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Submission to the Senate Select Committee on Superannuation

The adequacy of superannuation for Australians

Introduction

This submission is in response to the inquiry by the Senate Select Committee on Superannuation 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 issue of adequacy is a critical one for the Australian retirement income system and the Committee is to be congratulated for raising the issue.  After all, the primary goal of a retirement income system should be to ensure that retirees receive adequate income, however that is defined.

This submission will discuss the objectives of a retirement income system and the related definition of adequacy before raising the issue of the appropriate levels and mix of contributions and taxation.  The paper concludes with a summary of our recommendations.

The definition of adequacy

The primary objective of a superannuation system may appear obvious – namely to provide retirement income.  However before addressing the adequacy issue, it is important to clarify the objective of Australia’s retirement income system.  For instance, each of the following three objectives may be valid:

1 To provide a basic income to all retired Australians thereby relieving the Government of the cost of future age pensions for these individuals; or 

2 To provide an adequate income to all retired Australians that exceeds the age pension and ensures that all retirees have a level of comfort and security that is above the poverty level; or

3 To provide a replacement income to all retired workers that is at least 75% of their pre-retirement income, thereby ensuring a continuation of their living standards.  

Of course, each of these objectives would require very different levels of contributions during the individual’s working career and may also require a different mix from the age pension and superannuation system.  Furthermore, each objective would lead to a different understanding of adequacy.

In the field of pension research, there is no universally agreed definition of adequacy when considering the level of retirement income.  The influential 1994 World Bank Report Averting the Old Age Crisis notes that:

“The ‘right’ target replacement rate varies greatly, depending on the circumstances and preferences of each household and the rate of economic growth.”  (p294)

We concur that there is no single replacement rate or objective that applies to every individual or household.  Given this variability, we therefore recommend that there must be flexibility within a long term robust system which combines a mandatory level of minimum saving and a flexible level of voluntary saving, which is encouraged by the Government through both education and taxation support.

However, this initial conclusion does not prescribe the appropriate mix between the mandatory and voluntary levels of savings or the minimum level of retirement income that should arise from the mandatory pillar.

The World Bank Report suggests:

“the government might require savings or contributions that would replace about 60 percent of the worker’s gross average lifetime wage with a floor at about a third of the gross economy–wide average wage.” (p295)

In the Australian context, the age pension represents an income floor of about a quarter of the average wage.  In addition, 60 percent of the lifetime wage is about 42 per cent of the gross final year wage.  Hence, in setting the minimum objectives of the Australian system we should develop from the age pension level (for those with no other income) to a total retirement income of about 40 percent of the final wage for the higher incomes.

Here, it is worth noting that most analysts accept that within a Government supported retirement income system, there should be a higher level of replacement income for lower income earners than for higher income earners.  Table 1 outlines one such indicative scenario that could be used to clarify the minimum income objectives arising from the age pension and the mandatory SGC contributions of the Australian retirement income system.

Table 1: Possible minimum objectives for retirement incomes

Final Year gross income
Retirement income (as % of gross final year) 
Total retirement income (as % of the AW)3 
Gross income from the Age pension4 
Gross income from Superannuation5

(1)
(2)
(3)
(4)
(5)

Nil1
n.a.
0.25
0.25
n.a.

0.5 * AW2
90%
0.45
0.25
0.2

1 * AW
60%
0.60
0.20
0.4

1.5 * AW
50%
0.75
0.15
0.6

2 * AW
45%
0.90
0.10
0.8

3 * AW
40%
1.20
Nil
1.2

Notes

1 This example is for a single person who is not a wage earner

2 AW = Average Wage for the Year = 52 * Average Weekly Earnings

3 Col (3) = Col (1) * Col (2)

4 These figures are indicative and will vary between individuals

5 For this illustration these figures are proportional to the final salary.

Some trends are worth highlighting:

· The actual level of retirement income increases with income (Col (3)) but decreases as a percentage of the worker’s final income (Col (2));

· The role of the means tested age pension decreases with a worker’s income, as is intended (Col (4));

· The figures are expressed in gross (or pre tax) terms as the tax effects will vary by the choices made by the individual at retirement;

· Many individuals will consider that the above results are insufficient to meet their expectations, thereby opening up the opportunity and need for voluntary saving.

Finally, the above table expresses the results in terms of the individual’s final salary and not their career or lifetime wage.  We suggest that this is consistent with the expectations of individuals approaching retirement who expect their retirement lifestyle to be consistent with their recent years, and not their lifestyle of some decades earlier.  In this respect, it is worth noting that the final pre-retirement salary for most individuals is in excess of the economy-wide average wage and therefore a final salary of 1.5 times the average wage may be a reasonable indicator of a final salary for many in the community.  A replacement rate of only 50% at this final salary level is likely to be considered inadequate by many.  However, as discussed below, circumstances vary greatly.
How much saving is enough to be adequate?

As suggested above, the level of adequacy cannot be answered definitively for all individuals.  Similarly, there is no single contribution rate that will meet the needs or aspirations of all Australians for their retirement income.

We would therefore stress that there is not one contribution rate or single figure for everybody.  We all have our own individual circumstances; our own investments or wealth outside superannuation; our personal health circumstances and longevity expectations; and our own partner and family relationships.  The system must contain flexibility to reflect these individual differences.

However, let us return to a more basic question that is relevant to Australia:  Is the SGC level at 9% sufficient to generate the minimum levels of retirement income that is suggested in Table 1?  

Of course, to answer that question, a long term model needs to be constructed and several assumptions needs to be incorporated.  Initially, we will assume the following:

· A male enters the work force at age 22 and retires at age 62, after 40 years of full time work;

· The employer pays an SGC contribution of 9% of salary, but the member makes no contributions;

· The superannuation fund earns 8% pa before tax, and there are reasonable insurance and administration fees deducted;

· Inflation is at 3%, with average wages growing at 4% and the individual subject to some promotional increases;

· The existing taxation rules apply including the 15% contributions tax, the surcharge, the tax on fund investment income and the tax treatment of annuities;

· The retiree purchases an indexed annuity on retirement, at a fair rate, which is better than the existing market rates;

· The age pension continues to be means tested and indexed to movements in average wages.

It is not suggested that this model is a perfect predictor of the future.  However, it will indicate, in broad terms, whether the current arrangements are consistent with the objectives set out earlier.

Table 2 shows the results for this assumed individual in respect of the retirement income arising from the age pension (Pillar 1) and the 9% SGC (Pillar 2).

Table 2: Gross retirement income from the age pension and superannuation

Final Year gross income
Retirement Income Objective from Table 1
Total gross retirement income (as % of gross final year income) 
Gross income from the Age pension 
Gross income from the SGC1

0.5 * AW
90%
78%
50%
28%

1 * AW
60%
54%
25%
29%

1.5 * AW
50%
45%
16%
29%

2 * AW
45%
41%
11%
29%

3 * AW
40%
32%
7%
25%

1
These percentages increase slightly as incomes rise due to the decreasing effect of charges but then fall at higher incomes due to the surcharge.

Table 2 suggests that in all cases the total gross retirement income arising from the current system will be insufficient to meet the minimum objectives set out in Table 1.

So what are the solutions to improve adequacy in the longer term?

Let us recall that there are only four potential sources of income to increase these levels of retirement income:

· Higher investment earnings

· Increased support from the Government 

· Higher contributions from the employer

· Contributions from the employee 

Investment earnings are critical to the final result but these cannot be predicted.  There will be volatility and the system should be sufficiently robust to withstand periods of high and low returns.  However high returns, similar to those that we have experienced in the last decade, cannot be assumed over the long term.

Clearly the Government can have a direct effect on the levels of retirement income received, both through the tax system and any contributions paid (such as the proposed one-for-one co-contributions).  Currently, the impacts of taxation are clear and with this in mind Table 3 shows the benefits of abolishing the existing 15% contributions tax and reducing the surcharge to 10.5% (as promised).  

Table 3: Retirement income with no contributions tax and surcharge of 10.5%

Final Year gross income
Retirement Income Objective from Table 1
Total gross retirement income (as % of gross final year income) 
Gross income from the Age pension 
Gross income from the SGC

0.5 * AW
90%
83%
50%
33%

1 * AW
60%
59%
25%
34%

1.5 * AW
50%
50%
16%
35%

2 * AW
45%
46%
11%
35%

3 * AW
40%
38%
6%
32%

Clearly these results are an improvement and provide income that is closer to the minimum objectives.  The major reason for the improvement is due to the abolition of the contributions tax thereby increasing the effective SGC contribution for most workers from 7.65% of earnings to 9% of earnings – a 17.6% improvement!

An alternative to the abolition of the contributions tax would be to combine a reduction in the contributions tax with a slight increase in the employer’s contribution.  Table 4 shows the results using an SGC contribution of 10% of earnings and a reduced contributions tax rate of 10%.

Table 4: Retirement income with SGC of 10%, a 10% contributions tax and surcharge at 10.5%

Final Year gross income
Retirement Income Objective from Table 1
Total gross retirement income (as % of gross final year income) 
Gross income from the Age pension 
Gross income from the SGC

0.5 * AW
90%
84%
50%
34%

1 * AW
60%
59%
25%
35%

1.5 * AW
50%
51%
16%
35%

2 * AW
45%
46%
11%
35%

3 * AW
40%
38%
7%
31%

These results are very similar to Table 3 but the improvement is now caused by a combination of a reduction in the contributions tax and a slight increase in the SGC.  This combination may reflect a more realistic outcome than improving adequacy by limiting the changes to either abolishing the contributions tax or increasing the SGC.

Finally, there is the possibility of contributions from the individual member.  After all, they are in the best position to understand their personal circumstances and to respond accordingly.  

It should also be stressed that the above results assume that:

· the employee will work full time; 

· the employee will work for 40 years and retire at 62; 

· that the fund earnings rate will be 8% pa; 

· that the member is a male, whereas females have, on average, longer life expectancies; and

· that the current mortality rates will only improve by a small amount.  

To highlight the importance of these assumptions, Table 5 shows the results for a female who works full time from age 22-30, half time from age 35-40 and retires at age 60, and the fund earns a gross rate of 7.5% pa.  To be consistent with Table 4, an SGC of 10% and a contributions tax of 10% will be assumed.  Not surprisingly, the total gross retirement income in this example is much lower than shown in the previous tables and highlights the shortcoming of relying solely on the SGC and the age pension for retirement income.

Table 5: Retirement income for the female example assuming an SGC of 10%, 

a 10% contributions tax and a surcharge at 10.5%

Final Year gross income
Retirement Income Objective from Table 1
Total gross retirement income (as % of gross final year income) 
Gross income from the Age pension 
Gross income from the SGC

0.5 * AW
90%
60%
50%
20%

1 * AW
60%
45%
25%
20%

1.5 * AW
50%
36%
16%
20%

2 * AW
45%
32%
12%
20%

3 * AW
40%
25%
7%
18%

This example also assumed that the individual would not be subject to full time employment though her career.  In view of changes in the Australian labour market, many of the assumptions assumed for Tables 1-4 will not hold for most people during the next 20, 30, 40 years.  There are very few individuals who will work full time for 40 years.  Fractured periods of employment, as well as periods of part time and casual work, will become the norm rather than the exception.  Hence considerable flexibility is needed within the system to support the wide range of individual circumstances.

Therefore we must encourage members to contribute and to participate in superannuation throughout their working career and not leave it to the last five or ten years of their full time career.  The effect of compounding is significant.

The Government can assist by introducing a rebate (tax refund) for member contributions.  We have witnessed a 30 percent rebate in respect of health insurance premiums together with the introduction of Lifetime Health Cover to encourage participation in private health insurance.  The policy was clear and there was a significant response by the population.  No such clarity exists in superannuation.  The next section describes the details of a focussed rebate for member contributions.

Tax refunds for member contributions

As outlined above, there is no single contribution rate that ensures an adequate retirement income for all, or even the majority, of Australians.  Personal circumstance vary considerably.  Hence, we must establish a flexible, but robust structure that encourages individuals to contribute in an appropriate manner and within reasonable limits.

Initially, it is suggested that members’ contributions from taxed income should receive a tax refund, up to a maximum contribution of $4,000 pa, which represents about 10% of the average wage.

However such an all encompassing refund for member contributions is likely to provide a financial benefit to some members who are already contributing.  In other words, it may be considered a ‘free kick’ without encouraging any behaviour change.  It is therefore suggested that the rate used for the refund should decline with age.  

For example, the rate could be 30% for those under 30 who contribute, 20% for those aged 30-39 and 10% for those aged 40-49.  Such a scaling approach has several advantages:

· It encourages saving amongst younger members thereby building a savings culture and pattern early in one’s working career; 

· It encourages savings at ages where it generally does not occur in the current system.  That is, it will encourage a change in behaviour and does not reward those who are over 50, many of whom are saving today; 

· It provides greater compensation for longer periods of preservation; 

· It limits the revenue cost to the Government;

· It provides some offset to the negative effects of the existing limits of Maximum Deductible Contributions for some younger members.

The flexibility within this rebate approach could be expanded even further.

Recently, the Assistant Treasurer, Senator Coonan has noted that:

“interrupted careers and fragmented work patterns inhibit women’s capacity to save for retirement”

It is therefore suggested that 50% of any unused rebate be rolled forward to future years.  Such a process expands the opportunity for those with fragmented careers but the reducing refund rate will also limit its ultimate cost and encourage contributions to be paid earlier and not later.

Conclusion
Addressing the adequacy question is critical to improve the efficacy of Australia’s retirement income system.  This submission recommends that:

· Clear objectives be established for Australia’s age pension and the SGC system.  The clarification of these objectives would enable other elements of the system to be developed such that better integration and a clearer direction is established.

· The contributions tax be reduced from the current 15% rate to 10%.  This tax rate was not reduced when the GST was introduced thereby providing a relative disadvantage for superannuation when compared to other forms of savings and expenditure.

· Consideration be given to a slight increase in the SGC rate over the next three years.  

· Member contributions be encouraged through the introduction of a tax refund, where the rate reduces by age and permits some catch up, for those who have been unable to contribute for any reason.

It is also noted that these changes could be introduced within the current system and would not generate any transitional problems.

The combination of these measures, with increased contributions by the employer and members and reducing taxation from the Government will ensure that there is a significant improvement in the adequacy of the income received by retired Australian from the total retirement income system.  

For further comment on the above submission please contact Dr David Knox on (03) 8603 3919.
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