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Annex  C


The surcharge and defined benefit schemes

Introduction

It is well known that the surcharge has many difficulties when applied to defined benefit schemes.  Fundamentally these difficulties are because the characteristics of an annual tax based on contributions is inconsistent with the features of a defined benefit scheme.  The difficulties are many but include the following:

· The surcharge is based on “the actuarial value of the benefits that accrued to, a member of a defined benefits superannuation scheme” for the financial year.  Whilst a number of the actuarial assumptions required in the calculation of the surcharge are set out in the regulations, there are many assumptions which will vary from scheme to scheme, in light of each scheme’s actual experience (e.g., mortality and disability rates, retirement experience, pensioners etc).  In addition, in some cases, an actuary may deem it appropriate to make assumptions in respect of a group of members whereas in other cases, an actuary may make particular assumptions relating to each individual.  Different answers will result.  Examples of such variation could include assumptions relation to the payment of pensions which are related to marital status and dependants.  This reliance on actuarial assumptions that may vary between schemes means that two individuals who are otherwise identical, but members of different schemes, will be subject to different surcharge amounts.

· Most defined benefit schemes have established a surcharge offset account (i.e. a negative defined contribution account) that is debited each time a surcharge amount is paid.  As the standard industry practice is that these offset accounts increase with the fund’s actual earning rate, it is possible for these accounts to exceed 15% of the employer-funded benefit at retirement.  Section ** of this submission highlights this problem, which has also been accepted by the Australian Tax Office and the Assistant Treasurer as an unresolved issue.

· The fact that, in almost all cases, the actuarial value of the benefits are deemed to increase with age even though individual members may receive the same benefit.  This problem is further explained in the following Section of this submission.

· Contributions actually paid in a particular year by the employer bear no direct link to the benefits received by the member for that year of service.  For example, one employer may be subject to a contribution holiday due to the presence of surplus in the scheme therefore make no contributions, possible for several years. However, the individual members in the scheme remain subject to the surcharge.

The impact of age on the surcharge for defined benefit members

As the surcharge is based on the “actuarial value of the benefits that accrued” in the particular year it is appropriate to assess the major factors that will determine this actuarial value.  These include:

· The amount of benefit payable on retirement, death, disablement or resignation, which are often related to 

· a benefit scale;

· years of service; and 

· salary.

· The eligibility conditions in respect of these benefits;

· The individual’s age, gender and service;

· Assumptions relating to the groups of members as a whole, including:

· The discount rate used to value the benefits in present value terms ;

· Expected rates of future salary increases; and

· Expected rates of retirement, death, disability and resignation.

A common result of this approach is that the actuarial value of the benefits accrued in a particular year increase with the member’s age.  The major reason for this outcome is that it is expected (on average) that as one gets older, one is getting closer to the receipt of the benefit, say on retirement.  Hence an accrued benefit of 15% of this year’s salary is deemed to have a higher present value for a 55 year old than for a 35 year old.

However, is this fair?  After all, the major assumptions reflect expectations of the future for the group of members “as a whole” and will not reflect future individual experience. 

A worked example

Let us consider a particular defined benefit scheme where members contribute 5% of salary and the lump sum benefit is:

18% of the member’s final average salary (FAS) for each year of completed service.

That is, after 10 years service, the member will receive 1.8 (18% * 10) times FAS.

This formula is used for all retirement after age 55.

If the member leaves before age 55, the benefit is reduced by 1% for each year prior to age 55.  Hence if the member retires at age 50 after 10 years service, the benefit is 

1.8 * 95% * FAS.

Let us now consider 3 individuals who each work for exactly 10 years each but commence at ages 30, 40 and 50 respectively.  We will also assume that they experience identical salaries over the 10 years and that they are subject to the full 15% surcharge throughout.  The results in Table 1 assume that the fund will earn 8% pa and that salaries will increase by 4.5% pa, consistent with surcharge regulations.  Table 1 shows the net result for each member.

Table 1: The results for 3 members using standard assumptions

Entry Age
Retirement Age
Final benefit
Value of Member’s contributions
Surcharge account at end of 10 years
Surcharge Reduction as % of employer funded benefit 

(1)
(2)
(3)
(4)
(5)
(6)

30
40
1.53 * FAS
0.632 * FAS
0.054 * FAS
  6.0%

40
50
1.71 * FAS
0.632 * FAS
0.107 * FAS
  9.9%

50
60
1.80 * FAS
0.632 * FAS
0.175 * FAS
15.0%

Notes

1 The entry age

2 The retirement age, 10 years after entry

3 The retirement benefit reduced by 1% for each year prior to age 55

4 The value of the accumulated member’s contributions, which is the same for all, as they have experienced the same salary movements

5 The surcharge offset account at retirement, expressed in terms of the member’s final average salary.  It represents the accumulation of each year’s surcharge, at the fund’s earning rate.

6 The surcharge reduction is the surcharge account divided by the employer funded portion of the benefit, which is Col (3) – Col (4). 

Conclusions

There are several key conclusions that can be drawn form these results.

1 The surcharge account increases with the age of the member even though each member’s salary experience and accrued benefit has been identical.  This result is due to the actuarial assumptions mentioned above which means that, on average, the present value of a year’s accrued benefit increases with age.  

2 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.  That is, older members in defined benefit schemes are subject to larger benefit reductions due to the surcharge than younger members.

3 The reduction in the benefit due to the surcharge is exactly 15% of the employer funded benefit at the normal retirement age of 60.  This is to be expected as the actual experience matches the assumptions.

An important variation

Table 1 showed the result assuming the scheme’s investment and salary experience exactly matched the assumptions used to calculate the surcharge.  Table 2 shows the results if the scheme earns 9% pa (up 1%) and the salary experience is 3.5% pa (down 1%).

Table 2: The results for 3 members assuming different scheme experience

Entry Age
Retirement Age
Final benefit
Value of Member’s contributions
Surcharge account at end of 10 years
Surcharge Reduction as % of employer funded benefit 

(1)
(2)
(3)
(4)
(5)
(6)

30
40
1.53 * FAS
0.689 * FAS
0.058 * FAS
  6.9%

40
50
1.71 * FAS
0.689 * FAS
0.115 * FAS
11.3%

50
60
1.80 * FAS
0.689 * FAS
0.189 * FAS
17.0%

These results confirm the age effects shown in Table 1.  That is, older members are subject to a relatively higher impact than younger members.

However, in addition, these results show that the final surcharge account can easily exceed 15% of the employer funded benefit.  In this case, it reaches 17% for the 50 year old entrant.  An even higher percentage reduction would occur with higher investment earnings.
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