The means test for the Age Pension applying to income from paid employment should be based on yearly income and/or make use of an income bank in which the unused portion of the free area for income in a given fortnight can be applied in later periods.

 





















The Association of Superannuation Funds of Australia (ASFA)

ASFA is a non-profit, non-party political national organisation whose mission is to protect, promote and advance the interests of Australia's superannuation funds, their trustees and their members.  As such it is the “Voice of Super”.  

ASFA’s 600 or so constituent members have been estimated to be responsible for around $420 billion of assets, about 80 per cent of the total superannuation funds under management of $508 billion as at March 2003.  ASFA member funds in aggregate also represent around 80 per cent of Australians with superannuation.  

ASFA’s interest in the structure and distributive effects of the Australian taxation system is primarily in regard to the taxation of superannuation and retirement benefits.  This involves the rates of tax applying to superannuation contributions, the taxation of fund earnings, capital gains taxation provisions, the impact of the GST on funds, and the taxation of benefits paid by funds.  However, ASFA also has an interest in taxation more generally given that the attractiveness of contributing to superannuation depends on the taxation of superannuation relative to other forms of savings.

ASFA has also noted that the Committee has decided to concentrate its initial focus on issues relating to distributional justice with particular reference to:

· The combined effect of the welfare and taxation systems on households in different circumstances.

· Consequences for social outcomes such as workforce and education participation rates.

· Equity of the effective tax burden on various household types and businesses.

· Reform impact, priorities and options.

Accordingly, ASFA will focus on these issues in this Submission.

1.  Background - the effect of the taxation of income and superannuation on households in different circumstances

Important objectives of the taxation of superannuation should be the encouragement of self provision of retirement income, leading to both greater adequacy of retirement income and reduced demands on government through Age Pension expenditures.  Tax provisions have an important influence on achieving these objectives, both during the accumulation of superannuation savings, and during retirement when those savings are drawn down as income.  This section looks in turn at the relative and absolute tax burden of superannuation, and recent developments in this area.

1.1  The relative impact of taxation on households contributing to superannuation

An important part of the Government’s tax policies have been the personal income tax cuts made across much of the rate scale as part of the New Tax System tax package associated with the introduction of the Goods and Services Tax (GST) and, more recently, in the May 2003 Budget.  As well, the Government has made significant changes to capital gains tax arrangements.  For individuals only 50% of capital gains now are included in taxable income, while two-thirds of capital gains are included for superannuation funds.  On the other hand the main Government measure impacting on superannuation has been the introduction of the surcharge tax on tax deductible contributions made by or for certain upper income earners.

These changes have implications for the taxation of superannuation.  For instance, even if the relative tax treatment of superannuation were considered by the Government to be about right prior to the reduction in personal income tax rates and changes to the capital gains tax in 1999, then subsequent to the changes, superannuation taxation is now heavier than desirable.  It also can be argued that even prior to the changes made to personal income tax rates that the system of taxing contributions, fund earnings and benefits received involved too heavy a burden of taxation of superannuation.

In addition to the need for superannuation to receive concessional tax treatment in order to attract savings for retirement, investors also need to be compensated for superannuation being locked up in most cases until preservation age, which for new entrants to the labour force can be a period of 40 years or even more.  Merely matching the taxation rates applying to, say, interest income from a bank account is not enough to make superannuation an attractive investment.

That said, the level of taxation applied to superannuation relative to other investments and how this attractiveness has varied over time is important for individual savings and investment decisions.  That the tax attractiveness of superannuation has been reduced in relative terms following income tax rate cuts in recent years is not the basis of an argument to reverse the income tax cuts.  Nevertheless, such a finding provides additional support for the proposition that the taxation arrangements applying to superannuation should also be reviewed and/or the tax rates applying to superannuation should be reduced.

That superannuation has become less tax effective in recent years on average can be easily demonstrated.  Table 1.1 sets out the personal income tax scale applying in 1999-2000 together with estimates for the same year of superannuation contributions by income level derived by the ASFA Research Centre.  In simple terms the contributions data reflect the relative importance of low, medium and upper income earners as contributors to superannuation.  The table shows that the average marginal income tax rate faced by superannuation contributors in 1999-00 was 39.6%.

Table 1.1:  1999-2000 personal income tax scale and distribution of employer contributions by income range of superannuation fund member

	Taxable income range ($) (a)
	Marginal income tax rate
	Percentage of contributions associated with income range

	0 - 5,400
	0%
	0%

	5,401 - 20,700
	20%
	15%

	20,701 - 38,000
	34%
	20%

	38,001 - 50,000
	43%
	20%

	50,000+
	47%
	45%

	Weighted Average
	39.6%
	


These estimates of the distribution of contributions are reasonably consistent with the approach taken by the Treasury in the preparation of the annual Tax Expenditure Statement in 1999-2000 and in broad terms with the taxes raised from the contributions surcharge.

Table 1.2 sets out ASFA Research Centre estimates of the proportion of employer superannuation contributions made on behalf of taxpayers in the various marginal income tax bands applying after 1 July 2000, along with an estimate of the weighted average marginal tax rate for individuals receiving the benefit of superannuation contributions.  As a result of the income tax rate cuts that have been introduced, the average marginal income tax rate has fallen to around 35.5%.  The average rate is some four percentages points lower than previously applied.  Given that the flat tax rates applying to superannuation contributions, fund earnings and benefits did not decrease over that period, the relative position of superannuation in terms of concessional tax rate applying also was eroded by four percentage points.

Table 1.2:  2000-03 personal income tax scale and distribution of contributions by income range

	Taxable income range ($) (a)
	Marginal income tax rate
	Percentage of contributions associated with income range

	0 - 6,000
	0%
	0%

	6,001 - 20,000
	17%
	15%

	20,001 - 50,000
	30%
	40%

	50,001 - 60,000
	42%
	5%

	60,001+
	47%
	40%

	Weighted Average
	35.5%
	


(a)  From 2003-04 the upper income limit for the 17% rate is $21,600, the limit of the 30% rate is $52,000 and the limit of the 42% rate is $62,500.  These changes are likely to lead to the percentage of contributions associated with each income band being broadly maintained despite the increase in average earnings over the period covered.

Along with the change in the overall average marginal rate, comparison between Tables 1.1 and 1.2 indicates that the income tax rate reductions have made superannuation less attractive in a relative sense across a range of contributions and contributors.  

This reduction in the tax attractiveness of superannuation has a particular impact on voluntary tax deductible contributions to superannuation, that is, salary sacrifice contributions and contributions by the self employed.  It also has an impact on the degree of support by individuals for the compulsory contributions that are made on their behalf and for the adequacy of retirement incomes delivered.

More specifically, in the middle of the earnings distribution individuals responsible for around 20 per cent of tax deductible contributions have moved from a 43 per cent tax rate to a 30 per cent personal income tax rate.  Individuals associated with a further 20 per cent of tax deductible contributions moved from a 34 per cent income tax rate to a 30 per cent rate.  And at the top of the earnings scale individuals have to confront the combined impact of tax on contributions plus the surcharge.

Superannuation is a very important, indeed the major, form of saving by low to middle income earners.  On both equity grounds and in order to encourage greater voluntary contributions the relative tax attractiveness of contributing to superannuation needs to be improved.  A reduction in the tax applying to the superannuation of low to middle income earners and/or introduction of a government co-contribution would provide a very effective boost to superannuation savings.  This would help achieve the objectives of improving adequacy of retirement income and reducing reliance on the government financed Age Pension.

Reform of the tax treatment of superannuation is not about delivering benefits to the rich or affluent.  Submissions and reports such as those by ACOSS are mistaken in assuming that superannuation is the preserve of the rich.  The bulk of the benefit of tax concessions for superannuation contributions goes to the employed at the lower end of the income distribution.  Nearly 60% of employer contributions to superannuation accrue to the benefit of employees with incomes less than $50,000 per annum.  Around 96% of superannuation accounts currently receive contributions of less than $10,000 a year, and 89% of accounts receive contributions of less than $5,000 a year.

More specifically in regard to those earning between $20,000 and $25,000 a year, superannuation entitlements form a major part of the financial wealth for those at the lower end of the income distribution, accounting for the majority of financial wealth for the least wealthy (Table 1.3).  In contrast, superannuation accounts form only around 10% of the wealth of the most wealthy.  Any boost to superannuation savings, either across the board or focussed on low to medium income households, effectively leads to a larger percentage increase in the wealth of low to middle income earners compared to the rich.  
Table 1.3:  Average household savings by wealth quintile, June 2002

	Quintile
	Deposits
	Shares
	Home
	Rental property
	Super
	Wealth

	1 (poorest)
	1,000
	0
	1,000
	0
	15,000
	18,000

	2
	4,000
	2,000
	38,000
	3,000
	46,000
	93,000

	3
	8,000
	4,000
	121,000
	11,000
	52,000
	196,000

	4
	15,000
	11,000
	203,000
	17,000
	76,000
	322,000

	5
	58,000
	152,000
	415,000
	58,000
	89,000
	772,000

	Average
	17,000
	34,000
	155,000
	18,000
	56,000
	280,000


Source:  NATSEM, Levels, patterns and trends of Australian household saving

Recommendation 1:  ASFA recommends that the overall structure of tax rates and assistance for superannuation contributions be reviewed by the Government with the aim of restoring the tax effectiveness of superannuation to at least the extent applying prior to 1999.

ASFA in submissions to the government and more generally has consistently argued that the most appropriate point for taxing superannuation is when benefits are taken.  This would allow for equity and adequacy considerations to be taken into account to the maximum extent possible.  However, ASFA accepts that the transition to such a tax regime may take some time, especially given the impact that such a change would have on the timing of tax receipts by the government.  Accordingly the next sections of this submission examine the tax attractiveness of contributions to superannuation by way of compulsory and salary sacrifice contributions, the tax treatment of earnings within superannuation funds, and possible reforms to the level and structure of this taxation.

1.2 Treasury quantification of the tax advantage of superannuation contributions and earnings

In a paper published in 2000 the Retirement Income Modelling Unit of the Commonwealth Treasury provided estimates of the tax advantages of investment in superannuation relative to investment in a similar asset portfolio outside superannuation.  These estimates are very similar to estimates for common cases published by financial groups active in the superannuation sector in promotional material.  

Charts 1.1 and 1.2 (reproduced from the Rothman paper) provide a graphical representation of these findings.  The various lines relate to the major marginal tax rates applying after July 2000, with Chart 1.2 also taking into account the rebate available to certain member contributions made by low income individuals.  This latter rebate is proposed by the Government to be replaced by a co-contribution of up to $1,000 paid in respect of certain personal contributions to superannuation made by individuals with incomes of up to $32,500.  As currently proposed, the maximum amount of the co-contribution phases down once an individual has a taxable income of more than $20,000.  

At the time of preparation of this submission the co-contribution legislation had yet to be considered by the Senate.  The Assistant Treasurer has indicated that the Government wants legislation reducing the rate of the surcharge to be passed in conjunction with the introduction of the co-contribution.  A compromise increasing the coverage of the co-contribution and applying a more limited reduction in the surcharge rate has been foreshadowed, and may well be achieved by negotiations between the Government and the Australian Democrats.  ASFA has strongly argued for a sensible compromise in this regard so that an effective co-contribution and at least a partial reduction in the rate of the surcharge can be achieved.

Chart 1.1
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Chart 1.2
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Source:  Rothman 2000

As shown by Chart 1.1, the tax advantage in the first year of investing in superannuation by way of salary sacrifice is not large for most income ranges.  Chart 1.2 indicates that apart from the benefits of any low income rebate or co-contribution or spouse rebate that might be available, in year one there is very little advantage from member contributions.  The small advantage shown in the chart is due to the assumption by Treasury of lower entry costs to a managed investment by way of superannuation compared to achieving a similar managed portfolio outside of super.

However, superannuation is a favourable environment in tax terms for the long term investment of funds accumulated from either pre- or after-tax earnings.  This is particularly the case for taxpayers on a personal income tax rate of 31.5% and above, as shown by the upwards sloping lines for such taxpayers in each of the charts.  However, for a low income individual the tax advantages are not as great. 

Recommendation 2:  The priority for tax reform of superannuation should be in regard to the tax treatment of contributions, with the tax treatment of fund earnings a lesser concern.

1.3  Attitudes to superannuation and inducing behavioural changes

The overall conclusion to be drawn is that under current tax arrangements there is a positive but not large incentive for individuals on both high and low incomes to make tax deductible contributions to superannuation or to have employer contributions made on their behalf, particularly in the short term.  As well, the existence of a tax concession does not automatically generate support by individuals for making contributions.  The size of the concession or support for superannuation needs to be sufficient to counter the psychological and behavioural factors which can lead to reluctance to contribute to superannuation.  Appropriate tax treatment of employer contributions also bolsters support for the compulsory superannuation system and helps ensure adequacy of retirement income.

It is a well known behavioural fact that individuals can suffer from a form of financial myopia in which they do not make rational provision for their long term financial future, instead placing undue emphasis on their short term consumption.  As well, for most individuals the tax incentives for superannuation must be weighed against a range of factors not supportive of contributions:

· Superannuation savings are required to be preserved for retirement and related purposes, and are not available for discretionary spending as is the case with most other investments.  

· Individuals can consider, not without foundation, that possible changes to tax and other rules might reduce the benefits in the future from superannuation.

· Greater self provision can lead to reduced social security entitlements.

Research into attitudes to superannuation indicates that these reservations can be overcome to a large extent when the government is perceived to be part of a joint individual and government partnership which has the aim of saving for retirement.  The provision of a tax concession provides a strong psychological boost to those contributing to superannuation in that this form of saving is seen to be a joint individual and government partnership.  This partnership also can supported by the government matching contributions by way of a tax rebate or co-contribution.

The government has recognised this principle, at least to a degree.  For instance, the spouse rebate, which provides for an 18 per cent rebate for contributions up to $3,000 made on behalf of a low income spouse, provides an incentive for low income fund members to have contributions made on their behalf.  The government, as noted earlier in this Submission, is also proposing a co-contribution payable to the benefit of certain low income individuals.

However, ASFA considers that further rebalancing of this partnership is both desirable and possible.  Superannuation is not highly or even sufficiently tax advantaged for many superannuation fund members, there are social security rules which discourage self provision, and rules relating to the making of contributions and cashing of benefits can discourage delayed or phased retirement.

Recommendation 3:  The Government should consider ways of reinforcing the partnership between it and individuals in saving for retirement.

The following sections of this submission identify specific areas where change is both needed and possible.

2.  Reform priorities and options

Research commissioned by ASFA indicates that there is a very high level of support in the community for greater self reliance in retirement, provided it is supported by more government incentives to save for retirement.    A national survey of the population conducted in August 2001 by ANOP indicated that 83% of those surveyed agreed that there should be more government incentives to save for retirement, with 73% indicating support for more individual self reliance.

ASFA suggests that Australians’ widely based support for mutual obligation, in which individuals save more for their retirement in return for greater support from government be built upon in strategies for increasing contributions to superannuation.

It should be made clear that ASFA in putting forward this strategy is not suggesting that there be an increase in the rate of Superannuation Guarantee.  The opportunity to phase in increasing employer contributions comes rarely, and it is unlikely that in the current environment of wage bargaining and relatively low inflation that the consensus needed to increase the rate of the SG could be achieved.  That said, ASFA research indicates a preparedness and awareness in the community that Superannuation Guarantee payments may need to be increased.  However, the responses generally indicate that the next steps should be shared by the government and individuals.

Accordingly, ASFA’s proposal is that additional contributions be encouraged and supported as part of a process of mutual obligation, rather than being mandated.

2.1  Removing or reducing the tax on contributions

Removing the taxes on contributions to superannuation would be one of the most effective strategies available to government to improve the adequacy, equity and simplicity of superannuation.

The tax taken out of employer and other tax deductible contributions significantly erodes the net amount saved and invested for superannuation fund members.  For instance, an individual receiving employer contributions at the standard Superannuation Guarantee rate of 9% of their applicable earnings only receives net contributions of 7.7% once the standard tax on contributions is taken out.

For those individuals subject to the superannuation surcharge, the erosion of contributions is even greater.

Removing the standard tax on contributions would boost retirement incomes across the income range, delivering substantial benefits to low and middle income earners. 

For instance, for someone earning just below average weekly earnings ($40,000 pa) receiving the standard 9% Superannuation Guarantee employer contributions, removal of the 15% tax on their contributions over a thirty year period would increase their retirement income (in today’s dollars) from $19,600 to $21,000 a year.  For a person on $60,000 a year the increase would be from $22,300 a year to $24,400, which would be moving closer to the appropriate minimum level of retirement income perceived by the community.  The increase for a person on $30,000 a year would be from $16,800 to $17,700 a year.  

If the contributions tax were completely removed, it would reduce the retirement savings target by 2 or 3% of wages, making it considerably easier and more achievable for individuals.  So instead of having to save 15% of wages to fund an adequate retirement income, individuals would only have to save 12 or 13%.

Most countries tax retirement savings once only, at retirement at the time when benefits are taken as income.  Australia is the only country that taxes superannuation or like forms of retirement savings at every stage of its life, adding considerably to the complexity of the superannuation system and bleeding vital money out of super savings.  As a result of this unique taxation policy, Australians’ superannuation balances are looking decidedly anaemic.
2.1.1  Managing the transition

Taxing retirement savings once at the end benefits stage is widely acknowledged throughout the world as being best, and most equitable, practice.

The difficulty in Australia lies in the current reliance of government on the advance revenue stream provided by the tax levied on contributions and on fund earnings.  Some $2.6 billion to $3 billion is currently collected (and spent) which is attributable to the standard 15% contributions tax on superannuation and an additional $800 million or more through the superannuation surcharge.

While governments’ reliance on this revenue stream is indisputable, it represents short term thinking and in effect amounts to poor long term financial management.

The taxes (and associated reductions in investment earnings for super fund members) have removed some $80 billion in aggregate from retirement savings since 1989-90.  This amount would have been better kept to meet the needs of individuals and governments that will arise from an ageing population in the future, rather than being dissipated in current government expenditure.

While it would be very difficult to unwind this past over-taxation, one possible way forward might be to gradually reduce contributions tax over a period, perhaps 10 years or even more.  The first impact on collections would be in 2004-05 with a gradually increasing impact in subsequent years.

Table 2.1 illustrates the impact of a decision to cap tax collections on superannuation contributions at their 2002-03 level.  By 2005-06 the rate of the contributions tax would be likely to have fallen from 15% to 12%.  

Table 2.1:  Impact of capping superannuation collections from funds and life companies(a)

	
	2002-03
	2003-04
	2004-05
	2005-06

	Tax collected from funds
	$3,630m
	$3,980m
	$4,190m
	$4,460m

	Estimated total collections from funds and superannuation business of life companies
	$4,540m
	$4,975m
	$5,240m
	$5,575m

	Amount available for rate reduction if total collection capped at 2002-03 level in absolute terms
	
	$435m
	$700m
	$1,035m

	Contributions tax rate consistent with revenue target
	
	14%
	13%
	12%


(a) Does not include surcharge, based on forward estimates prepared on accruals basis.  ASFA estimate of superannuation tax collections from life insurance companies.

Reducing the tax on contributions also would subsequently boost tax collections from fund earnings and from benefits given the increase in average balances that would result from such a cut.  There would also be growing tax collections from the higher benefits that would be available to individuals.  The impact of this would grow from some tens of millions of dollars in revenue in the early years following reduction of contributions tax to some hundreds of millions of dollars in subsequent years.

Recommendation 4:  An initial reform priority should be that tax collections from contributions continue to be factored into the forward estimates, but that the amount be capped at the level of taxes collected in 2002-03 in absolute terms.  The aim would be to adjust the rate of tax on contributions downward over time as the amount of contributions and investment earnings increase.

Marginal adjustments to the rate of tax on contributions would not require an adjustment to the tax rates applying to benefits, or to the Reasonable Benefit Limits applying to lump sum and pension benefits.  However, when and if tax on contributions and earnings were eliminated there would be a clear need to address both the taxation of benefits and the amount of benefits that should be the subject of concessional tax treatment.

2.2  Providing an effective co-contribution for low and middle income earners

One of the Government’s election commitment was to replace, with effect from 1 July 2002, the current very modest tax rebate for undeducted personal superannuation contributions by low income earners with a matching co-contribution for low income earners.  The proposal was for a matching co-contribution by the government up to $1,000 per year for any personal superannuation contributions for individuals with an income of $20,000 with a tapering off of the co-contribution for individuals with an income between $20,000 and $32,500.

ASFA along with most other organisations involved with the provision of superannuation and retirement income welcomed this proposal in principle.  However, ASFA has pointed to the need for this initiative to be extended to a broader range of low to middle income earners who were more likely to have some discretionary income and hence a greater capacity to save.  ASFA has recommended that the parameters be extended to individuals on low/middle incomes of up to $60,000 per year.

Under the original proposal a relatively small proportion of low income earners was expected to make use of it.  Treasury costing of the original proposal assumed that fewer than 75,000 individuals would be eligible to claim the maximum co-contribution with up to 170,000 claiming the lesser amounts.  Of this latter group, it was assumed that 100,000 or so would be able to claim a maximum co-contribution of $500 or less.  It is possible that there might be a higher takeup of the co-contribution where a low income earner has a partner on middle or high income.

Treasury estimated that the proposal as originally forwarded would cost $95 million in its first year of operation.

The government proposal however has been blocked in the Senate together with the election commitment to reduce the rate of the surcharge.

Extending the parameters of the proposed scheme would make the proposal considerably more attractive to the electorate.  It also would go a substantial way to meeting the concerns of the non-Government parties in the Senate about the benefits proposed for low income earners being low relative to the benefits flowing to upper income earners flowing from the proposed reduction in the surcharge.

It is essential that the Government’s commitment and support for superannuation and adequate retirement incomes is not lost in petty politics.

A pragmatic way forward for the Government would be to allocate a greater amount to the co-contribution and accordingly make it available to a wider range of low to middle income earners.  In doing so it would indicate to the Senate (and the electorate) its commitment to providing real support and encouragement to voluntary saving for retirement by those most in need of boosting their savings for retirement.  Attachment A provides details of possible options for extending the co-contribution.

Media reports and a media release from the Assistance Treasurer, Senator Helen Coonan, indicate that the Government has proposed to the Australian Democrats that the co-contribution be extended to include those who earn up to $40,000 per year, up from the $32,500 originally proposed.  This would be financed by a scaling back of the proposed reductions form 1.5 percentage points a year over three years to a cut of 1 percentage point each year.

The Assistant Treasurer has indicated that the Government proposal would provide a 60/40 split of benefits to low and upper income earners respectively, compared to the two-thirds/one-third split proposed by the Democrats.  Hopefully, further negotiations will be able to resolve this current impasse.

Recommendation 5:  ASFA recommends that the Government’s election promise to provide a matching contribution to low and middle income earners both be passed by the Parliament and be extended.

3.  The effect of the welfare system on retirees, including those in receipt of superannuation

The previous section has outlined how the superannuation tax regime impacts on contributions made by or on behalf of individuals and on investment earnings within funds.  The operation of the social security system at the time benefits are taken also has an impact on the effective marginal tax rates applying to superannuation and accordingly on decisions whether to make voluntary contributions to superannuation.  The more any entitlement to social security is withdrawn in response to the accumulation of superannuation entitlements, the less is the incentive for self provision of retirement income.

In this regard, the current means test applying to the recipients of the Age Pension and the Veterans’ Pension payable to those of retirement age has a number of undesirable consequences for retirement saving, particularly for those on average weekly earnings or just above who accumulate modest retirement savings.  These include:

· confusion and uncertainty about the way the system works;

· high effective tax and withdrawal rates of benefits over some ranges of assets and income of the retired; and

· efficiency costs of massaging income and assets to better meet the means test.

3.1
Design parameters for the means test

The design parameters for the means test play an important role in determining the effective marginal tax rate (including the eventual withdrawal of social security benefits) faced by contributors to superannuation.

The important parameters of the means test are:

· Income.  For the purposes of the means test income includes earned income such as wages and also income from investments.  For some investments, such as most financial investments, the amount of income is deemed by way of set percentages applied to the aggregate amount of the financial investments.  For other investments it is usually the actual amount of income derived or received.  In the case of income payments such as pensions or annuities there is an adjustment made to the gross amount received in order to reflect any return of capital.  As at 1 July 2003, once private income reaches $32,205 per year for a single person no Age Pension is payable.

· Assets.  The pensions asset test was introduced in 1985 and operates alongside the income test.  The test which produces the lower rate of pension is the one that is applied.  Certain assets, such as the recipient’s home, are excluded.  The asset test tends to predominate over the income test once a reasonable level of assets are held.  For a single homeowner, no Age Pension is available once assets exceed $298,250.  At a 7% annual return, such a lump sum would generate an income substantially less than the maximum income allowed under the income test.  However, some financial assets, such as complying pensions and annuities, are exempt from the asset test but subject to the income test.  As the compulsory superannuation system matures with more individuals with substantial lump sums, the asset test will have an increasing impact on those who have retired.  

· The free area.  Both the income and assets tests allow for income and assets up to certain amounts (a relatively low amount for the income test) to be ignored in calculating Age Pension entitlement.  These amounts are known as the free area.  The current free areas for a single homeowner are $149,500 for the assets test and $3,130 per year for the income test.  At current rates of return, the free area is more generous for assets than income.

· Taper rates.  Income and assets above the free areas result in a reduction of the Age Pension.  Taper rates can apply to successive parts of the income or asset range, or to the entire range.  As noted above, in the current Australian system and with current earnings rates for investments, the taper rates for assets tend to dominate over the income taper, at least for higher levels of assets.  Over a significant range of asset holdings subject to the asset test, an increase in assets and private investment income can lead to no net increase in total retirement income.  This has equity implications and also does not assist in encouraging saving for retirement.

· Cut out points.  The net effect of the taper rates and free areas is that with higher income and assets the pension payment progressively decreases until none remains.

· Joint testing of couples.  The benefit paid to a couple is less than twice the payment to a single, and the assets and income of a couple are considered jointly in the operation of the means test.  The ratios of limits and thresholds set for assets and income of couples relative to the limits and thresholds for singles follow a somewhat random distribution.  These limits and thresholds appear to owe more to history than to logic.

· Home owners and renters.  An additional rental allowance is paid to renters that qualify, and they also receive the benefit of a higher free area under the assets test.

On top of these characteristics of the means test is the treatment for income tax purposes of income received by those of Age Pension age.  While in the past income tax rates and arrangements were largely independent of the age of the taxpayer, in recent years a number of changes have been made which provide preferential tax treatment for older Australians, but again subject to a means test based on taxable income.

3.2
Specific problems with the means test

Just writing down the parameters of the means test is bad enough, let alone considering their detail or application in specific circumstances.  This in itself demonstrates problems with integration between the Age Pension and superannuation flowing from the complexity of current arrangements and the lack of understanding of their detail by most retirees.  However, it should be acknowledged that changes to the parameters made in recent years have simplified the system for most Age Pension recipients, that is, those with little private investment or superannuation income.  Equally, those with substantial assets outside the family home and/or who have a significant pension from a previous employer normally receive clear and simple treatment – they are not eligible for any payment.  

Accordingly the means test system works reasonably simply and fairly for the bulk of current retirees.  Unfortunately, for the current minority of retirees with significant superannuation derived savings in the order of $150,000 to $280,000 the system is neither simple nor fair.  In the future as the proportion of retirees with assets and income in excess of the free areas increases, this problem of lack of appropriate integration and excessive effective marginal tax rates will increase.  Superannuation and other financial assets of the order of $150,000 to $280,000 is fair and square in the range of outcomes that the Superannuation Guarantee is projected to deliver over 30 to 40 years for a person on average earnings.  The means test is already a problem for middle Australia, and will become an even greater problem in the future if reforms are not made to the means test.

Recommendation 6:  The means test for social security should be redesigned so as to provide greater incentives for self-provision of retirement savings and retirement income.

As well as the necessity for broad changes being made to the social security means test to encourage greater self provision, there are some specific design features of the means test that need to be addressed.

3.2.1
Poor integration between receipt of private income and the Age Pension

Currently different types of income are treated differently in the social security means test even though in essence the income is similar or identical.  This relates both to the quantum and timing of different types of private income for inclusion in the income test.

For instance, personal earnings (earnings for work performed, including salaries and wages) is included in the income test on the basis of income received in the applicable two weeks of social security receipt being considered.  In contrast, most other forms of income are in effect averaged over the entire year even though such earnings are then attributed to specific fortnights.

There also are significant differences at present in regard to how various forms of non-wage income are included in the income test for the Age Pension.  As at July 2003, if you are single and receiving the Age Pension, the first $35,600 of financial investments is deemed to earn income at 2.5% per annum, with any amount over that deemed to earn income at 4% per annum.  For a couple the same deeming rates apply, but the lower rate applies to combined financial investments of $59,400 or less.

In contrast, other financial investments such as allocated pensions and annuities and complying pensions and annuities include in the amount subject to the income test the gross amount received by the recipient less an adjustment for any return of capital.  This adjustment has to make use of factors relating to life expectancy or the term of the pension or annuity, and identification of an initial capital purchase price.  These adjustments can be particularly problematic when the income stream is not straightline, for example, when payments increase over time with movements in the Consumer Price Index or other specified indicator.  

Extending the deeming provisions to cover all assets, including the capital value of allocated and other pensions, would lead to both greater simplicity and greater integration between superannuation and the Age Pension.  It would also provide incentives for individuals to achieve greater returns from allocated and other pensions, because the excess of the actual return over the deemed return would not form part of the income test.  This incentive currently only applies to a limited range of financial investments.  There appears to be no good reason why deeming is appropriate for a balanced managed investment fund but not appropriate for income received from an allocated pension backed by an identical investment.

Extending the deeming provisions to cover all assets and hence integrate the income and assets tests actually has precedents in the Australian social security system.  For the first fifty years of the Age Pension both assets and income were taken into account in a merged test, albeit in a fairly punitive way. The current structure dates back only to 1985 when the Hawke government reintroduced the assets test following its earlier removal from older recipients of the Age Pension.  The rationale for applying both an assets and income test, with the test being used the one that gave a lower pension level, and a relatively punitive test on assets, was not clear at the time of its introduction, and has not become any clearer since then.  In the absence of any such rationale the case for a simpler and integrated means test becomes all the stronger.

Recommendation 7:  ASFA recommends that a simpler and more consistent income test be introduced for payment of the Age Pension.

3.2.2
Inappropriate taper rates and cut off levels of income and assets in the means test

Taper rates can provide considerable disincentives for private provision of retirement income, at least over some income ranges.

The most recent significant change to the taper rate for the pension income test was in June 2000 when the taper rate for income above the free area was reduced from 50% to 40%.  This change formed part of the ANTS changes, and was estimated to involve additional pension expenses of around $400 million a year.

However, even after this change Effective Marginal Tax Rates (EMTRs) on additional private income are still quite high, particularly over income ranges where a particular benefit is phased out, or income tax is phased in.  These EMTRs can be nearly 70% for a single Age Pensioner over significant income ranges.

As well, the ANTS changes did nothing to the taper rates on the capital component of the means test.  Where an asset value can be attached to private income, which currently is the case for most financial investments with the exception of complying pensions, the taper rate applicable to assets is more severe than that applying to income.  For a homeowner, when assets for a single person exceed $149,500 and for a married person joint assets exceed $212,500 (both figures as at July 2003) then the Age Pension is reduced by $3 per fortnight for every $1,000 above the limit.  On an annual basis this is equivalent to each $1,000 reducing the Age Pension by around $78 a year.  

Given that at current interest rates and yields from financial investments $1,000 is likely to generate at best around $70 a year, this taper rate is in effect confiscatory, with an EMTR in excess of 100%.  When income tax on the income received is taken into account, the EMTR figure is even higher.  Greater self provision actually leads to a reduction in income over the range of assets to which the taper applies.  It is only when a single person has more than $298,250 in assets that the taper rate ceases to have an effect (no pension is payable).  The taper rate and the effective marginal tax rates involved also can lead to use of low yielding but asset test exempt complying pensions.

The rationale for a higher effective taper rate applying to assets once a minimum asset level is exceeded is not entirely clear.  However, it may have something to do with the notion that a person with access to a significant sum of money should be forced to draw down on that amount even if the income it generates is still within the range permitted by the income test.  This arguably may have made some sense at the time the taper was designed when superannuation lump sums were generally either higher or lower than asset range over which the taper applies.  However, as the Superannuation Guarantee system matures and an increasing number of retirees have financial assets in this range, the taper rates make no sense at all.  A redesign of the means test is needed to bring about integration of private retirement income provision and social security.

Recommendation 8:  ASFA recommends that the taper rate for the assets test be modified so as to provide a greater incentive for self provision of retirement income.

3.2.3
Complying pensions and proposals for growth pensions

Complying pensions, while similar to retirement income streams offered in a number of countries, are another peculiar construct of the Australian tax and social security systems.  The concept was invented so as to support a different and higher Reasonable Benefit Limit applying to the capital value of a pension.  Without a definition of complying pension it would not be possible to determine whether a pension attracts the higher RBL.  A further and even more peculiarly Australian twist is the exemption from the asset test for social security of the capital value of a complying pension.  

This is not something that is generally an issue in other countries, as the social security entitlement on retirement in most other countries is related to previous contribution history and/or final salary rather than assets or income during the retirement period.  As well, in most other countries the availability of lump sums generally has been very limited.  In those countries defined benefit pensions rather than account based income streams have been the dominate form of benefit, and in any event their social security provisions are not means tested in the Australian manner.  Complying pensions therefore are not an issue in most other countries.

In Australia complying pensions are increasingly becoming an issue, as more individuals approach or exceed their lump sum Reasonable Benefit Limit and/or get asset tested excluded from receipt of the Age Pension.  For those fortunate enough to receive a public sector indexed pension, the generosity of most such pensions means that there are few concerns at the consumer level about the form of the benefit, or the investment returns, if any, sitting behind the pension.  However, for individuals purchasing an income stream from a capital sum accumulated within the superannuation system, the characteristics of and the rate of the imbedded investment return in their income stream is a much more crucial issue.

Current rules for complying pensions and annuities require, amongst other things, for the annual payment to be fixed, with the only variation permitted being a CPI or like adjustment.  There also are strict limits on the ability to commute or pass on the capital value of the pension.  Given these product characteristics, life companies that offer such products generally hold fixed interest or CPI linked debt securities to back them.  The more innovative providers boost implicit returns, or at least provider profit, by holding some property assets as well.  Return of capital tends to increase the annual payment made from such products, but the underlying rate of investment return is low and in line with fixed interest securities such as government bonds or term deposits.  

Actuarial analysis indicates that complying pensions and annuities offered in the Australian market by commercial providers generally offer fair value in actuarial terms in that they reasonably reflect life expectancies and current fixed interest returns, and do not appear to have excessive fees or profit margins for providers.  However, whether they offer good value, or value relative to other managed investments, is another matter.  The basic problem is that they have to offer fixed payments to individuals and capital security.  The inevitable consequence of this is low investment returns.

As a result, complying pensions generally are not popular with consumers other than as a mechanism for avoiding the asset test and achieving a part Age Pension.  Complying pensions tend to be part of a package of products and advice provided by financial planners rather than a product sought to be purchased.  It is the implicit subsidy that flows from access to the Age Pension rather than their underlying characteristics which has led to some consumers taking them up.  In contrast, retirement income products such as allocated pensions are better understood and more popular in the market, even though they are tested against the lump sum RBL and are subject to the asset test component of the means test.

The Government indicated in the 2002 Budget that it will examine the tax and social security treatment of certain market linked income streams including growth pensions.  ASFA suggests a number of principles that should be taken into account.  In summary, these are that:

· The pension should be simple for the pensioner to understand and use.

· The pension should be simple and inexpensive for the provider to administer.

· The pension should allow the pensioner to gain the benefit of market based investment returns, and bear the consequences of any market downturns, while ensuring that the income stream can be paid for at least life expectancy and preferably life.

· The rules for the growth pension should be designed to ensure that the majority or all of the capital should be distributed as income rather than being a mechanism of estate planning used to shift tax advantaged assets to the next generation.  In this regard, some Self Managed Superannuation Funds providing a complying pension to a member appear to be driven more by estate planning than retirement income concerns.

Recommendation 9:  ASFA recommends that the definition of complying pensions be expanded to include pensions which have exposure to growth assets while at the same time requiring the likely exhaustion of capital over the life or the life expectancy of the pensioner.

4.  Impact of superannuation contribution and benefit rules on workforce participation

4.1  Transition from work to retirement

Current benefit access and contribution rules are not well designed to encourage progressive transitions from work to retirement, or flexible (or in some cases any) paid work in retirement.

Contribution and cashing rules are complex, with seemingly arbitrary distinctions made at various ages.  

The need for greater flexibility and opportunities has been recognised to some extent by the Government and in reports of parliamentary inquiries.  For instance, the Government, with effect from 1 July 2002 increased the age up to which working members of superannuation funds can make personal superannuation contributions from 70 to 75.  

The issue of greater flexibility in superannuation arrangements for older workers was also canvassed in the report of the Standing Committee on Employment, Education and Workplace Relations which was tabled on 14 August 2000.

ASFA has also canvassed a number of these issues in its 2003 Pre-Budget submission, and in its submission to the Senate Select Committee on Superannuation in the context of its inquiry into superannuation and standards of living in retirement.

4.1.1  Rules relating to the taking of superannuation benefits

The availability of superannuation benefits related to “retirement” of a person varies according to their age.  While the diminishing stock of unrestricted, non-preserved superannuation benefits in the community can be accessed at any time, a variety of rules apply to preserved benefits attributable to compulsory contributions and all contributions and earnings after 1999.

Currently preserved benefits are generally unavailable in lump sum form prior to age 55 except in limited cases such as a release on hardship or compassionate grounds, or in the case of permanent incapacity.  Between 2015 and 2024 the preservation age will gradually increase from 55 to 60.  Until the end of that period, trustees are required to be satisfied that a person aged under 60 who has reached their preservation age is retired.  More specifically, they have to be satisfied that an arrangement under which the member was gainfully employed has come to an end, and to be reasonably satisfied that the person intends never to again become gainfully employed, either on a full-time or part-time basis.

The test for retirement when the member is age 60 or more is less demanding, but it still requires that an arrangement under which the member was gainfully employed has come to an end on or after the member attained that age.

At age 65 the test turns more to whether a member can avoid taking their benefit.  However, there are again different tests according to age.  Where a member is between 65 and 70 and is gainfully employed on either a full-time or part-time basis, the “pre-age 65” benefits can only be cashed if the fund’s governing rules allow it, while the “post-age 65” benefits are retained only if the work test is satisfied.  The same restrictions apply where the member is at least 70 and is still employed on a full-time basis.

Where a member between 65 and 75 ceases to be gainfully employed on either a full-time or part-time basis, the member’s benefits must be paid.  After age 75 the member must be gainfully employed on a full-time basis for the benefit not to be paid.  Full-time means gainfully employed for at least 30 hours a week, while part-time means gainfully employed for at least 10 hours a week.

Currently the participation rate in the paid labour force of people aged 65-plus is not high, and the rate for those aged over 70 is even lower.  The need for quite restrictive provisions relating to continuing within the accumulation phase of superannuation is not clear, and the complex provisions are not supportive of a flexible approach to work and retirement income after normal retirement age.

APRA has indicated to super funds that where a member is aged over 65 the trustee must have monthly monitoring arrangements to determine whether a member satisfies the gainful employment test in respect of each week.  Individuals with intermittent work patterns face the risk of having contributions returned, unaccepted by a fund.  Even worse, they may face having their entire balance paid out without it being requested.

The work test has a rationale, being designed to prevent individuals using the concessional environment of superannuation to undertake estate planning.  However, as it stands the work test also has a detrimental impact on those far removed from estate planning.  For instance, a semi-retired minister of religion who undertakes locum assignments from time to time faces a work test for superannuation purposes that is both inappropriate to their circumstances and not supportive of any real policy goal.  The same dilemmas are faced by others who may be able to achieve intermittent work or consultancies. 

In the interests of finding a better way of dealing with such individuals, ASFA has suggested that the work test be simplified by using a “look back” test for the employment status for those aged over 65.  Rather than applying a “sudden death” test to whether a member can continue in a superannuation fund, it would be much better to apply a test which acknowledged both the reality and desirability of many of those aged over 65 who are still in paid work having patterns of employment which vary week to week and month to month.

A simple method which funds could use to determine whether an individual is still in the labour force would be to require members aged over 65 to provide to their fund within a specified period after the start of the financial year evidence that they were in the paid work force in the preceding year together with a statement of intention that they will work during the forthcoming year.  For employees the “look back” evidence could be a copy of a group certificate or certificates indicating receipt of income from employment of, say, more than $5,000 in the year.  For the self employed, it could be a letter from an accountant indicating the employment arrangements and/or income from personal exertion of the member.  Together with statement of intent, this evidence could then be relied on for the remainder of the financial year.

Any cost to tax revenue would be minor given that the rate of labour force participation of the age groups in question is low.   The number of contributions that would be made under the ASFA proposed test where the member was not in continuing employment would be very low.  As well, the extent of the concessional tax treatment of the earnings on such members’ balances within the superannuation system is very modest given the typical income of such members, and the rebates that apply to individuals of Age Pension age.

Recommendation 10:  ASFA recommends that the employment test for remaining in the superannuation system for those aged 65 and over be simplified and made more supportive of ongoing employment, even if that employment is intermittent.

4.1.2  Rules relating to contributions

The rules relating to what type of contributions can be made also have their bizarre elements, with distinctions related to both age and source of contributions.  

Prior to age 65, there are no real limits other than the reasonably generous, at least for those aged over 50, age-based limits on deductible contributions per employee.  This changes after age 65.  

A regulated superannuation fund may accept contributions by or in respect of a member who has reached age 65 but not age 70 provided that the member is gainfully employed or the contributions are mandated employer contributions relating to pre age 65 employment.  Where the member has reached 70 years of age, the fund may continue to accept employer contributions if they are mandated under an award (the Superannuation Guarantee does not apply to persons 70 or over) or the contributions are personal contributions.   However, as noted earlier, if the member ceases to be employed then the member’s benefits must be paid.

Navigating this maze of tests about payment of benefits and contributions is not something that those of advancing years (or any age for that matter) should be required to do.  ASFA considers the rules relating to both contributions and the cashing of benefits for people who have reached preservation age are complex, inequitable, difficult to apply and not suitable for the modern workforce.  

Recommendation 11:  ASFA recommends the adoption of superannuation contribution rules that would support a gradual or phased retirement for people after age 60.

For instance, individuals who have achieved their preservation age should be allowed to move from full-time to part-time employment with the same employer, and be able to access their superannuation benefits to supplement their income.  As well, drawing down on a superannuation benefit should not prevent an individual contributing to the fund they are receiving the benefit from, or another fund.

Increasingly, retirement is becoming a transition phase, or a series of phases.  Rules relating to superannuation should not be based on the assumption of either being in employment or not with only one transition allowed.  This is too limiting for what should be the options available to an individual once they exceed the preservation age for accessing their superannuation (which may or may not relate to their actual or preferred retirement age).

4.1.3  Better integrating private income from employment and the Age Pension

Currently in determining Age Pension entitlements different types of income are treated differently even though in essence they are similar or identical.  This relates both to the quantum and timing for inclusion in the income test.

Personal earnings (earnings for work performed, including salaries and wages) is included in the income test on the basis of income received in the applicable two weeks.  In contrast, most other forms of income are in effect averaged over the entire year even though such earnings are attributed to specific fortnights.

The current arrangements discourage intermittent and casual work because the combined effect of withdrawal of the Age Pension with any income tax liability leads to very high effective marginal tax rates (EMTRs) for employment by persons primarily reliant on the Age Pension.  This is inconsistent with the thrust of government policies which aim to increase labour force participation by older individuals and to support flexibility of arrangements past Age Pension age.  

Recommendation 12:  The means test for the Age Pension applying to income from paid employment should be based on yearly income and/or make use of an income bank in which the unused portion of the free area for income in a given fortnight can be applied in later periods.

Attachment A:  Costings and options for extending the parameters for the co-contribution proposal

Option A

On the basis of 1999-2000 patterns of personal superannuation contributions, providing a co-contribution to individuals earning up to $60,000 per year would benefit more than 340,000 individuals in total, around double the number with a significant benefit compared to the Government’s original proposal.  The cost of co-contribution on a dollar for dollar basis and without any cap on the amount paid would be substantial, perhaps in excess of $600 million a year on the basis of unchanged contribution patterns.  However, capping the amount of the co-contribution at, say, $1,000 per individual would bring the cost down sharply.  

Costs of the proposal also could be contained by reducing the rate of the co-contribution from $ for $ to some other amount.  This is explored further in Option B.

Option B

If the co-contribution were paid at a rate of 50 cents for each dollar of contributions rather than $ for $ the revenue cost would be reduced.  However, the reduction in the cost of the measure would not be proportional to the cut in the rate as most individuals making personal contributions to superannuation contribute more than $1,000 a year.  The average contribution is around $2,000 in the lower income ranges, and somewhat higher than this for those earning more than $40,000 per year.  A cap on the amount paid would have the greatest effect on containing the budget cost, but equally it would limit the incentive for additional contributions by those already making contributions.

A $1,000 cap and co-contribution of 50 cents in the dollar could be very effective in stimulating contributions by low and middle income earners not currently making any personal contributions to superannuation.

On this basis the estimated cost of extending the co-contribution to those with incomes of $60,000 per year or less would amount to some $240 million or so a year more than the co-contribution proposed in the 2002-03 Budget but far more individuals would benefit.

Option B is recommended by ASFA.  If the additional cost of $240 million a year were not supportable a scaling back of the proposed reduction in the surcharge would provide an additional $170 million a year.
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