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Introduction.

The Society of Superannuants (SOS) requests a review of existing surcharge tax legislation, as this unpopular impost has unintended consequences that adversely impact on many Surchargeable Australians. Although it is frequently acknowledged by the financial planning industry that an adequate retirement income is 60% of pre retirement salary; (an income level consistent with typical public sector pension design); The bewildering imposition of this front end, mid life tax, has compounding, inequitable/discriminatory outcomes that threaten the sustainable adequacy of self-funded retirees by reducing their expected post retirement income to less than the community standard.

Previous AIPA Submission.

In August 1999, The Australian and International Pilots Association (AIPA) made a submission to The Senate Economics Legislation Committee contending that existing surcharge tax legislation unintentionally conferred a significant benefit on defined benefit (DB) superannuation funds to the detriment of the members of those funds. (This submission is attached as Annex A) It is unfortunate that the Senate Select Committee at that time appears not to have understood the gravity of this inequity as it concluded; “The Government is not convinced it would be appropriate to legislate in the manner suggested”.

AIPA Identified Solution.

After the above anomaly was made known to the Australian public on the front page of The Australian Financial Review in July 2001, further representation to Minister Rod Kemp resulted in reconsideration of the anomaly by The Australian Taxation Office. The ATO has now acknowledged that the AIPA identified irregularity has; “real potential for significant inequity”. In response to renewed AIPA/SOS representation, Minister Helen Coonan has now asked the ATO to cost the budgetary impact of implementing the AIPA identified solution. AIPA’s solution was developed in consultation with Dr. David Knox of  PricewaterhouseCoopers and is attached as Annex B to this submission as “A preferred Option to handle the Surcharge in Defined Benefit Funds”.
Inequitable Taxation of DB Member Contributions.

It is clearly shown in figure 2 of Annex B that when the 30 year rolling investment returns of a typical hybrid DB fund exceed 9%; (ASFA published 30 year rolling returns for balanced funds over the last 40 years exceed 11.7% fund earnings rate for any 30 year rolling period), the member funded undeductable contributions plus investment earnings can approach 80% of the members retirement benefit. That is, the sponsoring company will have contributed around 20% of the members benefit. In effect, a member’s final promised benefit has been achieved primarily through fund investment earnings on the members after tax contributions.

The effect of levying surcharge tax on “legislation deemed” employer financed benefits is to levy surcharge tax on what can effectively be the investment earnings of the fund. When a DB fund is in surplus, the net effect is to impose surcharge tax on investment earnings derived primarily from current assets and member contributions. In the case of accumulation schemes, such earnings can not be subject to surcharge tax. 
How the Surcharge discriminates by Age.

In the course of developing the AIPA preferred solution it became clear to the author that the application of surcharge tax to defined benefit funds could be both inequitable and discriminatory.  At the request of the SOS committee, Dr. Knox was asked to demonstrate how Notional Surcharge Contribution Factor (NSCF) assumptions, i.e. hypothesis that are promulgated by government authority and used by a fund’s actuary result in surcharge tax assessments that vary entirely because of an age difference between otherwise identical taxpayers. This report (attached as Annex C) concluded:

· The surcharge account increases with the age of the member even though each member’s salary experience and accrued benefit has been identical; and

· The effect of the surcharge in reducing the final benefit increases with the age of the member, even allowing for the reduced benefit that is received on earlier retirement.

It should be noted that the above age discriminatory treatment is further problematical because the actuarial calculation of the surcharge tax is based upon a member’s promised retirement benefit and not the member’s fully vested benefit in the year the tax is calculated. In a defined benefits fund, current legislation requires that the member pay surcharge tax calculated on their promised retirement benefit and not their existing, discounted withdrawal benefit for the year the surcharge tax is levied. Should they retire before the date assumed by the actuary, members will have been overtaxed, when compared to accumulation fund members, who are in all other respects identical. 
Legal Opinion on Age/Sex Discrimination.

Given that it had been reliably determined that the quantum of surcharge tax payable by defined benefit fund members is subject to age variation, the SOS committee requested Mr. Noel Davis of Mallesons Stephen Jaques to determine whether or not superannuation surcharge legislation conflicted with either age or sex discrimination laws in Australia. (This determination is attached as Annex D)

Inappropriate Age Discrimination in Defined Benefits.

The report form Mallesons Stephen Jaques concluded:

· NSW anti-discrimination legislation prohibits age discrimination;

· Although not yet enacted, Federal Government age discrimination legislation is expected to be introduced into the Federal Parliament late in 2002;

· It is discriminatory for a greater amount of tax to be imposed on older people because they happen to be setting aside or accruing a greater amount for their retirement, in any particular year, than are younger people and;

· This is not a proper basis for fairly distributing the tax burden.

Surcharge Tax Sex Discrimination.

The Federal Sex Discrimination Act prohibits discrimination against a person on the grounds of that person’s sex. Although not specifically limited to the application of surcharge tax to defined benefit funds, the report nevertheless noted:

· “Women often interrupt their working lives in order to raise children. By imposing surcharge tax on catch up contributions, that might never have been imposed if catch up contributions were unnecessary, it is discriminating against women on the basis of their sex”. The imposition of surcharge tax serves to exasperate an already inadequate retirement savings dilemma.
ASIC Opinion regarding surcharge offset accounts.
In that the AIPA submission of 1999 identified and had confirmed by Minister Kemp; “There is no express provision in the Surcharge or SIS legislation for fully funded defined benefits funds to set up surcharge offset accounts as a mechanism for collecting and paying the surcharge tax”, the SOS committee requested that the inequitable outcome of this practice be reviewed. The Australian Securities and Investment Corporation (ASIC) has undertaken to; “determine the acceptability of fully funded DB schemes maintaining surcharge offset accounts”. SOS has been advised that this determination is awaiting APRA expert advice.

SOS Contends.

· Levying of surcharge tax on employer financed benefits can be inequitable because those private sector DB funds enjoying a contributions holiday are no longer making company contributions. As identified in the AIPA suggested solution, surcharge tax for fully funded DB schemes can be limited to 15% of actual employer deductible contributions but in unfunded DB schemes, it is not possible to accurately determine the notional proportion of employer contributions. 

· Actuarial NSCF calculations inequitably impact on DB fund members when compared to accumulation fund members because inappropriate averaging assumptions are used, and also because the tax is levied on intangible promised benefits
· For females, surcharge tax indiscriminately further reduces their retirement savings as a result of  a  woman's typical broken-employment pattern;

· Existing use of fully funded DB surcharge offset accounts has real potential to result in significant inequity when credited earnings rate interest is charged; and

· There is no express authority in law for fully funded DB schemes to set up surcharge offset accounts.

The compound effect of the above discriminating inequities is to severely threaten the retirement savings of surchargeable Australians.

SOS Suggested Solution.

· Given that surcharge tax conflicts with age and gender anti discrimination legislation and DB schemes have numerous long-term problematic anomalies, the tax should be rescinded in its entirety for reasons of equity.

SOS Immediate Alternative.

In that the above solution may not be possible without extensive due diligence, SOS suggests the following interim alternative:

· Surcharge tax within fully funded defined benefit schemes should only be payable on actual employer contributions made. In the private sector, this can be calculated by the fund when the member receives their final superannuation benefit. The AIPA identified solution can limit each individual's surcharge account to 15% of their actual employer contributions plus appropriate interest. In unfunded public sector schemes, taxing unfunded employer contributions has insoluble problems that call into question the conceptual validity of the tax. Immediate action to implement the AIPA identified solution to prevent the inequitable application of credited earnings rate, as the interest rate charged on surcharge offset accounts, is required.

All affiliated industrial associations of SOS would like to thank Australia’s Federal Senators for the opportunity to make known their members concerns and trusts that the issues raised will be given due consideration. It is to hoped that these long outstanding member concerns will be resolved and anomalies/inequities determined in favour of the many hundreds of thousands of affected Australians whose professional associations founded the Society of Superannuants. For more information on related surcharge tax issues, interested parties are invited to visit: www.sosaustralia.com.

Prepared by;

Captain Ian Woods, BEc,

President,

Society of Superannuants. 
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