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1. Overview

1.1. Goals of this Inquiry

The Inquiry hasthe goal of encouragingsuperannuationsavingsfor theseyoungerAustralians.Clearly
stmplificationof the superannuationregimeandbettercommunicationwith membersareneededas
peoplewon’t savemoreunlesstheyareconvincedit is in their own intereststo do so.

We considerthatthe Inquiry alsoservestheusefulpurposeof reviewingprogresswith our three-pillar
retirementsystem. We assumethatthebasicstructurewill remainas it appearsto be universally
supportedby governmentandmost stake-holders— andregardedinternationallyasagood structure.
Nonetheless,therearemanyareaswhichcould beimprovedandoursubmissioncommentsspecifically
on the following matters:

• Simplificationof superannuation;

• Retirementincomeproducts;

• Integrationwith socialsecuritypensions;

• Taxation;

• Encouragingadditionalcontributions;

• Role of insurance;

• Roleof educationandfinancial advice;and

• Particulardifficulties facingwomen.

One of the advantagesof reviewingpublicpolicy for thisgroupis thetimeavailableto implementany
changessuccessfully. Improvementsmadetodaycanmakeareal differenceto the retirementliving
standardsof this generation. In theinterestsof simplicity, somechangescouldbeappliedtothe whole
superannuationsystemwhereasotherswouldbemoredifficult to apply to oldermembers. Hence,some
of our recommendationsareuniversalwhereasothersshouldbelimited to thoseunder40.

In addition,the Inquiry canalsoreviewtheissuesof inter-generationalequity whichwere highlightedin
Treasury’sInter-GenerationalReportissuedas partof the2002Budgetpapers.

1.2. Structure of Retirement

Twenty yearsago,only 40%of the Australianworkforcebelongedto a superannuationfund andmany
were membersof generousdefinedbenefitschemes.However,manyAustraliansaboveage40 today
hadno superannuationfor someof their career.Thosejoining anindustryfund in the mid 1980’s,
would havereceivedanemployercontributionof only 3% of salaryuntil 1992. At thattime, the
SuperannuationGuarantee(SG) systemwas introducedandis now nominally setat9%of salary,but
this equatesto 7.65%after tax within thefund (which is 15% of theemployercontributions).Hence,
manyolderAustralianshaveinadequatesuperannuationsavingsandnot muchtime left toaddressthe
situation.
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Theposition for youngerAustraliansis better. Accordingto APRA, in April 2005,90% of all
Australianemployeesarenow membersof superannuationfunds. Mostof thoseunderage40 havehad
employersupportsincetheyjoinedthe workforce (evenif SG contributionshavebeenatlow levels for
someyears),andthoseunder21 will enjoyatleast9% SGsupportthroughouttheircareer.This near
universalcoveragemeansthat all Australianshavebecomemoreawareof superannuation.

Despitethe improvedfinancial preparationfor retirementof youngAustralians,thisgenerationwill still
besubstantiallydependenton governmentAge Pensions.Treasury’sRIM modelanalysiswas usedto
preparethe Inter-generationalReportaspartof theMay 2002Budgetpapers. Its analysisshowedthat
by 2042,whenmanyof thoseunderage40 todaywill haveretired,Australiawill haveapproximately10
million retireesagedover65 and55% of theirincomewill still be from Governmentfundedpensions.
Clearly, currentretirementpolicies will not beeffectivein makingthemajority of Australiansself-
sufficientin retirement.

1.3. People under 40

Thepopulationunderage40 spanstwo generationsof Australiansandit is adiverseheterogeneous
group. It is true thatmost of this groupare in theprocessof buildingassetsoften throughaccumulating
debtsuchas mortgagesandthey arein thefamily formationyears.Of course,thetiming fluctuates
according#othe differentcircumstancesof thesepeople. As a largenumberof peoplehave significant
andimmediatecommitments,suchassavingor payingoff ahome,raisingafamily or evenbeginning
theirown business,mostof this generationgiveslong-termsavingsalow priority.

While their individual circumstancesvary widely, thisgroupdoeshavemanycharacteristicsthat
differentiatethemfrom olderAustralians:

• Mostof this cohort will haveafull careerwheretheir employerswill makecompulsory
superannuationcontributionsat9%of their salaries;

• Throughouttheir working lives, theywill be wealthier(onaverage)thantheir parentsandmanywill
inherit their parents’estatesshortlybefore their ownretirement;

• Thecohortis moreintelligent thantheir parentsandshouldbehealthier,so longascontinued
attentionis paidto negativetrendssuchasobesity;

• On average,they will live longerthanpreviousgenerationsof Australiansandthis will impacton
the timing of their retirementandthe savingstheywill needto accumulate;

• Most will belongto accumulationfundsand,unlikedefinedbenefitfunds,this meansthatmembers
bearall the keyrisks including:
,. Picking asuitablefund (which will usuallybean industryfund or mastertrust asmost

employersno longermanagetheir own superannuationfund);

~ Determininghow much insurancetheyneedfrom timeto time;

~- Selectinganappropriateinvestmentstrategy;

~ Determiningthe level of contributionsto makeeachyearto ensurean adequateaccumulationat

retirement;

~ Planningthetiming of retirementgivenuncertainlongevityin retirement,unknowncosts
(particularlyhealthandagedcare)whichwill beincurredin retirement,andthe generallack of
suitableretirementproducts;and



• Over thenext few years,mostyoungAustralianswill selectasuperannuationfund whichthey will
keepthroughouttheir working life andinto retirement.Somepeopleenteringthe workforcetoday
will stayin their fund foraconsiderablel~ngthof time.

Almost all youngAustralianswill needassistanceto work their way throughtheseissues.Mostcannot
or will not pay for financialadvicewhile theyareyoung,so theywill rely on their superannuationfund
to steerthemthroughacomplicatedlandscape.Somewill takeinformal advicearoundthefamily
barbequeor officecanteen,sotheirdecisionswill not alwaysbemadeon soundprinciples.

For many,savingis mademoredifficult by variousfinancialdemandsrequiring immediate
consumption.We live in a world whereyoungerpeoplehavegrownup in an increasinglymaterialistic
societywith successoften measuredby sizeof incomeor assets.Manypeoplestriveto do well by
buying largehomes(usinglargemortgages)andeveryonestrivesto buy the latestappliancesandto go
on overseasholidays.

In this environment,it is difficult to encourageyoungpeopleto divertsomeof their incomeinto
superannuationsavings. It is easytodemonstratethat savingearlymakesahugedifferencelaterin life
but lesseasy,to getpeopleto makethe necessarysacrificesnow!

Further,unforeseenpersonalsetbacks,particularlydivorce,haveasevereimpacton savings.This
makesit evenmore importantto saveearlywhile thereis time to build abufferagainstmisfortuneslater.

1.4. Variability of Retirement Benefits

Beforewecan encourageanyoneto savefor retirement,weneedto setthemarealistictarget.
Unfortunately,it is extremelydifficult for youngpeopletoknow whethertheir superannuationwill be
sufficientto provideareasonablelifestyle in retirement.Thereis alack of appreciationasto how much
capital is neededto generateanadequateincomein retirement.

Thefuturestandardof living in retirementdependson manyuncertainfactors,including:

• Age atRetirement;

• Longevity in retirement;

• Overall financial positionatretirement,includingassetsandincomeoutsidethesuperannuation
system,andwhetherthey areahome-owneror arenter;

• Uncertaintyasto how muchincomeis neededto live on onceapersonceaseswork (andhowthat
incomemight fluctuatefrom yearto yearin retirement);

• Marital status;

• Health andagedcarecosts,whichrise substantiallylater in life; and

• Level of likely governmentpensionsupport.

A majorfactor whichcouldhaveanevengreaterinfluenceon financialsecurityis the rateatwhich
World GDPrisestogetherwith extendedperiodsof global peace.Obviously,governmentsand
individualsneedto assumestableeconomicperiodswheneverthey areplanningfor their long term
future.
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1.5. Adequacy of Retirement Benefits

Therehavebeenseveralattemptsto set areasonabletarget in retirement.For example,Labor
introducedapolicy atthe last Federalelectioncampaignof targeting“65 @ 65”, thatis, receivinga
pensionof 65% of incomefrom age65.

We broadlysupportthegeneralconclusionreachedin thereportof the formerSenateCommitteeon
Superannuation“SuperannuationandStandardsof Living in Retirement”(2002)thatthedesirabletarget
forapersonon averageeamingsis areplacementrateof 70-80%of pre-retirementexpenditure(which
equatesto approximately60-65%of grosspre-retirementincome). This targetwould haveto behigher
for thosewhoget significantly lessthanaverageweeklyearningsbut it shouldbelower for thoseon
incomessignificantly aboveAWOTE.

Thesituationis alsocomplicatedby differentfamily structures.Socialsecuritiesrules arebasedon the
combinedfinancial positionof coupleswhereassuperannuationrulesarebasedon individual’s
accumulationswithin their owncareers.

Theabovetargetswould beseenasreasonablymodestby most people. ManyAustralianswill havefar
moreambitiousplans. However,thereis ahugegapbetweenexpectationsandactualretirement
benefits.

Two yearsago,IFSAcommissionedRice Walkerto calculatethe“SavingsGap” for working
Australians.Our reportshowedthat thegapwasabout$600billion in respectof workersearningless
thantwiceaverageearnings.We haverecentlyupdatedthisreport andarepleasedthatrecent
governmentinitiatives within superannuationhavehelpedlower thegapper capita. Nonetheless,the
expectationsof mostAustralianswill still not bemet without furtheradditionalcontributionsinto
superannuation.

Theactualbenefitat retirementwill dependon thelevel of contributionsmadeandtheeamingsreturned
on their investments(aftertaxesandfees). Consequently,thelonger apersonis contributingto
superannuationthe largerwill bethe final benefit. However,personsunder40 havedifferentpriorities
andmanybelieveit is more importantto meettheir immediateneeds.

Thefollowing tableshowstheaveragecontributionrates(fromafter tax income)requiredfor peopleto
closethe savingsgapbetweenlikely retirementincomeandthe targetedoneof 62.5%of salaryat
retirement.While theratesrepresentaverages,andtherearewide differencesbetweenindividuals,they
give an indicationof the additionalcontributionsrequired.

Required Contributions (above-SG) to Bridge the
Retirement Savings Gap

Age Band Males % Females %
25-29 7.4 8.4
30-34 8.7 8.8
35-39 10.0 9.3
40-44 11.8 11.0

A substantialadditionalcontributionis requiredevenfor workersin the 25-29agebandswhowill
receivethefull SuperannuationGuaranteeContributionsovermostof their working life.

While thesecontributionsaresignificant,asimpledefermentof Age Pensioneligibility to age67 would
havethesameeffect.While mostAustralianswouldpreferto retireearlyratherthanlater, weshould
recognisethatpeopleunder40 todayare likely to live on average20 or moreyearsbeyondage65. This
mayevenbeconservativegiven thatprojectedfuture improvementsin mortality ratesareusually
surpassedin practice!
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Every improvementin mortality requiresadditional fundsto be savedfor the samestandardof living
unlessthe retirementagecanbedeferred. It is possiblethatconsiderationwill needto begiven to
increasethe eligibility Age Pensionprogressivelyoverthecominggenerationsor therewill be
unsustainableincreasesin governmentexpenditure.Obviously it will be politically difficult to increase
this agefor thosecloseto retirementbut it is possibleto do soprovidedalongperiodof noticeis given.
For example,deferral of theAge Pensioneligibility from 60 to 65 for womenhasbeenacceptedby the
community,largely dueto the lengthytimeoverwhichthe changehasbeenintroduced.

One moderntrendwhich inhibits successfulsavingfor retirementis the tendencyfor youngpeopleto
stayout of full timeemploymentfor longerperiodsandto travel extensivelywhilst theyareyoung. As
aresultmanyAustraliansmarry lateranddo not begintheircareersin earnestuntil theyare in their early
30’s. Whenwe combinethis with the muchlonger periodof life afterretirementthis gives amuch
shortertime spanto savefor anadequateretirementbenefit.

1.5.1. Recommendations

We recommendthatthe Committeesupportthepreviousrecommendationby the formerSenate
Committeeon Superannuationthatthedesirablepensiontargetfor apersonon averageearningsis a
replacementrateof 70-80%of pre-retirementexpenditure(which equatesto approximately60-65%of
grosspre-retirementincome). Thismeasureshouldbereviewedfrom timeto time.

Further,it would behelpful if superannuationfundswould encouragemembersto be awareof sucha
target. Calculatorsshouldbe madeavailableformembersto monitortheirprogresstowardsasuitable
retirementbenefit.

We recommendthatthe Governmentconsidershifting theretirementageforAge Pensionpurposesto a
higher age,atleastage67 andconceivablyage70,for peoplecurrentlyunderage40. Obviously,those
peoplewhoaccumulateenoughlevelsof superannuationto beself-sufficientcanretire earlier.
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2. The Role of Superannuation

On thesurface,superannuationis simplya meansof accumulatingmoneyto provideincomein
retirement.However,Governmentsendsmixed messagesto thepopulation:

• Superannuationis encouraged— but thenit is taxedon contributions,investmentearningsand
retirementbenefits.The removalof thecontributionssurchargehaspartly reducedthis anomaly.

• It supplementsthe Age Pension,but, formany, themeanstestsoften dramaticallyreducethe value
of additionalsavings. Sometimes,thecombinedbenefit from superannuationandthe Age Pension
can bequite small asanincreasein onesimplyreducestheother.

• Life insuranceis taxedadvantageouslyfor memberswithdependants(but is taxedprohibitively for
membersleavingtheir benefitto (say)their non-dependantparents. Further, thetypesof life
insurancebenefitsallowedarerestricted.

• Whenpeopleretire, theyhaveaccumulatedalargelump sumandtheythenneedto investthis
appropriatelyforusein their retirement.It is difficult for alaymanto work throughtheissuesof
superannuationrules, taxationpolicy andsocialsecurityentitlements.

It is no wonderthat individualsareconfusedaboutsuperannuation.

2.1. Making Superannuation Relevant

Youngpeoplewill notengagein superannuationunlessit is mademorerelevantto their needs.Some
industry commentatorshavesuggestedthatmembersbeallowedto usetheir superannuationto assistin
providinga depositfor ahome;othershavesuggestedallowing membersto withdraw theirown
contributionsfrom timeto timeto pay their HECSdebt. We do notconsiderthat eitherof these
proposalshasanyparticularmerit, but wedo considerit possibleto makesomeother innovativechanges
in away thatprotectsthe integrity of the system.

In this submission,werecommendanumberof changes.Someof thesecould bemadeimmediately,but
mostneedto be phasedin overtime. This hasto bedoneto reducetheimpacton thosewhoarecloseto
retirementandunableto adjustfor thechanges.Therefore,theywill havemostimpacton younger
Australians,the subjectof this inquiry.

We recognisethat manyof ourrecommendedchangeshavefiscal implications,but, in somecases,there
will be along lead time for their introduction. Thiswill reducetheimmediatefinancial impactandalso
avoid changingtoo manythingsfor thoseapproachingretirement,wherethereis lesstimeto adjust.

2.2. Simplification of Superannuation

2.2.1. Superannuation Account Identification

Therearenearly threesuperannuationaccountsforeveryemployedAustralian. Manyof theseaccounts
canno longerbe tracedbackto theirowners. Thereis approximately$7 billion heldin trustfor lost
beneficiariesandthis continuesto increase.

J21(IOIy (?{JC)5 (3 of 1 (3
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The lack of anadequateidentificationprotocolhascostbothcontributorsandthe superannuation
industry manymillions overthepast23 yearsin unnecessaryadministrationcoststo providemember
protection. Clearly, it is inefficient for the industryto holdsmall accounts,andit is evenmore
inefficient for membersnot to consolidateall their superannuationinto onefund.

We havebeenadvisedby oneof the largestindustryfunds that37% of its membersunderthe ageof 41
haveaccountbalancesof lessthan$1,000. This represents29% of its youngercontributorymembers
and43% of its non-contributorymembers(thosewhoremainin the fund after theyhavechangedjobs
andno longerget employersupport).

Underthe Choiceof Fundregime, manymemberswill decideto remainin onefund throughouttheir
career. It would beuseful if theywereable to simplynotify their new employerof this fund whenthey
take on anewjob. This is akinto theway theynotify anemployerabouttheirbankaccountinto which
theywanttheir wagesto bepaid. The currentChoicestructureattemptsto do this, buttherearea
numberof barrierswhichpreventmember’swishesfrom beingfulfilled. For example,it requires
proactivityon behalfof themember,yet manyfundsaim to retain accountsto maximisefundsunder
management,evenif theyare inactive. Furthermore,thereis alack of industry-wideprotocolsto
encouragepeopleto keeptheiraccruedbenefitsin asingle fund. Thismakesconsolidationof accounts
difficult.

2.2.2. Maximum contributions

Thecurrentsystemof ReasonableBenefitLimits andmaximumannualcontributionsis complicated.It
wouldberelativelyeasyto replacethiswith asystemof maximumlifetime contributions. Underan old
Coalitionpolicy introducedin the 1993 electioncampaign,it wasproposedthatcontributionsbe limited
to $300,000(appropriatelyindexed)overalifetime to attractmaximumtax deductibility.

A lifetime limit would beeasierto maintainandit wouldbefairerfor memberswho madeerratic
paymentsfrom yearto year. For example,self-employedpersonsmight defermakingcontributions
until theirbusinessesaresuccessful.

If memberswerestill workingafterage65, thelifetime limit wouldbeincreasedto reflect the longer
working life.

If lifetime contributionswereused,therewouldbeno needto haveReasonableBenefitLimits. People
startingto contributeearlier in life wouldgethigherbenefitsin retirementfor thesamelevelsof
contributions.Thisoccursbecauseof thelongerperiod on whichtheywould generateinvestment
earningson thesecontributions.Thereis no particularreasonwhy they shouldbepenalisedvia aRBL
for beinganearlycontributor,given thatwe want to encourageearlysavings.

2.2.3. Recommendations

Considerationshouldbegiven to the introductionof aspecificindividual superannuationguarantee
number(SGN) or theuseof thetax file number(TFN) to identify multipleaccountsandreducethe
numberof lostaccounts.Memberscouldusethis toadvisetheir employersof their nominated
superannuationfund.

Lifetime contributionlimits shouldreplaceannualcontributionlimits andReasonableBenefitLimits.
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Retirement Products

Pension Payments from Investment of $1,000,000

Thestructureof superannuationis thatmembersaccumulatetheir benefitandbuild alargelumpsum at
retirement. At present,manysimplytake thebenefitas alumpsum (sincethe averagebenefitis below
the tax-freethreshold$129,751).Only asmall numberof retirees,perhaps5%, actuallyhavesufficient
moneyto converttheir superannuationinto areasonablepension.

Obviously,we expectthecurrentgenerationof under-fortieswill retire with muchgreaterbenefits.
When they doretire,manywill regarda lifetime annuityasthemostsuitableproduct. This will convert
their lump sum into aguaranteedincomefor life as well asproviding modestannualincreases.
Effectively, theinvestmentandlongevityrisks aretransferredfrom theretireeto thelife company.

Currentpracticeis that most retireestakeallocatedpensionswhich areaform of a managedfund. There
aresomerestrictionsset on howmuchcan bedrawndown from theseproducts.Thereis alsoa
communityperceptionthatpeoplewhodie earlycanleavetheir residualallocatedpensionsto their
dependantswhereaslife timeannuitiesarelost. Furthermore,asshownin thechartbelow,the yieldson
lifetime annuitiescompareunfavourablytootherretirementincomestreamsin theearlyyearsof
retirement.

C
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Thewide variationsin annualpayments,not only atretirement,but in future yearsmakeit almost
impossiblefor individualsto plantheir superannuationfinancessatisfactorily. The situationis even
morecomplicatedwhensocialsecurity(AgePension)andtaxationtreatmentarealsotakeninto account.

Z3.1. Lifetime Annuities and Longevity Risks

Thereareanumberof reasonsfor the apparentunattractivenessof lifetime annuities:

• Life companiestendto investin fixed interestsecuritiesto backtheseliabilities. While theseassets
aregenerallyconsideredto be unsuitablefor long term liabilities, theydo not require largecapital
reserves.If alife companywere to backtheseproductswith growthassetssuchasequities,the
reserveswould beconsiderable(15% to 20%of theinitial purchaseamountof the annuity).

2.3.
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• Life insurershaveto bewaryaboutthelongevityrisksgiventhepotentialfor significant
improvementsin mortalityoverthe nexttwodecades.Therefore,they assumethattherewill be
majorimprovementsin mortality. Ironically, all annuityratesset overthelast50 yearshavebeen
insufficient asmortalityhascontinuedto improveevenfasterthanactuarialexpectationsusedin
pricing annuities.

• Lifetime annuitiesoftenallow for regularindexationincreases(usually limited to 5% p.a.).
Therefore,they provideasteadily increasinggrowth in incomeeachyear. Otherproductsmay
eventuallyprovideadecliningincomebut this is not alwaysapparentatthe timeof retirement.

• Retireeswhodie beforetheir life expectancydo not receivemanypaymentsrelativeto theprice they
paid. Ofcourse,this is apoolingissueasthoseretireesliving much longerbenefitenormouslyfrom
their betterlongevity.

If it werepossibleto providemorecertaintyabouttheconversionof a lump suminto incomein
retirement,it would beeasierforpeopleto calculatehow muchmoneytheywill needatretirement.
Thiscouldbe donein anumberof ways including:

• PayingauniversalAge Pensionfrom anadvancedage(perhapsage90) so memberscan planto use
their superannuationretirementbenefitoverafixed future lifetime.

• Issuanceof long-termindexed-linkedGovernmentBonds for superannuationfunds andlife
companieswhichcan thenimmunisethepensionliabilities with appropriateassets.

• TheGovernmentguaranteeingthe liability tail of the longevityrisk held by fundsandlife
companiesoffering guaranteedpensions.

2.3.2. Market-linked pensions

Many membersappearto be preparedto takeon their owninvestmentrisks in retirementandtheywill
purchaseAllocatedPensionsor Market-linkedIncomeStreams(colloquially known as TermAllocated
Pensions,or TAPS). Recentchangesto thedrawdownrulesfor Market-linkedincomestreamsnow
providegood flexibility for thesystembut membersstill takethe longevityrisk. Consequently,most
memberswill fall backon an Age Pensionin laterlife.

Rice Walkerhasanalysedtrendsin Age Pensiondependencyandwehavenotedthatthe numberof
peopleon a full pensionincreasesdramaticallyfrom aboutage75 onwards’. This reflectsthat active
retireestendto give up part-timework atthatstageandmanyretireeshavesimplyexhaustedtheir
benefitsby thatage. Unfortunately,mostretireestendto look attheir positionatthetime thatthey retire
andtheydon’t haveavery goodunderstandingof howtheir circumstancescanchangeduringtheir
retirementyears.

Thecurrentsystemis complexandno individual laymancan understandthe superannuation,taxation
andsocialsecurityrules. Hence,it requiresretireeswith largelumpsumsto seekfinancial advice
(which costsof the orderof $3,000to $10,000dependingon thecomplexity).

We questionthe valueof asystemthatrequiressuchalargefinancial outlayand,eventhen,placesthat
individual in apositionwherethey are takingon boththeinvestmentandlongevity risks in retirement.
It is preferablefor elderlyretireesto havecertaintyandnot to worry aboutthoserisks.

Consequently,werecommendthatthe governmentreview therangeof retirementproductsandattempt
t6 provideasuitablepooledarrangementto protectretirees. Onceagain,it wouldbeeasierto introduce
new rules for youngerpeoplewhohavenot yet thoughtabout,norcommittedto, their choiceof product
in retirement.

Refertographsattachedwith this reportasAppendixA andB.
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2.3.3. Integration with social security pensions

The integrationof superannuationwith taxationandsocialsecurityis poor. We attachacopyof a Paper
written by two of ouractuarieswhichwas presentedto theInstituteof Actuariesof Australialastyear.
It highlights anumberof problemsin this area(thoughtheremovalof the surchargehasimprovedthe
situation).

Although it will be manyyearsuntil thoseunderage40 retire, it is importantto considerbetter
integrationwell in advance.Someof theinitiativeswhich couldbetakeninclude:

• Cappingthe family homeat$1 million (indexedatCPI) for means-testingpurposesfor theAge
Pension;

• Planningto increasetheAge Pensionfrom 26% to 30%of full-time maleearningsoverthe nexttwo
decades,recognisingthatthe Governmentwill only beable topay higherpensionstodisadvantaged
membersof thecommunity if it is able to makeagreaternumberof Australiansself-sufficient in
retirement.

• Deferringtheageof receiptof theAge Pensionfrom 65 to age70for thosecurrentlyunderage40.
It will alsobe easiertopay ahigherpensionif it onlycommencesat age70.

• Similarly, thebenchmarkof maleearningsshouldbereplacedgraduallyby oneapplyingto all adult
earnings. For example,thecurrentpensioncouldbeexpressedas28%of adult full-time earnings
ratherthan26% of adult malefull-time earnings.

2.4. Taxation

Superannuationtaxationis very complicated,thoughthe removalof the surchargeon contributionsfor
high incomeeamershassimplified thestructure.

Governmentconcessionsfor superannuationhaveseveralbenefitsfor theeconomy:

• Theyencourageemployeesandtheself-employedto savefor their ownretirement. This increases
the poolof peoplewhowill be wholly orpartlyself-sufficient in retirement,thusreducing
expenditureon the Age Pensionin future years.

• It encouragespeopleto savemoreandthisprovidesapoolof capitalwhich benefitstheeconomy.

• It encouragespeopleto saveearlyandthisprovidesthemwith greatervaluefor their investment
throughtherealratesof returnswhich shouldbemadeoverlengthyperiods.

Thereareconstantcalls for lower taxationof superannuationfunds. At various times,economistshave
arguedfor theremovalof taxeson contributions,investmentearningsor endbenefits. Therearevalid
reasonsfor all of thesebut we questionwhetheranycanbeconsideredin isolation. Cleary, the removal
of a significanttax must resultin lower levelsof govemmentservicesor highertaxesfrom other
sources.

However,anyfull analysisof superannuationtaxationneedsto belookedataspartof a longitudinal
study. Thereis in fact, no clearlink betweenthetax concessionsprovidednowandthe likely benefits
(that is lowerAge Pensionspayments)they areintendedto producemanyyearsinto the future.
Consequently,it is difficult toarguefor lower taxeswithout understandingthe long-termoutcomeof
any change.
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We considerthatthetax on contributionsis perceivedto bethe biggestburdenof all superannuation
taxes. It requiresfundsto keepseparaterecordsof differenttypesof contribution. Therewouldalsobe
considerablesimplificationof pensionrules if this tax wereeliminated— particularly,if our
recommendationto haveacareer-longlimit on all contributionswas alsoadopted.

We recognisethatit would beexpensiveto removethecontributionstax. However, wealsonotethat
superannuationtaxesaregrowingin real termsandshouldcontinueto do so. We havepreviously
recommendedto governmentthatall superannuationtaxesshouldbecappedas apercentageof GDP. If
this were done,it mightbe possibleto removethetax on contributionsgraduallyoveraperiod of several
years(sincethe taxesfrom fund earningswouldeventuallybesufficient tocollect the necessary
revenue).

We alsonotethatthedistinction betweenworkingandbeingretiredhasbeenremoved.Therefore,we
questionwhetherit still makessenseto havea 15% tax on incomefor benefitsstill in theaccumulation
phasebut with no tax on earningsforassetsheldbeyondretirement. If contributionstax were
eliminated,therecouldbepartial trade-offby taxingbenefitsafter retirementat thesamerateasbefore—

thatis, at 15%. Thiswouldalsosimplify thesystem,thoughthechangeshouldalsobeintroducedovera
lengthyperiod to reducethe impacton peoplewhohavealreadyretired.

2.4.1. Recommendation

Subjectto revenueimplications,thecurrent 15% contributionstax shouldbe phasedout overabout12
years,but earningsfor assetsheldfor retireesshouldbesubjectto the 15% tax rate.

As atradeoff, andto maintainsimplicity, the investmentearningsof assetsheld to supportpensionswill
no longerbe exemptfrom tax (at 15%).

2.5. Encouraging additional contributions

2.5.1. Voluntary Contributions

We considerthatthe introductionof the co-contributionschemeprovidesadequateopportunityfor most
youngpeopleto makepersonalcontributionsfrom ayoungage. It couldbeenhancedby allowing
membersup to age40 to “catch-up” for anyyearstheyhavemissedin thepastfive financialyears.This
might assistthosewhoare in apositionto saveto makeanextraeffort whenthey canaffordto do so.

2.5.2. Self Employed Persons

Thereappearsto beatrendfor manyyoungerpersonsto establishtheir ownbusinesses.Thisprovides
somedisadvantagesfor superannuationpurposes,in thattheyaresubjectto differenttaxationruleson
contributions.Further,asthey do not haveanemployer,they aremore likely to enteraretail product
andthey do notgetthe forcedsavingsof the9% SG. In somecases,theydo notautomaticallyapply for
life insurance.

Thecurrentco-contributionarrangementsonly applyto personswhoearnat least10% of their
employmentfrom wagesandsalary. A wholly self-employedpersoncannotqualify. This is aserious
disincentiveto youngpeopleestablishingtheir ownbusinesses,andshouldbeaddressed.

In manyotherrespects,thenexusbetweenemploymentandsuperannuationhasbeenbroken. Perhapsit
is timeto give all self-employedpersonsanotionalsalaryof (say)$25,000andtreatthem similarly to
employedpersons.They shouldthenbe subjectto theSGC on this notional salary. This would generate
minimum contributionsfor theself-employedof $2,250ayear. However,it makessenseto enablethem
to obtain thesametax concessionon contributionsascan be obtainedby employers.

inry 0000 13 ~i 131



lop 1.)’ LI ~>.4)Unn1.1 ~unnPnv~npo ni ~)(=(,pl~Ii do r /~(J() 40 RiceWalker ___

25.3. Unemploymeht

Thereare recordnumbersof employedpersonsunderage40. However, thissituationcannotbe
guaranteedandperiodsof higherunemploymentwill occurfromtime to time. Undercurrent
superannuationarrangements,extendedperiodsof unemploymenthaveseriousconsequencesto an
individual’s fund balance.Themajoreffect is thewithdrawalof employersupportfor the periodwhilst
unemployed. If theyareunemployedfor afull financial year,theyalsolosetheopportunityto take
advantageof theco-contributions.

Theunemploymentbenefitis too low to divertanyof it into superannuation,but the governmentcould
considerpayinganadditional9% into funds for thosepeoplewhohavebeenunemployedfor morethan
six months. Theadvantageis thatthefund will remainrelevantandwill continueto grow, albeitata
slowerpace.

Clearly, this is an expensivesuggestion.A cheaperalternativeis simply to removeemploymentstatus
sothatlong-termunemployedpersonscancontinueto takeadvantageof the co-contributionshouldthey
be ableto save$20aweek.

2.6. Life Insurance

2.6.1. Role of Insurance

Certaintypesof life insuranceareallowedwithin superannuation.Trusteesareallowedto offer
relativelyhigh benefitsprovidedtheyinsurethedifferencebetweenthepromisedbenefitandthe amount
held on behalfof the member.DeathandTotalandPermanentDisability (TPD) benefitsareso popular
thatalmostall fundsprovidean insuredbenefit for their members,althoughtheaveragelevelsarefairly
low.

Manyfundsalsoprovidedisabilitybenefitsin incomeform to replacelost wageswhilst disabled. These
areusuallylimited to benefitspayablefor two yearsas it is consideredmoretax-effectiveto pay longer
periodsas “ordinary” life insuranceratherthanasa superannuationbenefit.

Thetypesof insuranceallowedwithin superannuationarelargelyafunctionof historicalchanges.The
currentallowableinsuranceswithin superannuationaresetOut in the tablebelow:

Type
Life Insurance
(death cover)

Insurance in Superannuation
RecipientBenefit

Up to pensionRBL ($l.3M) Dependant Nil

If not to adependant
or if Amount>$l.3M

(i) PostJune‘94 invalidity
(ii) + Balanceup to lump sum

RBL ($650K)
(iii) + Balanceremaining

Any
5%of Pre-July‘83
Componentandbalance
taxedatindividual
marginalrates

i) Nil marginal rate

ii) AsETP

iii) 39.5%

Income
Protection Up to two years benefit payments Individual marginal rates

Tax

TPD
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2.6.2. Levels of Insurance

Thereis no particularlimit on theamountof life insurancethatcanbe paidfrom superannuationfunds.
If the benefitsareexcessive,they aresimply taxedpunitively. In general,benefitsconsistof two
components,namely,the accumulatedmemberbalanceandany insuredbenefitsthat havebeenarranged
by the trustees.As the insuredbenefitsareentirelydiscretionary,thevariation in benefitsbetweenfunds
is significant.

Superannuationlegislationallows insurancepremiumsto be deductedfrom superannuationaccountsand
thereforereceivethe sametax deductibility in thehandsof employersas dosuperannuationpayments.
However,evidencestrongly suggeststhatthecurrentaveragelevelsof DeathandTPD insurancecover
aregrosslyinadequateto coverthe economicloss causedby deathor disablement.

In areportto IFSA2 (May 2005),RiceWalkeradvisedon the needsof couplesin their mid thirties with
youngchildren indicatesthatthelife insuranceneedsfor parentsrangefrom 10 to 13 timestheir taxable
earnings,dependingon the level of their partner’searnings.For part-timeworkers,the multiplesof
earningsaremuchhigher. Couplesin their mid forties with olderchildren haveinsuranceneedsfrom 6
to 9 timestheir taxableearnings.Consequently,afull-time workerwith youngchildren onaverage
earningsof approximately$50,000per annumshouldhavelife insuranceof between$500,000and
$650,000. However,the averageamountinsuredfor thisgroupis estimatedto beonly in theorderof
$70,000for thosewith superannuationcover, or $400,000for thosewith bothsuperannuationandnon-
superannuationcover.

While the averagesfor amountsof coverin force includeindividualswithoutchildren,nevertheless,the
“under-insurancegap” is sufficiently widefor us to say thatmanyparentsareunder-insured.A broad
estimateof thetotalof under-insurancein Australiafor parentswithchildren is of the orderof $1,370
billion. For thosewith averagelevelsof superannuationdeathcoveronly, thelevel of coverheld
representslessthan20% of theaverageneeds.We haveestimatedthatthis under-insurancehasan
additionalannualsocialsecuritycostin theorder of $250million. Our estimatesdo not take accountof
the costof providingwelfarehousingandlossof incometax revenue.

Rice Walkerrecommendsthatthe Committeeaddressthe issueof under-insurancein thecontextof
usingthe SG arrangementsto furtherencourageall superannuationfund memberswith dependantsto
haveadequategroupDeathandTotal andPermanentDisability (TPD) cover. Undercurrent
superannuationregulations,adefault fund is requiredto offer minimumdeathinsurancecoverof a
weeklycontributionof SOcperweek,or alternatively,aminimumlevel of coverbasedon the
employee’sageasfollows:

Age Death cover
20-34 $50,000
35-39 $35,000
40-44 $20,000

Clearly, theseminimumamountsare not sufficientto provideadequateprotectionto the dependantsof
an employeewhodiesprior to age40 whentheir mortgagepaymentsandotherdebtsarein most cases
significant. IESA advisedus thaton thebasisof its Life Insurancemembers’statistics,only around10%
of thepopulationin the20-50agegrouphavedeathcoveroutsidetheirsuperannuationfunds.

Fromourexperience,with industry andcorporatesectorsuperannuationfunds,over 80%of members
selectastheir default theminimum level of life cover. In theretail sector(includingmastertrusts),the
take-upratewouldbe evenlower. We estimatethat theaveragecoverfor a40-yearold memberis of
the orderof $70,000aftermakingallowancefor thosewith no cover.

2 Rice Walker reporttoIFSA: Costof Under-insurance— Analysisof Life InsuranceNeeds,May 2005

2.0(10 JCOuI K)1 I



i()2\l~(~ ;‘t~ 21 4V2 42 ~2 F(Kj4fe Jndw A92 4(1 ~ -~

2.6.3. Tax on Life Insurance Benefits

Thegovernmenthasrecentlyextendedthedefinitionof dependantto allow tax freebenefitsto bepaid to
agreatergroupof individuals. For example,thedefinitionnow includessamesexpartners,siblings
living togetherandadult childrencaringforparents.It maybemoreappropriateto bringthe tax
treatmentof deathbenefitsinto line forall typesof beneficiariesandmakenodistinction betweenthem
in termsof allowing thesametax free benefitsfor all.

2.6.4. Health Insurance

It is governmentpolicy to encourageas manyAustraliansas possibleto takeout privatehealth
insurance.Mostyoungerpeopledo not considerthattheyare likely tobecomeinjured sothey often
regardprivatehealthinsuranceasunnecessaryandindeed,relatively expensive.Thesituationhas
changedslightly with theintroductionof the governmentrebateon privatehealthinsurancepremiums.
However,most youngpeoplewould not regardthis asahigh priority giventhe demandsfor other
consumption.

Ironically, most youngpeoplenow havereasonableaccumulatedamountsin their superannuationfunds.
Certainly,theyhavesufficientto pay for healthinsurancepremiumsfrom thesebalancesif this were
allowable. We considerthat it wouldbedesirableto allow trusteesto negotiategroupprivatehealth
coveron behalfof members,so thattheycanusetheir superannuationbenefitsto meettheir premiums.
In orderto makethis tax neutral,individualswouldnot beableto claim thetax rebatewheretheir
premiumsweremadethroughasuperannuationfund. This facility would leadto an increasein thetake
up of privatehealthinsuranceandcut the administrationcostsasthe fundswould beable to remitthe
contributionsin bulk, making this moreefficient for all parties.

Obviously,any moneythatis takenout of member’saccountis going to reducethebalanceavailableat
retirement. Soit will be necessaryto put somelimit on theamountsdeducted.The oneoption is to
allow this only to peoplewhoareunderage40 wheretheir disposableincomeoutsideof superannuation
is on average,likely to bequite small.

Anotheradvantageof thisinitiative is thatyoungpeoplewouldseeanimmediatebenefitin their
superannuationandthis wouldhelp themengageata muchearlier age.

2.6.5. Recommendations

• The issueof underinsuranceshouldbeaddressedby usingthe SGarrangementsto encourageall
fund memberswith dependantsto haveadequateGroupDeathandTPDcover.

Considerationshouldbegivento increasingthe minimumlevel of Group InsuranceCoverfor an
employeeup to age40 with dependantsto areasonablelevel.

• Young individualsbeallowedto pay their privatehealthinsurancecontributionsthrough
superannuation.

• Employersprovidinghealthcoverfor theiremployeesto receiveatax deductionequivalentto the
deductionfor SG payments.
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2.7. Major Issues needing formal review

2.7.1. Particular difficulties facing women

Womenin retirementface additionalproblems.They areatacompetitivedisadvantage,asthey tendto
live longer,haveshorterperiodsin the workforce,retireearlierandhavelower salaries,oftenincluding
extendedperiodsof part-timework whilst raisingfamilies. Manymarriedwomenrely on their
husbands.Yet highdivorceratesmeanthatmanywomenbecomeindependentatolderageswithout
sufficientsavingsof their own— andwith poorknowledgeof the superannuationsystem.

Whena personqualifiesfor theco-contribution,if theylatertakematernityleave,werecommendthat
the 10% incomerule shouldbe waived. Theco-contributionshouldcontinueatthesamerate, or a
reducedrate, regardlessof theperson’slow incomefor theperiodtheyareout of the workforce or
unableto qualify for SG. Thiswould enablemainly women’ssuperannuationaccountsto remainviable
whenno voluntary contributionsaremade. We appreciatethatmanyemployersprovideSG
contributionsduringmaternityleavebut this is not auniversalpractice,especiallyfor temporaryand
part-timeemployees.

We consider the difficulties facing femalesin planning for retirement are worthy ofa separatein-
depth analysis.

2.7.2. Education on savings & investments

Traditionally superannuationwas providedby employersandtheychoseabenefitdesignto suit their
workforce. UnderChoiceof Fundandwith theshift of all majorfunds to industryfundsandmaster
trusts,most employerswill havea smallerimpacton their employeessuperannuationarrangements.

We havealreadynotedhowall riskshavenow beenpassedto membersbut this is beingdonein away
that far outstripseducationof thepopulation. We considerit vital thatsuperannuationbe simplified and
madeeasierfor theaverageAustralian. In this regard,wenotetherelativelyhigh non-Englishspeaking
Australianswho mustfind superannuationjargonto beincomprehensible.

2.7.3. Role of financial advice

Financialplannersprovideagood servicefor thoseindividuals whoareable topay thefeesto get
personalattentionrelativeto their individual circumstances.However,only about 10% of the
populationtake advantageof financialplanningservicesandit seemsunlikely thatthis will increase
given thecostof theservice.

Many superannuationfundsareattemptingto provideeducationalandfinancial planningservicesbut
thereis asignificantgapbetweenthe standardsrequiredandtheservicesdelivered. This reflectsthe
complexityof the legislation,the strictnessof the ASIC licensingregimeandthesheernumberof people
that needto beeducated.

We considerit worthwhile forGovernmentto reviewtherole of educationandto supportinitiativesto
broadernsinglecommunicationsmessagesto members.
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Age Pension Dependency — Male Dependency
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Age Pension Dependency — Female Dependency
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