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issues raised

The issues raised by the Actuaries Report can perhaps best be addressed by posing and answering six questions:

1. Does the ASFA target retirement income of $30,000 represent a reasonable target?

2. Should gross income or expenditure replacement rates be used for assessing adequacy?

3. What is the best way of deflating nominal future values of consumer expenditure?

4. Will material standards of living of the retired improve over time?

5. Has ASFA misled the Committee on Treasury modelling?

6. Does Treasury have other technical comments on the Actuaries Report?

Further details on differences between Treasury and ASFA modelling are presented at Attachment A.

Does the ASFA target retirement income of $30,000 represent a reasonable target?

The ASFA $30,000 target has been derived from ANOP Opinion Polling which reportedly showed that 70 per cent of non-retired respondents indicated that an income of at least $30,000 per year would be necessary in retirement, with 30 per cent wanting at least $50,000.

Previous analysis by RIM has shown that Retirement Intentions data from ABS surveys are considerably higher than actual retirement incomes.  The perception of retirement incomes, by workers, and particularly younger workers, is generally not realistic.  An opinion survey of the perceptions of adequacy by the current retired would be more useful than the perceptions of people well away from retirement. 

The Institute of Actuaries (IAA) Report correctly notes that the ASFA preferred target retirement income of $30,000 would currently represent an 88 per cent replacement rate – which they consider to be considerably higher than ‘generally accepted perceptions of appropriate retirement income targets’.  Treasury notes that the ASFA target would represent a replacement rate of expenditure of 114 per cent for a person on median earnings. 

The $30,000 estimate is impractical and methodologically flawed.  There is no reason to use it as indicating a potential policy target.

As we noted in our submission, optimal replacement rates are likely to depend on individual circumstances.  For many people a $30,000 income in retirement is unlikely to be optimal.

Should gross income or expenditure replacement rates be used for assessing adequacy?

The IAA Report uses replacement rates of expenditure, as does the Treasury submission to the Committee and RIM work on adequacy since 1994.  Treasury endorses the IAA conclusion that replacement rates are more robust than dollar measures of retirement incomes, and should be preferred.  The replacement rate relates expenditure in retirement to expenditure while earning wages, and it is not necessary to use wage-deflated estimates to do this. 

Some submissions to the Committee have suggested that gross income replacement rates may provide suitable measures of adequacy.  However comparing gross retirement incomes (and drawdowns on assets) to gross pre-retirement wages does not take into account significant differences in taxation before and after retirement.  These differences include the reduction in average tax rates in retirement and the value of the Senior Australians Tax Offset or the Pension rebate.  These differences in the effective average tax rate mean that gross incomes do not reflect the differences in standard of living pre and post retirement, having significant downwards bias.  Replacement rates based on expenditures, as used by the IAA and RIM, are preferable.

What is the best way of deflating nominal future values of consumer expenditure?

Given that replacement rates based on expenditure are the preferred measures of the Treasury and of the IAA, the issue arises as the best way to deflate future estimates of retirement spending and working life spending.  The Treasury submission to the Committee took the view that the best deflator for consumer expenditure is the Consumer Price Index.

Consumer price index deflation allows improvements in real spending power to be presented as dollar values.  Changes in real disposable income and real spending are standard measures of the material standard of living.

Wage deflation does not allow improvements or drops in spending power and living standards to be shown.  The preferred approach of the Institute of Actuaries and ASFA is to say that full rate pensioners in the future will not have higher standards of living than full rate pensioners now.  The effect of wage deflation is to eliminate any real growth in the pension from the Government’s legislation which indexes the pension to the higher of MTAWE or the CPI.

If workers generally were to experience a drop in real wages, their standard of living, as measured by the IAA and ASFA approach, would not fall.  Many in the community would disagree with such an interpretation.

Will material standards of living of the retired improve over time?

The Treasury submission use of CPI deflated spending estimates show that the standard of living of the retired, including full rate pensioners will improve over time under current policy.  The retired will be able to afford a higher quantity and quality of goods and services.

The method of ASFA and the Institute of Actuaries is incapable of showing the improvement in living standards of full-rate pensioners.  If anything, a wage deflated projection would show a slight decline, because the supplement to the pension is CPI indexed. 

The Treasury submission projects that the standards of living of the aged retired as improving over time, as measured by both real spending power and replacement rates.  This result is an outcome of current policy.

The Committee’s Report may wish to note the finding that the standard of living of the retired is expected to improve.  This is similar to the InterGenerational Report’s finding that the standard of living of the general population is also projected to continue to improve.  This, of course, reflects the general perception that material living standards for communities tend to improve over time (basically with rising productivity).

Has ASFA misrepresented Treasury modelling?

The Institute of Actuaries Report in most cases correctly represent RIM’s approach to modelling hypothetical retirement income cases.  The Report and Attachment A to this response show that the implications of ASFA suggestions to the Committee and the Press
 are wrong.

The IAA Report and Attachment A show that ASFA’s retirement incomes are higher than Treasury when measured in the same prices.  The IAA Report found it necessary to recalculate all of ASFA numbers from their own model before presentation.  In particular the claimed salary base of $40,000 was replaced with $44,746.  Attachment A details the differences between RIM methodologies and those used by ASFA; clearly showing that ASFA methods are ill-conceived.

Does Treasury have other technical comments on the Actuaries Report?

In the myriad of details, the one technical correction which RIM would like to make is that fund administrative and group insurance fees in RIMHYPO are indexed to the CPI, with the result that current values are $2.52 per week in 2002-03 dollars per account.  RIM has not checked the calculations in Table 3 of the IAA results.  We note that RIMHYPO pension factors are actuarially fair given RIM projections of life expectancy.  Current market rates are biased to counter selection by retirees with significantly higher life expectancies.  We would be interested in any actuarial projections of life expectancy bias of annuitants over the next forty years.

Attachment A

Comparison of RIM methodology of projecting the retirement income for hypothetical individuals with that used by ASFA.

The differences between ASFA and RIM methodology for projecting the retirement incomes and replacement rates of hypothetical individuals include:

· Differences in the general approach;

· Differences in the deflators of retirement expenditure expressed in dollars;

· Claimed differences in the calculation of whole of life annuities;

· Differences in the projection of pensions;

· Differences in the projection of tax scales;

· Differences in the projection of seniors’ rebates.

Differences in the general approach

ASFA has not presented the detail of any hypothetical modelling it has done.  There is no breakdown of the pension and taxation amounts – unlike the RIM analysis in the submission to the Senate Select Committee on Superannuation.  

We can gather some idea from the second and third submissions to the Senate Select Committee Inquiry.  Page six of the second ASFA submission says that to model a thirty year case, ASFA pretends that the Superannuation Guarantee began in 1972 and retires the individual in 2002 at age 65.  ASFA only looks at policy settings in the first year of retirement.

In contrast, for a thirty year case RIM starts their individual in superannuation in 2002 and retires them at age 65 in 2032.  RIM’s methodology projects current policy settings into the future, with some key parameters being:

· 4 per cent wages growth and 2.5 per cent Consumer Price index growth;

· indexation of the base Age Pension to the higher of wages growth or CPI growth;

· indexation of the taxation scales to the CPI;

· a long term accumulation fund earning rate of 7 per cent (net of investment fees) ;

· an effective tax rate of 7 per cent on fund earnings which allows for the value of imputation credits and the non-realisation of capital gains;

· an income stream fund earning rate of 6 per cent (net of ongoing fees), with a 4% entry fee; and

· increasing life expectancy, according to the age and year of retirement.

RIM’s approach captures the increase in the real value of the Age Pension each year (a key feature of Government policy) whereas ASFA’s does not.  RIM presents results for the first year and all year of retirement in order to reflect the changing effects of the income and assets tests as capital is drawn down.  ASFA use a first year pension calculation for an annuity in order to avoid modelling retirement incomes across all of retirement.

RIM calculates replacement rates based on expenditure, and until recently, ASFA has agreed with this approach.  ASFA now prefers replacement rates based on gross income, which do not take into account the reduction in average tax rates in retirement and the value of the Senior Australians Tax Offset or the Pension rebate.

Differences in the deflators of retirement expenditure expressed in dollars

The major differences are in the way future values are converted to current values and in the way tax pensions and tax scales are indexed.

Treasury deflates future values of expenditures and incomes using the Consumer Price Index.  This is consistent with most Government reports (such as that on the New Tax System and the former Labor Government’s Saving for our Future) which measure private living standards in terms of real spending power.  This is also consistent with research reports which deal with trends in the standards of living of the aged, such as NATSEM’s recent report Trends in the Incomes and Assets of Older Australians.

ASFA has indicated that it effectively deflates results by wages.  The effect is to eliminate any real growth in the pension from the legislation which indexes the pension to the higher of MTAWE or the CPI.  In other words, if pensions increase faster than prices because of wages growth, the ASFA estimate of retirement expenditure would not increase. Another effect may be to remove the real growth in private contributions as wages rise from the analysis.  ASFA usually presents its wage deflated estimates alongside statements about the basket of goods and services that retirees will be able to afford – this discussion clearly requires a CPI deflated estimate.

The Treasury has taken the view that real expenditure is the best measure of spending power and private living standards, while the replacement rate of real expenditure is the best simple comparison of the standard of living in retirement to that during working life.  RIM’s preferred measure compares the average annual retirement expenditure to that in the last year of pre-retirement expenditure.  This means, for example, that if a retiree benefits by wages growth boosting his or her pension income, Treasury’s replacement rate estimate would increase as that person is now able to consume more goods and services in retirement both in absolute terms and also relative to what they were able to consume pre-retirement.  In contrast, ASFA’s replacement rate would not increase as retirement income is deflated by wages. 

ASFA’s estimate of $19,000 in 2001-02 wage deflated dollars (for a 2032 retirement) equates to an estimate of $29,379 in real CPI deflated 2001-02 dollars if the CPI  growth is projected at 2.5 per cent per year and annual wages growth is 4.0 per cent
.  This amount can be contrasted with RIM’s estimates of $28,308 for the real first year retirement expenditure of a single person earning Average Weekly Ordinary Time earnings during working life who contributes to superannuation for 30 years.  The hypothetical person has a life expectancy of 83 at retirement, and takes their benefit as a whole of life pension.  

This example suggests that the main difference is deflation.  The results suggest similar Age Pension and private annuity calculations.

The other thing to note is that ASFA’s real retirement income for the first year is higher than RIM’s.  Any implication that the Treasury methodology gives overstated results compared to ASFA is wrong.

RIM calculates a replacement rate 60 per cent for the first year of retirement to the last year of working life, while ASFA’s numbers imply a 61% replacement rate of expenditure.
  ASFA’s calculations are again higher than the Treasury’s.

Claimed differences in the calculation of whole of life annuities

The whole of life annuity calculations in the Treasury submission involve 4 per cent fees where ASFA claims that there are none.

The rate of return of the annuity is the long term bond rate of 6 per cent whereas ASFA claim it is 7 per cent.  Richard Gilbert from IFSA testified that 5 or 6 per cent was an appropriate rate.

The whole of life annuity calculation uses a ten year guarantee period, and life expectancies based on the age and year of retirement.

ASFA’s claims that the Age Pension makes up too high a proportion of RIM’s projected retirement expenditure, is inconsistent with its claim that RIM’s annuity factors are too generous, given that the real value of ASFA’s retirement expenditure is higher.

Differences in the projection of pensions

As already noted, RIM indexes pensions to the higher of wages or the CPI.  The Treasury submission notes that there has been an average 1.19 per cent real growth per year in the value of the single Age Pension since 1996.  A single Age Pension is currently $11,118 per year.  The real value in 2032 of a full rate single Age Pension is projected to be $16,923.  ASFA claims that it is not appropriate to increase the real value of the Age Pension in line with the current government’s legislated policy.

RIM indexes thresholds in the incomes and assets tests with the consumer price index, which is current policy.  ASFA effectively assumes that these thresholds are indexed with wages.

Differences in the projection of tax scales

ASFA’s press release of 5 August claims that by indexing the tax scales to CPI, the Treasury submission is misleading.  RIM has redone the analysis using AWE indexed tax scales and found that the replacement rate was unchanged at 63 per cent and that real average retirement expenditure increased by $2,162.

The Table A presents the comparison of the components for this analysis.

Replacement rates for other cameos vary up to a few percentage points, not the ten percentage points claimed by ASFA.

Table A: Calculation of Replacement Rates with CPI and AWE indexation of the Tax Scales
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CPI Indexation 

of Tax Scales

Wage Indexation 

of Tax Scales

Final Salary

67,615

67,615

Final Tax

20,127

16,364

Final Expenditure

47,488

51,251

Avg Salary

55,227

55,227

Avg Tax

14,527

13,203

Avg Expenditure

40,700

42,024

Retirement

1st pension

16,717

16,717

Avg Pension

18,208

18,208

Private Drawdown

14,558

14,558

1st yr Expenditure

28,308

30,806

Difference

Avg Expenditure

30,113

32,275

2,162

1st Tax

2,966

468

Avg Tax

2,653

491

Replacement Rates

Avg Retirement 

Expenditure

Avg Working 

Life 

Expenditure

74%

77%

Avg Retirement 

Expenditure

Final Working 

Life 

Expenditure

63%

63%

First Year 

Retirement 

Expenditure

Final Working 

Life 

Expenditure

60%

60%


Differences in the projection of seniors rebates

In Mr Gallagher’s evidence to the Senate Select Committee on 19 July (p503) he points out that while the Senior Australians Taxation Offset is not indexed, its value as a seniors rebate is exceeded by the Pension and Low income Seniors rebate after about 15 years.  Tables B and C show the significant effect on tax paid in retirement of this rebate for the cases in Table 2 of the Treasury submission.  ASFA claims that this rebate has very little effect in the Treasury analysis.

Table B:  Real Value of Seniors Tax Offset for modelled cases
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Retire Age

Career

AWOTE

1st Year 

Rebate

Avg Rebate 

over 

Retirement

Male

65

40

1

2,210

2,817

Male

65

30

1

2,060

2,835

Male

65

25

1

1,969

2,895

Male

65

40

0.75

2,062

2,835

Male

65

30

0.75

1,953

2,913

Male

65

25

0.75

2,136

3,016

Female

65

30

1

1,379

2,263

Female

65

30

0.75

1,761

2,613

Broken Female

65

35*

1

1,485

2,361

Broken Female

65

35*

0.75

1,858

2,693

Couple

65

40**

1

1,316

2,076

Couple

65

40**

0.75

2,128

2,819

* Indicates 25 years full-time and 10 years part-time

** Male has 40 years in workforce, female has 24 years full-time and 10 years part-time


Table C:  Impact of the Senior Australians Tax Offset on Rebate Calculations
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Scenario

Retire Age

Career

AWOTE

Submisssion 

Modelling

No Rebate

Male

65

40

1

73%

67%

Male

65

30

1

67%

61%

Male

65

25

1

63%

57%

Male

65

40

0.75

78%

71%

Male

65

30

0.75

72%

64%

Male

65

25

0.75

68%

60%

Female

65

30

1

62%

57%

Female

65

30

0.75

72%

65%

Broken Female

65

35*

1

63%

58%

Broken Female

65

35*

0.75

73%

66%

Couple

65

40**

1

53%

51%

Couple

65

40**

0.75

60%

56%

* Indicates 25 years full-time and 10 years part-time

** Male has 40 years in workforce, female has 24 

years full-time and 10 years part-time


� See ASFA Press Release of 5 August, ASFA Supplementary submission, ASFA evidence of 8 August.


� $29,379=19,000*(1.04^30)/(1.025^30)


� Someone below Age Pension age on $40,000 will pay $8980 in tax and there will be no tax for a senior on $19,000 this year.  So the ASFA replacement rate is $19,000/$31,020  = 61.25%. 
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