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Dear Mr Cunningham

Reference:

inquire into and report on long term strategies to address the ageing of the
Australian population over the next 40 years

The Invesment & Financid Services Associdion represents Audrdias leading
invesment managers and life insurance companies.  Our 100 members hold more
than $640 billion in assats under management on behdf of nine million Audrdians
who have superannuation and managed funds.

Our submisson on this reference is attached. As you are aware, the Senate Select
Committee on Superannuation is currently findising its report into living standards in
retirement. The materid in this submisson was prepared for that inquiry.

We would be pleased to appear before the committee at its convenience.

Yours sncerdly,

Richard Gilbert
Chief Executive Officer
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OVERVIEW
Reference:

inquire into and report on long term strategies to address the ageing of the
Australian population over the next 40 years

The Invesment & Financid Seavices Association represents Audrdids leading
investment managers and life insurance companies. Our 100 members hold more than
$640 hillion in assts under management on behdf of nine million Audrdians who
have superannuation and managed funds.

The key points made in this submisson are:

Adequacy Target: The gppropriate minimum replacement rate target for
retirement incomes should be of the order of 75-80% of late working life
consumption expenditure, which approximates to 60% of gross income.

Savings Gap: Current policy settings (including the age pengion) will not
deliver thisleve of retirement income for most retirees, and compulsory
superannuation done will fal far short of the mark.

Perceptions Gap: Thereisadsgnificant gap between Audrdians perceptions
of an adequate income in retirement and the level of retirement income that
would eventuate from current compulsory and voluntary contributions to
Superannuation.

Consequences. Failureto meet retirees’ income expectations may well result
in political pressure, or indeed a politica auction, for ad hoc policy responses
such as. an increase to the age pension benchmark; and/or further tax
concessions for the retired.
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Strategies and Solutions: Solutions to address the adequacy gap are not
ample, but must be explored.

0 Additiond compulsion could meet sgnificant resstance, but remains
an areaworth further consideration because of its wide impact.

0 Voluntary saving has asgnificant roleto play, particularly in later life
‘catch-up’ contributions. Removal of annua employer contribution
limits, and breeking the employment nexus completely on voluntary
contributions, would assist people in building up discretionary
retirement savings.

0 Wind-back of front-end taxes would assst in closing the adequacy gap.

Additiond comments made in this submisson include:

Flexibility and simplicity: The taxation and regulaion of superannuation is
overly complex and inflexible. Smplification could increase understanding of
Superannuation, assist some people to save through superannuation, and
reduce administration costs. Aress of particular focus could include the
following:

0 There are unnecessary and counter-productive rigiditiesin the
trangition from work to retirement.

0 Inappropriate restrictions on access for non-superannuation savingsto
retirement income products should be removed.

o0 Annud contribution limits should be removed to dlow flexibility in
contributions, which would particularly benefit women and those with
broken work patterns.

0 Thereare myriad contribution categories to be checked and tracked -
activity with acog. It could be said that the hardening of these
categoriesis dowly blocking our system.

I ncome Streams;  Growth Pensions should be introduced as a matter of
priority, to give retirees access to higher return investmentsin complying
income streams.

Education: Thereisanimportant role for education in discretionary saving
(both additional employer contributions from salary packaging and voluntary
contributions) and in the promotion of awider savings culture.
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ADEQUACY
General comments on adequacy

Thereisawide consensus that current policy settings within the Audrdian ‘three
pillar’ retirement incomes policy framework are not sufficient to ddliver adequate
incomein retirement to alarge number — perhaps most — Audrdians. Theleve of
compulsory contributions, the Superannuation Guarantee (SG) at 9% from 1 July
2002, will not ddliver aretirement income to match retiree expectations.

This gap between expectation and redity has been demonstrated in awide range of
research. The critica point isthat adequate retirement incomes - & the levels
generaly accepted (see below) - will not be achieved by a sgnificant proportion of
the retiring population for some decades. This gap will cover the baby boomer
cohort, who begin retiring from 2002.

A consequence of this expectation gap isthat, if it is not addressed in prospect,
electora pressure from disgruntled retirees may drive policy responses in the future.
Thelikdihood of a politica auction for the grey vote under those circumstancesis
quite high. If that auction eventuates, it has the potentia to increase the cost of
retirement income provision (age pension in particular) beyond the 4.6% of GDP
predicted the Intergenerationa Report 2002-03 (IGR) — figures from the Retirement
Incomes Task Force (RIM) and its successors. Political pressures could also result in
increases in the concessiond tax trestment of retirement incomes, reducing revenuein
the same fiscd periods that higher levels of income support are required.

Adequacy targets

IFSA’sview isthat target replacement rates for retirement incomes should bein the
range of 75 to 80% of pre-retirement consumption expenditure, as a minimum.

The widdy accepted measure for adequacy in retirement income has been the rate of
replacement of pre-retirement income, net of taxes and transfer payments. Numbers
widdy regarded as an acceptable level of adequacy include a replacement rate of pre-
retirement gross income of the order of 60%, and 75-80% of pre-retirement
consumption expenditure. Some attitudina research has found that people currently
saving for retirement have an expectation of the same standard of living in retirement
asinworking life— which could imply a replacement rate as high as 100% of pre-
retirement consumption expenditure.

A more expansve discusson of adequacy targetsisincluded at Appendix 1 —Living
Standards in Retirement.

The adequacy gap

Current policy recognises that most retirees will continue to rely on amix of private
savings and public income support in retirement. The adequacy levels proposed here
(and by awide range of groups and commentators) will require Sgnificant private
savings RIM cdculates thet the full age pension onits own, a 25% Mae Tota
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Average Weekly Earnings (MTAWE) on a gross income bas's, represents about 37%
of Average Weekly Earnings (AWE) on a consumption basis.

It is clear that retirement savings (compulsory and discretionary) will have to

contribute very substantidly to retirement income to achieve levels retirees

themselves will regard as adequate. 1n the ANOP research conducted in 2001, 7 in 10
indicated they would require at least 60% of AWE, and 5 in 10 wanted about 100% of
AWE. Other research shows Smilar expectations.

The RIM has projected a replacement rate (average across retirement) of around 65%
of find year of working life consumption expenditure from full SG (indluding age
pension), based on 30 years work at Average Weekly Ordinary Time Earnings
(AWOTE). Thismessureisill short of the 75 — 80% benchmark, and it isalso
somewheat inflated by redl growth in the age pensions. The same case would only
show a replacement rate of 54% if the first year of retirement income were used,

rather than an average across retirement.

The relative merits of benchmarks to assess adequacy are discussed in Appendix 1.
I mportance of the Age Pension safety net

A gtrong and sugtainable safety net is critical to the overdl adequacy of retirement
incomes. Thisisthe ‘firg pillar’ or our retirement incomes policy and sets afloor
below which retirees do not fall. The minimum benchmark for age pension, currently
st at 25% of maletotd average weekly earnings (plus GST compensation), is
important. In addition to ensuring that the least able to save for ther retirement do
not lose touch with retirement income standards across the community, the
benchmark provides an important income component for the vast mgority of retirees,
for whom at least a part penson will from avital component of their retirement
income. 1FSA consdersthat a benchmark, tested at least periodicaly to ensure it
remains relevant, should be retained to keep thefird pillar effective within the overal
policy framework.

Background: long term outlook for public and private savings

Demographic changes have implications for Audrdia s future leve of both public
and private savings. A fuller background discussion isa Appendix 2 — Socid
Change. A background to superannuation saving is a Appendix 3 — Saving through
Superannuetion.

The Government’ sfirgt Intergenerationd Report makes a vauable contribution to our
understanding of the scale of the intergenerationd problem Audrdiafacesin the next
four decades. The Report projects the impact of demographic changes on public
savings, i.e. the gap each year between revenue and outlays,* with abudget surplus
until 2016- 17, after which the deficit will grow to 5% of GDP each year from 2042.

! Revenueis assumed constant from 2005-2006 at 22.4% of GDP (dlightly lower than the 23% in
2001-02,while outlays will grow from 23.5% of GDPin 2001-02 to 27.4 per cent of GDPin 2042.
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Thisisadggnificant burden to transfer to the next generations of taxpayers,
notwithstanding the measures announced in the 2002- 2003 Budget to curb growth in
the cogts of pharmaceuticals and disability payments, albeit after extending digibility
to a grester number of older Audtrdiansin the previous yesar.

The mgor areas of the Budget that increase with an ageing population are hedth
spending and income support payments to individuas. Both are significant
contributors to the pressure on public savings over the next four decades.

Hedlth spending in 2001-2002 was equd to $27.5 billion. Spending could double
from double from 4 per cent of GDP today to 8.1 per cent of GDPin 2042. A
subgtantid part of thisincrease is due to the growth in the cost of the Pharmaceutica
Benefits Scheme (PBS) — a projected increase from 0.6% of GDP in 2001-2002 to
3.35% of GDPin 2042. Just as population growth and ageing account for only a
minor part of the recent growth in health spending,? the main factors cited as
underlying these growth projections are the impact of the growing cost of new hedlth
technology, increasing use of medical services and consumer demand and
expectations. Future policy intervention could sgnificantly reduce fiscd expansonin
hedth - it is often suggested that supply leads demand in the hedlth arena.

Assigtance to the aged, principaly the income payments and residentia care, was
$28.8 hillion in 2001-2002, including assistance to veterans and their dependants.

Age and service pensions done are expected to increase from 2.9% of GDP in 2001-
2002 to 4.6% of GDP. These projections assume that growth in superannuation
savings partly offsets the cost of income support.®

The cost of aged careis expected to rise from 0.7% of GDP in 2001-2002 to 1.8% of
GDPin 2042.

Governments, now and in the future, have a number of options to finance any shortfall
in public savings by:

imposing higher taxes on the contemporary generation of taxpayers,

cutting benefits to current and future generations of retirees, for example by
holding the ratio of spending on the aged to GDP constant;

targeted policy intervention to reduce future cost;

transferring the cost to future generations of taxpayers, through increasing
government debt.

While there are policy options such as to reduce benefits or to tighten digibility and
targeting of assstance it islikdly that the mgority of older Audtralians would
continue to rely on amix of public and private savings to sudain living Sandardsin
the future®

2 Budget Statement Number 2 page 1-12
3 RIM Taskforce-Rothman
4 RIM work
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Private savings

While there are measurement problems, the trend in household savingsis downward.
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The message from these RBA chartsisthat Audtrdians are saving about athird as
much of their income as they did 25 years ago, while the vaue of their household
assets as a percentage of digposable income has increased by 70%.

Contributions to superannuation have amajor benefit asthey are long term savings.
Returning to the financing gap, as arule of thumb every 3% increase in total gross
Superannuation contributions is the equivaent of lifting savings by 2% of GDP, or

$14 billion in today’ s dollars. Compare this with the $87 billion gap in today’s
dollars, and it is gpparent that growing superannuation has amgor role to play.
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FISCAL SUSTAINABILITY — ELECTORAL PRESSURE

IFSA is concerned that failure to meet retiree expectations could well lead to future
political pressure, or indeed a politica auction, for ad hoc policy responses such as. an
increase to the age pension benchmark; and / or further tax concessions for the retired.

While the age pension will remain a critica component of retirement income for most
retirees, the increased cost over the next few decades contributes significantly to the
demographic increases in government expenditure outlined in the IGR. If there are
non-demographic increases to age pension outlays, or to tax concessions on retirement
incomes, these will have a further impact on fiscal sustainability. IFSA isnot
advocating for or againgt such changes— merely pointing out the consegquences.

Recent Federa budgets have seen arange of measures, which have increased the
reach of socia security payments and taxation concessions for retirees extended up
the income scde. For example, the reduction in the income test withdrawd rate from
50% to 40% associated with the introduction of the GST increased the proportion of
the over 65 population from 83% to 85%, on government figures.

The 2001 Federd Budget sgnificantly increased the reach of the tax rebates available
to retirees. This measure was estimated to cost revenue over $306 million in itsfirst
year of operation, fluctuating dightly over the forward estimates period to
$307million in 2004-05. Itslong-term impact may well be Sgnificantly higher.

Disaffection among retirees about the adequacy of their incomes could well lead to a
political auction for the grey vote. Many of these changes would be likely to have
their most agnificant impact a the time fiscal pressure is greatest.

Possible responses to a disaffected grey vote could include:

Increased tax concessons on retirement income, such as converting the
current rebate to a genuine threshold or even alower income tax scae for
retirees (defined by age or other characterigtics);

Reductions in age pension means tests; and/or
Increases to the basic age pension benchmark.

Aswith the increases to tax rebates, these concessons might have asmadl initia
impact compared to their long-term effect.

We have not included this comment to raise undue darm about the non-demographic
pressures on retirement incomes outlays and revenues. What we consider should be
recognised istha, if the expectations of alarge number of retirees about their
retirement living standards are not met, there will be eectora pressure to address their
disaffection. It may not be possible to ignore an expectation ‘gap’ if it eventuates.
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STRATEGIESTO FILL THE ADEQUACY GAP

The mogt critical point in condderation of strategies to improve retirement incomes
adequecy isthat any savings-based strategy must begin as soon asisfeasble, if it isto
have a marked effect within areasonable timeframe. Many andyses, including this
submission, identify agap in retirement savings, both to adequacy benchmarks and in
terms of retiree expectations. additiond savingsto fill this ggp will need timeto
compound earningsiif they are to have redl impact.

Compdling contributions - the second pillar

One key question for retirement incomes policy is— having determined whet is
“adequate’, what strategies could achieveit. For ingance, while there is genera
agreement that 9% SG aone will not deliver adequate retirement incomes, thereisno
such generd agreement about the source of any additional compulsory contributions.
Thereis, however, awide community acceptance of the superannuation guarantee,
which persists today®. The challenge may be to see whether this broad support would
extend to additional compulsory contributions.

The impact of compulsory contributions - acrass the whole working population -
means that the option of additiona compulsory retirement saving deserves serious
consderation.

Employer Contributions

IFSA recognises that there would be some current difficulty in achieving a politica
consensus to raise the level of compulsory employer contributions to superannuation.
The Augtrdian Chamber of Commerce and Industry, in its November 2002
publication Modern Workplace: Modern Future, includes a clear objective that there
‘should be no further increases in the level of compulsory employer contribution to
occupationd superannuation of employees’.

The SG commenced in a context where the issue was access to superannuation asa
benefit of employment, following the introduction of award superannuation in the
1980s. Award superannuation did not cover al workers, and the SG was proposed to
extend coverage across the workforce, an objective it has largely satisfied.

The SG raterosein aperiod of productivity and real wage growth, during which redl
wages grew in addition to the growth in compulsory superannuation contributions.
The conditions that obtained during the introduction and growth of SG might well not
apply to apossible future extension to the SG rates. We have dready seen the
question of SG increases beyond 9% become contentious. If compulsory employer
contributions were widely perceived to reduce take-home pay, employees themselves
might well oppose extension.

® IFSA Retirement Savings — Desires and Drivers Research Project
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Employee contributions

The other source of compulsory contributionsisindividuas - redigticdly, employees,
and possibly the sdf-employed. Simply compelling retirement savings directly from
individuas would be a departure of some magnitude from established policy. Unless
any such arrangement had broad political support, it is easy to see aproposa suffering
as rapid as demise as did the reported Labor comments on increasing SG beyond 9%.

While IFSA does not pursue this as policy, there may be some merit in consdering a
scheme with some level of compulsion individua retirement saving, in the context of
some broader solution. It would seem that some element of partnering between
government and private savings would be essentid to overcome the (possible)
perception that compulsion merely represents atax ‘grab’.

Some more novel options could be condidered, possibly using the same Strategy as the
SG —that is, increasing retirement savings while ensuring redl take-home pay does not
fdl. For instance, an income tax cut could be directed to retirement savings.

Voluntary savings— The Third Pillar

Voluntary private savings represent the third pillar of Augtrdid s retirement incomes
policy, yet we ill understand little of what actualy drives them. Voluntary persond
contributions, and discretionary employer contributions, have an important role to
play in achieving individua adequacy. Thisis particularly true where individud
experience — such as a broken work pattern — differs from the collective.

IFSA undertook research into the drivers of retirement savingsin 2001, as part of its
Retirement Savings— Desires and Drivers project. Key findings are included in this
submisson, in this section and below.

Along with inferences drawn in anumber of other research projects, the quditative
research found that perception of aretirement ‘gap’ did not appear to be amajor
driver of discretionary retirement saving. We did find that having an accumulation of
savings gppeared to focus peopl€ s attention on the need to build retirement savings.

On barriers to voluntary saving, we discovered there were very low levels of planning
the financia aspects of retirement, among pre-retirees. The main reasons for this
included®:
o Other commitments eg children, home, too much debt, businesses being a
drain on funds or drain on energy
o Poor ability to saveffalure to think long term/other more immediate gods teke
priority eg extending/upgrading home
o Bdief that they would dways be able to earn an income/would want to work
in some capacity
o Lack of digoosable income to devote to saving (eg due to business failure)

o Lifeeventsintervening or reducing existing savings or investments (eg
retiring earlier than expected dueto ill hedth).

® |FSA Retirement Savings- Desires and Drivers Project — Qualitative findings
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On reasons for voluntary saving, we found those who were pre-planning a dl (the
minority) tended to be those who displayed one or more of the following
characteristics’:

o Looking forward to retirement (early retirement for some) because of lifestyle
aspirations (reduce stress and/or pursue a hobby or low intensity small
business interest).

o Encouraged by their employer to pay attention to ther retirement financing
(via education/provison of information or advice from the company’s
superannuation fund).

o Inavery favourable superannuation scheme or one that otherwise encouraged
higher employee contributions.

o Feared ill hedth, redundancy or aforced early retirement for any reason.

o Busnessfalure or other severe denting of life savingsto date

o Women for whom divorce or death of spouse had triggered them to plan for
retirement.

0 Sudden inheritance and associated redisation thisis the only nest egg they
have for retirement.

o Wedth accumulation occurring naturdly. (eg by luck or good management a
person finds themsalves owning a successful business or earning a lot of
money and needing to manage it).

o Wedth accumulation by nature or background.

o Children leaving home, triggering aredlisation among parents that retirement
isnow aposshility and increesing the level of disposa income available for
sving.

In quantitative research?, there was agreement with the statement that “saving or
investing for my retirement isimportant to me’. We aso found there was strong
disagreement with the statement “I live for today and don’t worry about saving
money”. Despite these findings, behaviour or confidence does not appear to have
changed: the sample overdl neither agreed nor disagreed with the statement “| feel
confident | will have enough money in retirement to provide a good standard of
living”.

Thisisan areathat will require further research attention in order to understand the
role voluntary savings can play in retirement incomes adequacy. The Government’s
commitment to match the personad superannuation contributions of low-income
earners may be amodel for awider scheme.

Taxation —impact on adequacy

IFSA has long supported the wind-back of front-end taxes on superannuation. These
taxes remove savings from the system before they have had any opportunity to
accumul ate returns toward retirement savings. We do however, recognise that current
revenue from contribution taxes supports worthwhile expenditures and programs.

" IFSA Retirement Savings- Desires and Drivers Project — Qualitative findings
8 |FSA Retirement Savings— Desires and Drivers Project — Quantitative findings
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There have been wide calls by most playersin, and commentators on, the Austraian
Superannuation system to reduce the burden of taxation on superannuation
contributions and earnings. The impact of taxes a dl three stages of the
superannuation process has been well documented.

We aso note that the 1988 changes to the taxation of superannuation represented a
bring-forward of future taxation revenues from retirement savings. Asthe IGR
shows, there is a greater need for taxation revenues out into 2030 and beyond than
thereisin 2002 and the current forward estimates period. Unwinding some of the tax
bring-forward achieved by the current rules, and returning that revenue to future
years, would ameliorate some of the future fiscd drain outlined in the IGR.

Gradua removd of front—end taxes could increase adequacy for future generations of
retirees without sudden and significant fisca impact on Commonweslth revenue.

Congderation of front-end tax impacts, and their remova, requires open access to the
models used by the Commonwedth. The current debate on front-end tax removal is
incomplete without afull fiscd analyss of the changes in revenue amounts and

timing, and of future savings to outlays — and this analysis requires the data.and
models used by RIM.

Older Workers and Surcharge

IFSA has found that people who have low superannuation baances and who are close
to retirement are being hit with surcharge. These are precisdy the people who need to
be hit the least.

The cause of this problem issmple. Surcharge is based on incomein asingle year.
Income can and does fluctuate sgnificantly from year to year — overtime, second jobs,
back pay, an annua leave pay-out on changing jobs - dl these can build up one year’s
income above others. Consequently, people who are not wedlthy, but are working
hard or long, can wind up above the surcharge thresholds. Annua income —
especidly from one year —isavery poor measure for equity in a process aslong term
as superannuation.

We have examples from two super funds:

Fund A isamagter trust with members from former corporate funds. Of the
members aged over 40 paying surcharge, the median account baance is
$40,000. Membersin this fund tend to bring their previous balances with
them, so it islikely that about half these people paying surcharge have tota
funds under $40,000.

Fund B isaretail super fund with wide membership. Here we have alittle
more detail and have been able to put together a chart showing the age and
balance of people paying surcharge. Tota fund membership is about 350,000,
of whom 6,500 have paid surcharge in 2000 and / or 2001. The average age of
members paying surchargeis just under 47, and their median account balance
is$50, 033. Median surcharge paid was $2,250 over the two years.
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The digtribution of ages and baancesin the chart shows graphicaly that surchargeis
hitting the wrong people. While Austrdians do have an average of more that three
super accounts, these examples would be as strong if we multiply the balance by
much larger numbers than three:

o Age 60years 5months — balance $12,070: surcharge paid$626.55

o Age 50years 4months — bal ance $28,180: surcharge paid $13,196.85

o Age 5dyears 9months — balance $913 surcharge paid $198

These are not complete examples without details of other accounts and assets, but the
numbers do show isthat people are not likely to reach even 50% of the lump sum
Reasonable Bendfit Limit are losing significant proportions of their superannuationin
surcharge. The account balances here are in line with the recent AMP-NATSEM
data, which show older workers have on average $56,000 in superannuation: these
are not atypical people.
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TAXATION AND REGULATION ISSUES
Taxation - amplicity

The overwhelming complexity, and persstent uncertainty, of the tax trestment of
superannuation has significant impacts on confidence and behaviour. IFSA research,
released at our 2001 Conference, found that |legidative change was a mgor turn-off to
discretionary superannugtion. “The government keeps changing the superannuation
rules, and will therefore probably continue to do s0™.

There is congderable merit in the idea to remove the daunting complexity, which
persgsin superannuation because of the grandfathering provisons on earlier
concessiond treatments. Thisis an ideathat would require much further work, but
one worth exploring. For ingtance, the previous concessiona treatment available to
an individua could be caculated at a point in time, gppropriately indexed to
retirement, and retained viaa central system such asthe RBL system maintained by
the ATO. Assuperannuation funds have at best partia information, it is not sensble
or cost-effective to manage this information viafunds' member records.

|FSA does not have a specific answer to propose, short of thiswork being undertaken,
but would be keen to explore what adminigrative complexity could be sensbly lifted
from superannuation funds. We would note that accessto RIM modelling could assst
an open debate on options to achieve this amplification.

Regulation - flexibility

The current tax and superannuation rules, particularly on concessond limits, tend to
work againg the sort of flexibility people may now need to achieve adequate
retirement savings from less traditiond labour market participation patterns.

Concessional limits

IFSA suggests that the broad lifetime concessond limit concept be retained, though
we recognise some technical issues need to be addressed, and that the annud
deduction limits be removed.

The mogt obvious limit to flexibility are the annud contribution limits, which seem
unnecessary given the lifetime limits effected by the RBL regime. 1FSA supports the
concept of alifetime limit on concessiond treetment of retirement savings, and while
there are technical issues with the RBL system, alifetime limit on concessond
treatment is an appropriate concept to the current superannuation regulation regime.

Older workers seeking to make up for periods out of the labour market, but who are
not yet over 50, may wish to put more of their sdary into superannuation than the
current limit. Therigid annua deduction limits on employers operate to redtrict this
opportunity. The 2002-3 limit for deductible contributions under age 35is $12,671,
and under age 50 is $35,138.

% Retirement Savings— Desires and Drivers Project - Qualitative findings
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Women returning to the labour market after parenting are particularly affected by this
limitation. The same argument would apply to ayounger woman who wishesto
contribute a Sgnificant amount to superannuation ahead of a career bresk for

parenting.

Government has been keen to argue that superannuation is a tax-preferred savings
vehide a individud level, even after the maximum surcharge is gpplied, yet seems
reluctant to dlow flexibility into contributions to encourage those who can, to
contribute more when they are ableto.

Transition to retirement

Many rulesin tax and superannuation legidation appear to assume that a person
retires once, and once only, and that on aday they have sdlected in advance.

ThisSngle- case assumption pervades the regulatory system, and has such
outworkings as.

an income stream, once commenced , cannot be suspended if the purchaser
returns to work — it must be commuted and re-started;

an income stream, once commenced, cannot be topped up by new monies,
even by later release from other superannuation accounts — it must be
commuted, added to, and a new income stream commenced. Thisis
particularly perverse in account-based products, where the design would
readily accommodate new amounts.

The release of benefits rules do not alow someone to continue in the same
employment — say on a part time or project basis— and draw the benefits that
they had accumulated up to the change in the nature of their employment.

Restrictions on voluntary contributions — the employment nexus

It s;ems very few people are now unable to make persona contributions to
Superannuation, though among these there may be significant groups excluded more
by omission than conscious policy. Further expansion of the categories of people able
to make contributions in the 2002 Budget heightens the issue.

Rather than stating who may not contribute, superannuation regulations contain
multiple categories of people who can. This seems to result in complicated systems
and cogtly adminigtrative processes, dl of which come at cost to fund members saving
for their retirement. All can be traced to the originad employment nature of
Superannuation — the employment nexus.

The obvious and smple solution — to remove the employment nexus from persond
Superannuation contributions — warrants exploration. It would not be difficult to
assess who would benefit, who (if anyone) might lose, and to scope the costs and
benefits to superannuation fund members, superannuation funds, and retirees.
Assessing Commonwedlth fisca cogt and benefit might be more involved, but it
would alow reasoned consderation of the issue.
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Non-superannuation savings and income streams

The tax rules d <o effectively exclude non superannuation savings from alocated
retirement income stream products. The design of these products facilitates the
orderly drawdown of capital across retirement, and limits inappropriate tax deferral.
As such, these products are importart to help retirees achieve adequate income across
their whole retirement, and this excluson militates against adequecy.

It ssems to be difficult to quantify the fiscal benefit of thisexclusion, if any, and as
such it is hard to judtify its continuance. The exclusion is not present in socid
security rules for asset test exempt annuity products, for the reason that retirement
income streams meet the policy objectives of retirement incomes policy no matter
what the source of the purchase price.

Asan asde, we understand that an argument is sometimes voiced within the socid
security adminigration that alowing non superannuation monies into alocated
products would imply an assets test exemption. However, we see no logica basisfor
such an argument.  This submission does not advocate asset test exemption for
existing dlocated products — IFSA has only sought (a degree of) exemption for
growth pensions.

The rules exduding nort superannuation monies from retirement income stream
products should be removed. If it is gppropriate to retain some limitations in order to
prevent misuse of this access, these could be implemented in conjunction with
removd of the exising impediments.
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RETIREMENT INCOME STREAMS
Digtortionsin current rules

The current tax and socid security treatment of retirement income streams aso
contributes to inadequeate retirement incomes. The current rules for complying

income streams — broadly, those that qudify for the higher penson Reasonable

Benefit Limit (RBL) and thet are exempt from the socia security assetstest — heavily
favour interest-based investments. This distortion has been canvassed in IFSA’s
submission to Government supporting the recognition of Growth Pensons— copies
were provided to the Senate Committee on 4 May 2001. It arises from the restrictions
placed on complying products — chiefly that income paid cannot vary, except for
indexation.

If this distortion were removed, and retirement income streams which include growth
assets were recognised, |FSA has cdculated that a retiree with $100,000 to invest ina
15 year income stream would receive around $30,000 more in real terms than $100,00
invested in a 15-year CPI-indexed guaranteed penson or annuity.

The digtortion towards interest- bearing investments affects capital markets, reducing
the alocation of retirement savings to economicaly productive equity (and other)
investments. Thisimpact reduces the efficiency of the economy overdl, and the
impact will become larger as higher future levels of retiree savings are forced into
interest- based investments.

A copy IFSA’s proposd for Growth Pensionsis a Appendix 4.
Consumer preferencesin income streams

IFSA’s Retirement Savings — Desires and Drivers research project asked retirees and
pre-retirees (aged from 45 to 5 years post retirement) to rank arange of income
streams features, both independently and as paired trade-offs, on a zero to 10 points
scae of importance.

Pooling risk

The results were surprising in some respects. Above dl other features, respondents
sngled out pooled lifetime (longevity) risk as their most didiked fegture.
o The most important single attribute of retirement income stream products, was
that “the balance of the fund goesto the estate or to your partner if you die
early” (mean importance score 9.2).
0 Theleast important festure among the paired attributes was “Incomeisa
guaranteed amount, paid for life, but if you die early no further money may be
paid to your estate” (mean importance score 2.8)
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Guarantees

Guaranteed income aspects were given very high importance in the Single attributes,
but fared lesswell when balanced againgt trade-offs. Single attribute importance
scores were:

o Guaranteed income for life (mean importance score 8.7)
o Incomeindexed againd inflation (mean importance score 8.2)
o Guaranteed leve of payment each month (mean importance score 8.1)

When put in context - “Level of income is guaranteed but incomeis lower because
low risk investments used” — the score drops (mean importance score 5.4)

Overdl, the group seeking this security comprised 5% of the sample. This generaly
accords with the market share of lifetime products.

Transparency

“Transparency” aspects of income streams were rated as having high importance:
0 Recaveregular account statements, showing baance (mean importance score
7.9) -
compared to
o No account statements, but you are paid a set amount of income each week or
month (mean importance score 5.0)

Control

“Control” aspects of income streams were given smilar importance:
o Can chooseinitid investment mix (mean importance score 7.7)
o Can changeinvestment mix (mean importance score 7.7)
o Can switch to another fund manager easly (mean importance score 7.6)

Some care must be used in dedling with ‘control’ aspects— in the quditative phase
we found awide range of meaning among pre-retirees and retirees. Taken together,
the attraction of transparency and control aspects does much to explain the popularity
of alocated income streams.

Adequacy and sustainability in income streams

IFSA is of the view that there are anumber of issues in the current trestment of
income streams that warrant some consideration from the perspective of long-term
adequacy. We draw these to the committee’ s attention for further examination: the
modelling resources to explore these questions, and to test policy responses, rest with
government rather than in the community.

Much of tax and socia security regulation of income streams is based on asingle
mean life expectancy. While thisis true on average, it does not address the smple
datidicd principle that haf of retireeswill outlive mean life expectancy. Sincelife
expectancy isadigribution, there is some merit in reshaping rules to recognise the
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spread of life expectancy. We recognise that this may not be desirable where
resulting rules may dlow ingppropriate or indefinite tax deferrd.

Once smple consequence is that the current drawdown factors for alocated products
drop to low numbers after mean life expectancy. This eventudly forces retireesto
draw a significant proportion of the account, however long the account holder may
expect to live. It may not be desirable to reduce the minimum drawdown factors
ggnificantly early in retirement — say up to age 75 —to limit tax deferral. However,
once aretiree is gpproaching the mean life expectancy of her or his age 65 cohort, say
around age 80, remaining life expectancy can be quite long indeed rdative to that
mean. It seems allittle counter-productive to then require annual drawdowns that will
rgpidly exhaust the remaining capitd.

It would make considerable sense to mode the consequences of applying longer life
expectancies to the drawdown factors of dlocated products. Thiswould dlow a
sensible trade-off between prolonged income drawdown and the risk of cresting
inappropriately large estates.

IFSA has proposed asimilar approach to life expectancy for its growth penson
proposal — extending the term from 15 to 23 years. IFSA’s modeling showed that
there was gill a positive benefit for the retirees, and savingsto pension outlays, in
taking the growth pension rather than a life expectancy income stream.

65 year old male, $100,000 purchase price Investment return 8.5% pa

12,000
10,000
8,000
6,000
4,000
2,000

23 year Growth Pension
O Allocated Pension - Minimum

15 year LE Complying Pension - cpi indexed
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OTHER I SSUES
Simplicity

Thereislittle doubt that the superannuation system as it stands is complex and
cumbersome. Complexity dampens retirement incomesin two ways.

higher administration costs are incurred to run complex systems with many
components to be tracked; and

lower understanding arises from higher complexity (which borders on
incomprehensible at times) and leads to lower confidence in superannuation,
which we suggest resulltsin lower leves of voluntary saving.

Smplicity in taxation treetment is a smilarly worthwhile god. The multiple
goplication of taxes, and the proliferation of different components of superannuation
which have, or have had, different taxation treetment al add to the incomprehension
experienced by ordinary Australians seeking to understand their superannuation.

Thereis congderable scope for smplification of the complex rules and trestments
surrounding the remnants of the employment nexus that persst in legidation. Few
groups remain in the community who are effectively excdluded from superannuation.

Y &, rather than define who cannot contribute, there are a plethora of categories of
people who can contribute. All these categories must be checked and tracked, and all
this activity comes at a cost — one could say we have a system being dowly blocked
by hardening of the categories.

Education and savings culture

IFSA’ s research, and the wide range of other research cited in this submission,
highlights the gap between desire or intention, and understanding of consequences of
inaction. Thereisdso an evident gap in people s knowledge and awareness about
saving, superannuation and investment generdly.

This gap could be addressed by awdll targeted campaign to educate people about
retirement saving at pointsin their lives when they would be mogt likely to absorb,
and possibly respond, to new information and understanding. 1FSA haslong
supported the development of measures to help grow a savings culture in Audtrdia

A wedl-constructed and targeted education program on these issues could only assist
in improving voluntary savings for retiremen.

Non-superannuation saving

IFSA supports the development of a smple, transparent long-term savings vehicle

with tax benefits (in timing and possible fina leve of tax payable) as an adjunct to
Superannuation.
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Superannuation, particularly since the 1999 preservation rules, locks up money for
retirement that individuads and families might require earlier accessto. Insurance
bonds currently provide for mediunv/long-terms savings, however the tax payable on
these can be difficult for individuals to assess, particularly so for periods lessthan 10
years. At present, re-draw mortgages and re-gearing of housing equity appear to
provide the only smple, tax- effective vehicle for such saving.

IFSA research'®, with anumber of other studies, shows Australians are saving for
ther retirement outsde as well asindgde superannuation. A sgnificant reason for this
isthat superannuation is preserved for alonger period and as such isless useful to
individuds and families who need medium to long-term savings for other lifecycle
needs, such as reduced employment income and higher costs in parenting, or
unexpected loss of employment.

A medium/long-term savings vehicle, based on managed investments principles,
could easily be structured so that the tax differences were only in timing, and also
dlow afisca bendfit to government from compounding investment earnings. Such a
vehicle would contribute to a savings culture, as people could see more immediate
outcomes for their savings decisons.

Health Care

A number of solutionsto increasing hedlth care cost have been canvassed in the wider
context of the retirement cost debate.

IFSA would merely note that many of the cost increases noted in the OGR are not
demographic, but related to supply or demand in the hedlth care market. These cost
increases lend themsealves more readily to policy solutions in the health fidd.

A number of proposals have been made to ded with demographic costs, including
partid pre-funding. Some proposas share with the SG the am of reducing the impact
of demographic change on future funding requirements rather than seeking to replace
current mechanisms entirely. While we see merit in atargeted strategy, and in pre-
funding some of the demographic cost, we do not have aview on the particular merits
of any one solution.

Aged Care
IFSA isnhot in aposition to comment on the wider issues in aged care provision.

We can make some comment on the issue of extensive care— nursing home care, asit
oncewas. We note that thislevel of careisonly required by between three and seven
per cent of the aged population, yet most aged people would be concerned about the
cost impact should it fall on their family or themsalves. This sort of problem— wide
concern, but low eventudity — lends itsdlf to insurance-like solutions.

10| FSA Retirement Savings— Desires and Drivers Qualitative Report
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What is more, there would be a significant gap, on average, between retirement and
entry to extensve care. Thisdday would dlow amodest sum at retirement to
compound to amore subgtantia amount by thetimeit is called upon. While we are
not in a position to recommend a scheme, it does seem clear that an insurance solution
warrants exploration for extensve care cods. Agan, we see merit in limiting such a
scheme to funding the additional demographic funding requirement rather than
replacing the current funding mechanisms entirely.
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Appendix 1 Living standards in retirement

This gppendix further explores adequacy and the gap in peopl€ s expectations of their
standard of living in retirement. The current and succeeding generations of older
Augrdians will have very different retirement incomes, largely determined by their
experience of superannuation.

1.1 Income of pre-war generation retirees

Those dready past retirement age (65 for men and 62 for women) are the least likely
to rely on superannuation for an adequate sandard of living in retirement. This
generation includes dl those born up to and during WW11- the pre-war generation.
They were born before and up to the end of WW11, with the youngest now aged in
their mid to late 50's.

This generation grew up with auniversal age pension, and may broadly perceive the
age pension to be areward for a productive working life. Thiswould have been
reinforced by the various grandfathering arrangements thet are in place for
Superannuation savings prior to 1983.

Notwithstanding the introduction of successve assets and income tedts, the age
pension remains the principa source of income for over three-quarters of the current
generation of retirees.

Research by NATSEM shows that over 80 per cent of the population of
qualifying age rely on asocid security penson or Smilar payment, asther
principa source of income.

Grossincomes of individuds on age pension are about 50% higher than the
basic penson rate and are aout half of the incomes of the prime age working
population (before tax).

The impact of superannuation on the income of this generation is smal but growing,
as the growth in coverage of superannuation startsto take effect.

NATSEM research shows that incomes from superannuation pensions and annuities
now provide the main income source for amost 9% of the aged in 1995-96. Thislow
figure disguises the lump sums that are taken and converted into income earning
assets- shares, bonds, cash deposits etc. |f these are added the figure relying on
Superannuation or investment assets olely increases to 15%, dthough thiswill have
fallen somewhat in recent years with the decline in interest rates,

Onefeature of Audrdia s combined age pension and superannuation systemsis that
the income digtribution of the aged in Audrdiais more equa than internationa
norms. Nearly two-thirds of Audrdia sretired people fal into the third to fifth
equivaent after tax income decile, indicating that while most of Australia’s’ ederly
are not poor, neither are they rich.
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Minimum living standard in retirement

The age pension in 2001-2002 is $10,900 for asingle person. A single person can
earn up to acut off point of $30,900, and till qudify for a part penson. This cut off
point, after which no pension is payable takes effect a 70% of AWE.

The RBL sats a maximum cap on the amount that can be accumulated and
taken asalump sum- equal to 12 times AWE while the penson RBL is
equivaent to a penson income of 25times AWOTE.

The real vaue of the age pension increased by some 70% between 1970 and 2000;
with most of thisincrease occurring during the early 1970's. Since the mid 1970 sthe
pension has been indexed, initidly to the CPI and since 1997 to mde total average
weekly earnings (MTAWE).

A broad political target level, backed by legidation, has seen the pension maintain its
relaivity with earnings at 25% of average earnings over the whole period and now
maintained by indexation.

In addition to the age pension, full pension recipients can be entitled to other subsdies
from Federa, State, Loca Government and community programs, such as pensioner
hedlth card benefits and transport subsidies, and reduced co- paymentson
pharmaceuticals.

Adequacy for current retirees

Using an income replacement measure, NATSEM has cdculated that the current
generaion of retireesisliving on an income ranging from an equivaent to 25%
AWOTE on afull pendon to atota income on average of 50% AWOTE.

Treasury, using a consumption replacement rate, has estimated the current value of
the full pension as 37% of pre-retirement consumption levels.

Both are vaid methodologies but can give differing results, depending in part on the
discount rate !

A recent OECD study suggests that the income of this generation of retireesislow by
comparison with internationa norms, even alowing for differences in these schemes.
The OECD consensusisfor a 70-80% di sgosable income replacement rate, equivalent
to a 60% gross income replacement rate.

Superannuation balances for this group are small on average, and any additiona
income to the age penson will come from part time work and/or contributing to
Superannuation up until 75 years of age.

1RIM
2 oECD
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Work by RIM in 1999 suggests that smply raising the age penson to 30% of AWE
would increase the cogts of the age pension from 3% of GDP in 1999 to 6% of GDP
by 204913

1.2 The baby boom generation

Almog hdf of al people below retirement age expect to retire between 55 and 65
years of agel

Y et while these generations will work lessin their lifetime, they aso expect to be
more sdf-rdiant. These optimigsinclude:

the baby boomers, those born between 1946 and 1960;*°
the post baby boomers, those born after 1960.

The oldest baby boomers reach 55 and begin to retire from 2001, while the youngest
areinther early 40's. The youngest will have retired by 2025, at aged 65.

Two thirds of peoplein the ANOP 2001 survey fdt that they were persondly well
prepared financidly for retirement, compared with only hadf in the 1989 study.

Only three in ten baby boomers expect to receive the age pension, while the earlier
survey found that 51% of non-retired people expected to receive the age or veteran's

penson.

Thelr expectations are based on optimism about the value of their savings through the
Superannuation Guarantee (3 in 10, 32%) and on the increasing value of their own
home (2 in ten-23%).

The problems with this are that not many will want to sell their home to creste an
income stream and o it depends very much on the capacity of the SG. Only 18%
plan to sdl their home as part of their financid plansin retirement.

While many have expressed confidence in their savings and finandid planning to give
them an adequate income in retirement, alarge number do not know how much
income they will need in retirement.*°

In contragt, the redity isthat in twenty yearstime at least Sx in ten of this generation
will be recelving at least a part pension in retirement.

“there is a marked difference between the perceptions that many people now have about the rosy
prospect of retirement and the harsh reality of the financial future that actually awaits them”.
Rod Cameron ANOP 2001

13 Bacon/RIM/1999

“ING

1511 some cases the group born between 1960 and 1965 are included in the baby boomers
18 ING survey
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The gap between outcomes and aspirations

When asked what income would be adequate in retirement, baby boomers responded
asfollows

In the ANOP survey, 9 in 10 say that they needed more than $20,000 per year
to live on in retirement, to 50% of average earnings'’. Some 7 in 10 say that
they will need aminimum of $30,000 to live on in retirement, or two thirds of
average earnings. Baby boomers dso think they will need a higher living
gandardsin retirement - 5 in ten want at least $40,000 in retirement (AWE)
and 3in 10 want $50,000 minimum (1.2* AWE)

In the ING survey over 35% stated they needed up to $500 per week in
retirement (up to 2* AWE) and in excess of 16% claimed they needed between
$500 and $1,00 per week (between 2 and 4 times AWE).

NATSEM has looked at the income and wedlth of people in the 50 to 64 years old age
group.

Replacement rates

There are 2.7 million Audtrdians aged between 50 and 64 years of age with an
accumulated wealth on average of $240,000.

Mogt of the wedth of this group istied up in the family home, and they are unlikely
as retirees to want to sdl their home to finance their living Sandards in retirement.

The average superannuation balance of this group is estimated to be $56,000. These
low baances are not nor surprising as widespread superannuation coverage did not
become aredity until the 1990's, when the oldest of this group in their mid-fifties
The oldest baby-boomersin this group were 46 when the Superannuation Guarantee
was introduced, at a 3% contribution rate.

A $56,000 lump sum paid into an alocated annuity by a 65 year old maeto lagt till
he is 80 years of age (around the life expectancy of maes) will provide only $100 per
week.

This group aso has additiona private savings, other than the family home of on
average $58,000, that could be used to provide a retirement income.

If thistotal amount was used to buy an annuity, the total income could be as much as
$21,300 in today’ s dollars, or the equivadent of 50% of AWE. Thisisbeow the
international norm for gross income replacement rates of around 60% of AWE, and is
at the minimum end of the baby boomers range of expectations.

17 \We have followed the convention of using AWOTE as the appropriate measure of average earnings.
Thisismale, average, weekly, ordinary time earnings
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These averages disguise some important differences in the distribution of this wedlth.

The top 25% of this group owns amost 60% of the wedlth of people aged 50-64 (see
the Pie Chart)

Tabdn 4: Estimated distribution of assets for 50 to &4 year olds, by wealth quartibe, Bmesry 2002
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Figuere G:  Estimated proportion of totad personal wealth of 50 to 64 yenar olds, by quartile, January 2002

The poorest 25% of this group have just only $24,000 in wedth, excluding the family
home, of which $21,000 isin superannuation.

“And herein lies the problem- that is a massive gap in expectations for the younger, boomer members of
the 50-64 year old age group about the kind of lifestyle they may want when they retire and their ability
to fund it”

There is some time to boost their savings - but not much.
AMP Andrew Mohl

1.3 Post baby boom generations

The post baby boom generations gppear in research to expect to be increasingly self-
reliant in retirement. He question is whether they will achieve the sandard of living
in retirement that they expect.

There are anumber of studies that explore potential scenarios of outcomes under the
SG system uding various levels of lifetime rates of superannuation contributions.

Treasury’ s Retirement Income Modelling TaskForce has done extensive modeling of
scenarios in recent years. The most recent publicly available results are a 1997 paper.
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Using the examples of hypotheticd individuds, and based on an annuity
investment strategy in retirement, Treasury found that at 0.5AWOTE, the
consumption replacement rate was 107%, fdling to 57% at 2* AWOTE.

In their aggregate andysis Treasury, compares the experiences of those
retiring now, with those retiring in 30 or 40 years. For those with along
period in superannuation disposable income replacement rates are expected to
rise from 45% now to 59% per cent by 2038. For the total population,
disposable income replacement rates rise from just under 60% now to about
70% from 2030.

This confirms that baby boomers can expect amaximum of between 45 and 60%
consumption replacement rate, while the following generations can do better after
2030.1®  Even then, with the uncertainty inherent in these models, the SG system only
just approaches the 70-80% OECD band.

This confirms what the broad conclusions reached by a number of researchers, which
isthat only someone who:
has contributed to superannuation at 9% for 40 years
takes their superannuation evenly divided into alump sum and a penson (on
current income and assets tests)

will come close to the same sandard of living in retirement as when they were
working.*®

To achieve living Sandards, that meet expectations and that are comparable with
OECD norms, requires increased superannuation contributions. The following table
indicates how much addition contributions would be required to meet
expectation levels of retirement income.

To achieve a disposable income replacement rate of 75- 80% the rate of contribution
has to be higher for shorter working lives and higher asincomeincreases. Itisclear
that a 9% contribution rate is very much aminimum.

Years of Work 40 35 30

% Of AWE 100% 70 | 100% | 150% | 100%
%

Contribution Rate 12% 9% 14% 15% 17%

Contribution rates need to be lifted by arange from 3-8% if people are to meet their
indicated retirement income gods. In particuar high-income earners and baby
boomers, with fewer years of high rates of contribution need to significantly increase
their contribution rates.

18 | ncome replacement rates tend to be lower than consumption replacement rates.
19 Fitzgerald, Natsem, ASFA
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Surveys show that there is a significant group who don’t know what they need in
retirement. One way of addressing thisis to provide greater use of target
superannuation ready reckoners.

For any given amount aready saved, and atarget income in retirement, these tools
can be used to estimate a target rate of contributions over the remaining working
years. Changing the superannuation rules, to alow greater contribution catch ups
could led to increased contributions and a greater sense of ownership of
Superannuation fund members.
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Appendix 2 Social Change
Demographic change

Austraia s population is 19.7 million, of which 11 per cent of men and 16 per cent of
women are of retirement age?® By 2042 this could increase to 22 per cent of men and
25 per cent of women.?! Over the same period the total population could increase by

38 per cent, with the number of people aged over 55 increasing Sgnificantly faster
than the number aged under 55.

Asareault of these trends the dependency ratio, or the ratio of the population of

retired Audtraians to the working age population, will double (see Chart). The
dependency ratio for older Audtrdiansto full time workers could increase from 30%
now to 56% in 2042.

The proportion of the frail aged would increase by 2042. Asashare of the population
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over 65, the population over 80 could rise from 25% now to 33% in 2042.%? Thefral
aged by and large have greater and more expensive care needs, including residentia
care. The cods of financing the needs of this group of older Augtrdians will increase
as medicd technology will increase the range of medicd services and

pharmaceuticals available to tregt, and extend the lives of , the frail aged.

Both men and women are living longer in retirement.

Men and women retiring today at 65 could expect on average to live for around
sixteen years and twenty-two years in retirement respectively.?® If the trend continues
for men to retire from full time work in thair fifties, and women earlier, then people
could expect to live aslong in retirement as they have spent years in the workforce.
This underlines the importance of measures that enable greater savings during the

20 ABSfigures estimate 1.1 million men over the age of 65 and 1.6 women over the age of 62.
2L ABS projections estimate 3 million men and 3.4 million women over the age of 65.

22 ABS estimates there will be 0.2 million men and 0.4 million women over the age of 80 in 2042.

2 | ife Tables 1980-82 (what is the most up to date reference?) figures, taking age 65 for men and aged
60 for women

30 Level 24, 44 Market Street, Sydney NSW 2000 . 6129299 3022
Emall: ifsa@ifsa.com. i Fax: 61 2 9299 3198




working years, and permit combining part time work while contributing to
Superannuation as long as possible.

Table 2 Intergenerational Report Changes in Projected Life Expectancy (at birth)

2002 2042
Males 77.2 82.5
Females 82.6 87.5

The pressures on private savings

Audrdiaisfortunate that it has a sound mode to promote private saving for
retirement through superannuation, one that is world recognised.

We are well down the path of supporting growth in superannuation, with Audraia' s
growth in superannuation assets one of the fastest in the OECD.

Governments have reduced the reliance on universal aged care benefits, with
extensve assats and income tests introduced through the 1980's. The age pension
now has more of aroleto play in poverty dleviation.

Y et there are long term trends that have a bearing on private savings behaviour, that
add to the chdlenge in financing our living Sandards in retirement:

the duration of working lives, men's and women's, impactson lifetime earnings,
and on potentia savings to accumulate an adequate superannuation sum for
retirement. Further people can expect to live longer in retirement. Together these
factors suggest that the current rate of contributing to superannuation may not be
sufficient.

The proportion of sngle householdsin every generation isincreasing, reducing
the capacity to save during the working years, and adding to the costs of living in
retirement compared with previous generations with a higher number of married
couples.

Private savings and weslth of Audraians remains dominated by the value of their
homes.

Working Lives

At the time the Superannuation Guarantee scheme was introduced by the Government
in 1992, it assumed aworking life of 40 yearsin modeling the impact of the SG on
projected superannuation savings. Ten years later this assumption agppears to be out
of step with contemporary work force experience.

Early retirement for men is common, with an average retirement age from al work of
59 (ABS study). While women's workforce participation in the workforce is longer
than it once was, as women' s labour force participation rate has increased, women
retire on average from al work at 44 years of age, consderably lower than the
gatutory retirement age. Overal according to arecent AMP-NATSEM Report,
around 42% of people over 50 have |eft the full time workforce.
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Living alone

The vast mgority of Audraiansin the 50-64 age group are living in couples, asmilar
ratio to younger age groups. But thereisarisein the proportion of people living
aone a every age group.

And the number of people living donein retirement is Sgnificantly higher than for

the rest of the population.

Twenty per cent of men and forty per cent of women over 65 live done.
The growth in single person households, reflecting a higher divorce rate and women's

longer lives, islikely to increase the number of people with inadequate
superannuation and who will have to rely on asngle income in retiremen.

Housing Wealth
Chart 2: Household assets
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Source: Treasury: ABS Cat. No. 5232.0 and RBA Statement on Monetary Policy

While there is no doubt that housing assets alow owners to have lower expenses and
abetter gandard of living, it iswedth that tendsto stay locked up until very latein

life, and only then may be redized with downszing. In many cases people are
reluctant to leave the family home. In this context reverse mortgages were not

popular when introduced in Austrdiain the last decade, and even in the US, they have
taken 10 years to achieve only asmall market penetration.* As aresult housing
assets are often passed on to the next generation.

24 ABA information
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Appendix 3 Saving through Superannuation

This Appendix reviews the current date of play in Audralia s superannuation system.
This sets a context for the discussion in the rest of the submission on closing the gap
in financing adequate living sandards for older Audtrdiansin retirement.

A brief history of superannuation
The higory of Audrdia s superannuation system is relatively recent.
Participation in superannuation falsinto three phases™:

post war voluntary superannuation;
award superannuation from 1986; and
the superannuation guarantee from 1992.

During the first phase superannuation was voluntary, tax advantaged, occupationdly
based and/or largdly limited to certain groups. These included high proportions of
public sector employees, maes, full time workers and those in higher income white-
collar occupations. By the mid 1980’ s less than half of the workforce was covered by
voluntary superannuation arrangements, with coverage amongst women (25%) around
haf that of men (50%).

Mogt superannuation funds were employer sponsored and defined benefit schemesi.e.
a specified amount payable based on years of service. Contributions were tax free, as
was the investment income. Benefits taken asincome were taxed at margind rates
while only 5% of lump sums were taxable.

The first compulsory superannuation introduced into Austrdiawas in 1986 as part of
the Accord agreement between the Hawke Labor Government and the unions. At the
time assets under management by superannuation funds were around $50 billion.
Industria awards required employers to pay an amount equa to 3% of earningsinto
employees superannuation. While contribution rates were low, award based
Superannuation had a Sgnificant impact on superannuation coverage of employees.

Immediately prior to the introduction of the Superannuation Guarantee (SG)
legidation in 1992, totd superannuation assets were $165 billion. The Government
expected the SG system to boost private savings by 2005 by 1% to 1.5% of GDP (or
$5.5hillion).

The greatest impact was on the coverage of superannuation — after 1992 coverage
rates rose to 90% of the workforce. With this shift too, contributory or defined
contribution superannuation funds have become the norm where the final benefit
depends on the investment return of the fund over time and not a promise by the
employer.

25 Bateman and Piggott 1997
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This year, 2002- 2003, the compulsory employer contribution rate will reach its peak
a 9%, with the scheme gpplying to dl but low-income earners. The sdf-employed,
nor-working spouses and children have access to different taxation incentives to
encourage them to contribute to superannuation.

Changes in taxation arrangements were made progressvely, starting in 1983 mini-
Budget, introducing higher tax rates on lump sum benefits. Mgor changes were
introduced in 1998, with a bring-forward of tax on contributions, investment income
and potentidly lump sums. This was followed by the surcharge for high-income
earners on contributions introduced in the 1996-97 Budget. These changes, and the
grandfathering arrangements to preserve exigting entitlements, have greetly added to
the complexity of the superannuation system is believed to have undermined
community confidence in its ability to provide a benefit on retirement.

Superannuation trends

The most recent information on superannuation is available from APRA up to
December 2001.%°

At the end of December 2001 total assets in superannuation funds were $527 hillion,
with 23.7 million member accounts (see Appendix A).

Most funds (98%) are small funds (230,500), with less than five members.
These s0 called “ do-it-yoursdf” funds have grown in number by over 360 per
cent since 1994-95.2" Analysis by the ATO suggests that the main reason for
the sgnificant growth in the number of these funds has been the desire for
increased control of invesments.

Most members (98%) are in the other 3,438 funds. The top ten per cent of
these retail, corporate and industry funds cover approximately 90% of al
superannuation fund members. Most members are in retail funds and industry
funds.

The mgority of assats are held in retail funds and public sector funds.

In 2001, superannuation fund members made $22 billion in contributions,
while employers made $28 hillion in contributions, atotal of $50 billion.

There has been no change in the expense to contributions ratio over the period
from 1994-95, congtant at 8%. The smdler funds nonetheless have
significantly higher expense ratios at close to 20%6.2

In total superannuation savings are growing a arate of over five per cent per annum,
with increases in contributions and with investment income.  Superannuation funds
could reach $1500 billion by 2010, three times the amount of funds today. >

26 APRA Superannuation Trends December 2001

27 Funds were then APRA supervised

8 Table 4e APRA
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Annud taxation revenue from superannuation has grown sgnificantly in the last
decade, more than doubling increasing from 0.3% of GDPin 1991-92 to 0.7% of
GDPin 2000-01.%

Tax on contributions and fund earnings have grown from $1.1 hillion in 1991-
92 to $4.1 hillion in 2000-2001 (and are projected to remain around this level
in the Budget forward estimates).

The superannuation surcharge raised $0.4 billion in 1997-98 rising to 0.7

billion in 2000-01 (and are projected to increase to 0.8 billion over the forward
estimates).

Information on superannuation balancesis available from a range of sources.

According to the ATO, in 1999-2000 408,776 people received igible
termination payments. Not dl of these people were of retirement age, some
were Smply changing jobs and rolling over their superannuation from one
fund to ancther. These payments totaled $8.7 billion or an average of
$21,322 per person.

APRA data at December 2002 shows an average baancein smdl
superannuation funds of $185,000, $54,000 in corporate funds, $41,000in
public sector funds, $13,000 in retal funds and $6,000 in industry funds.

A Report from AMP-NATSEM in May 2002 shows that an average
superannuation baance of $56,000 amongst the group aged 50-64 years of
age.

These typicd baances suggest thet it islikely that older Ausgtrdians will continueto
rely on amix of publicly funded age pension, earned income from part time work or
retirement incomes in the next four decades.

29 Rainmaker
30 Budget Analysis Appendix E 5-33
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Table 1b. Superannuation Assets __ Fund Type

5 millllon]
e . ) srmall Balance af
Corporate Indusky Boator Rakail RSAg" Eris! Sub-total  Statutory  Total Assats
Flands’

199495

Jun 48556 10,118 51,649 2,165 20,147 182,835 46,757 229,392
192596

Zep 51,708 12,931 53,389 54 070 21,868 154 953 42 838 237 891

Dtz 53,385 13,864 56 308 &7, 1 23 5E8 203 468 44 018 247 486

Mar 53762 14,477 56,648 58,24 25,184 209,314 42,884 252 208

Jun 56357 15,183 5B 673 B2, 154 28213 230,580 42,151 262 741
1aaaT

Zsp 55714 16,261 60 406 66, 52 30,071 2304093 45,543 #75.036

Dec 57570 17,224 63,103 0,147 azaz 240, 457 45,358 2B5815

Mar 57576 17,983 64,135 r2272 34,135 246,101 51,883 284,084

Jun 82187 19,803 T.013 TR [0 36,141 287 327 54,247 T 5BG
Rk

Sop 64,008 21,358 73812 B2 478 926 38418 280,178 56,881 3345 069

Dec 63,581 21,818 T3.623 B8h.rd 135 38,931 284 674 56,210 40,484

fdar 64 BER 23177 TT 664 BT G 50 42 944 286,102 Hd, 166 350 268

Jun G567 24,301 TH, 744 91,053 551 46,168 306,968 53,974 360,942
14993/99

Sap 64297 24,904 TB.342 96,053 5 47 885 a11.a 51,987 363 508

Dec 65438 28,561 83,531 102,803 655 51,536 329,470 45 426 375,296

Mar 68962 28,332 86,105 107,736 872 54,761 343,897 42,863 3083, 780

‘dun  §8137 28,780 a5 257 112,288 127 50,904 366,365 45,854 112218
19900

Sap G944 1,107 96,026 17757 158 63,954 3v8.285 43,191 421476

Dec 73421 33,361 103,517 126,385 2658 66,360 403,063 48,502 151 566

Mar 73048 34,957 104, 110 131,708 2,889 71,9588 418,783 415,004 405,788
Jun 7T 36E ar130 110,855 138,007 2808 75,088 438,548 51458 400,003

20
S5ap  T2822 41,425 104,589 140,860 2,926 TT.481 440,878 66,044 405918
Dec 71582 40, 7ET 108,350 144 451 2900 79,118 ddd 266 55,945 500,217
Mar  TOTTE 41 863 107 440 147 518 2,976 81,245 445 238 54,030 503208

Jun TAEIG Ad 500 115,949 156,560 1082 HEG23 A5 406 4B4TO x8TE

200102
Sap 68523 43,6804 103,251 155,325 3.183 85,330 456,331 47 G20 563, 960
Dec 72878 47,130 100,829 170,403 1,184 93 506 483,047 a3, BEE 827713

Mules. = Includes both REAs (Retirement Savings Accounts) and R3A look-alikes.

b Thae intreass n assels of RSAs during the Decamber 1989 quarker was due %o a restruciuning of ona
supsranrumbon fund toincluds an REA lockalixe

c Small Funds refars o superannuation Tunds with 2535 than 5 memibers and incdudes Small APFRA Funds [SAFs)
and Sell-Managed Superannuation Funds (SMESFs). which are regulated by the ATO. in December 3001, assets of SMSFs
tatallied §H0.9 bllion (source: ATJ)

d The Bafance of Statulory Funds & fe remaining superannuation asssts residing in life offioe statulony
funds after the assats axplicity known to rasids in other fund types have been allocated. These asseats
nchuda producte {e.g. defermed annusies) which are regulated sclely under the Lile A

& During the June 1986 quarter, three Public Sechor funds received 33,4 Bllion in axcaplionsal employer
confributions.

SOURCE:APRA

3% Level 24, 44 Market Street, Sydney NSW 2000 . 6129299 3022
Emall: ifsa@ifsa.com. i Fax: 61 2 9299 3198




Table 3. Income and Expenditure for Superannuation Funds
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Appendix 4 Growth Pensions

IFSA POSITION PAPER
COMPLYING ACCOUNT BASED INCOME STREAMS
(GROWTH PENSIONS)

FEBRUARY 2001

Background

In its 1997 Budget, the Federal Government announced that it proposed to introduce a new
class ‘complying’ superannuation pensions and annuities, which would receive favourable
social security and tax treatment.

The Investment and Financial Services Association (IFSA) has consistently supported the
publlc policy objectives behind this proposal:
increase competition in the provision of ‘complying’ income stream products;
increase overall incomes of retirees through better internal yields from a wider range of
‘complying’ product and risk types;
continue the objective that ‘complying’ products facilitate the orderly drawdown of capital
over retirement;
limit inappropriate opportunities for tax deferral and asset test avoidance (including e.g.
use of ‘complying’ products to shield assets from taxation and asset testing while
preserving assets into estates); and
increase downward pressure on purchase costs through a wider choice of ‘complying’
income stream products.

Draft legislation to this effect was released in 1997 and after some industry consultation the
Social Security and Veterans’ Affairs Legislation Amendment (Budget and Other Measures)
Bill 1997 was enacted. Means test rules for a new class of ‘life expectancy’ products took
effect from 20 September 1998.

At the time the exposure draft of the legislation was released, Treasury committed to release
a discussion paper to address a range of issues, including the appropriateness of account-
based (or allocated) products. This paper has not been issued to date.

Complying Income Stream Products

In this paper, ‘complying’ indicates that a product qualifies for the following regulatory
treatment:

assessed toward the pension (rather than lump sum) Reasonable Benefits Limit (RBL);
and
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exempt from the social security assets test; and

Complying income streams also share treatment with other income streams:
exempt from income tax on its earnings (prior to distribution), and
assessed under the social security income test rules for income streams (as opposed to
the rules for managed investments).

Shortcomings of the current income stream offerings

It is IFSA’s view that the policy aims of the 1998 income stream rules are not being achieved
in full. A transparent account-based income stream, invested in a balanced portfolio, would
round out the options available to retirees.

The current social security and superannuation rules prevent the development of these
products by requiring that annual payments in complying account-based income streams do
not vary, except for indexation. Tested against the policy intentions outlined above, this
particular rule appears to be a provision of technical regulation, rather than an expression of
policy. Alternative rules could be developed to meet the same policy objectives without
preventmg the development of new products.

While the rule does help to ensure the orderly drawdown of capital, IFSA proposes other

measures in this paper, which would achieve the same effect.

The rule also limits access to asset test exemptions to those income streams that exhaust

capital during the retiree’s life expectancy (or lifetime). IFSA proposes measures in its

model, which would similarly — and more directly — guarantee that capital is used up

within a retiree’s life expectancy.

If the legislation is not amended to allow account style products backed by balanced

portfolios, we consider that retirees affected by the assets test will continue to have strong

incentives to take out either:
complying income stream products backed by interest bearing securities, which produce
historically inferior returns in comparison to balanced portfolios; or
complying income streams, with complex benefit designs, effected through SMSFs. In
these arrangements, estate planning is a key consideration: surplus assets remain in the
reserves of the SMSF after the death of the pension recipient. This reserve is then paid to
other members of the fund (who tend to be the family of the member) and the nil RCV rule
is effectively circumvented.

The benefits of any improvement on the current law in this regard should be assessed against
any cost to Government (either in terms of loss of revenue or increased social security
expenditure). In a later section we provide comment on the means by which Government
costs might be constrained.

The current rules produce distortion in resource allocation, and thus are economically
inefficient. Since life expectancy and lifetime products are backed (in the main) by interest
securities, the effective investment is in debt, rather than in equity. Income streams backed
by balanced portfolios would have an appropriate level of investment in equities, and hence
would be more economically efficient. Experience with allocated products shows that, without
the distorting effect of the ‘no variation in payments’ rule, retirees prefer to invest in a

balanced and economically efficient portfolio.

The introduction of the current rules has not produced any real increase in the number of
income stream providers. The market for complying income streams is still limited to a small
number of providers, reflecting the capital requirements required to operate a guaranteed
income streams.
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The case for complying account based products

A complylng account-based income stream is one where:
retirees invest a lump sum in one or more of a range of investment portfolios (including
balanced or growth asset portfolios), the value of which would be reflected in an account
balance;
the recipient is required to draw a specified proportion of the account balance as income in
each year, so that the account is exhausted on the life expectancy of the recipient;
the account cannot be closed (“commuted”) except in limited circumstances, such as to
purchase another complying income stream (as for current complying products).

While a complying account-based income stream would have much in common with the basic
design of an allocated pension or annuity, IFSA believes it would meet the public policy
objectives outlined earlier in this paper. That is, it would have significantly tighter constraints
on income than ordinary allocated income streams, and importantly would not allow access to
capital (except in limited circumstances, as described).

Account-based or allocated products have strong attractions for retirees over guaranteed
(term certain) or lifetime products. They are simple, transparent (especially for fees) and give
a sense of investment ownership and control. Most importantly, they provide a means for
ordinary retirees to use a balance of growth and defensive assets to generate income while
facilitating the orderly drawdown of capital across retirement. Retirees who purchase
account-based products overwhelming select balanced portfolios.

As a result, allocated products have been able to attract retirees away from lump sums where
term (including life expectancy) and lifetime products have not. Regulatory recognition of
allocated products has been critical to this success.

Regulatory recognition of account-based products as complying income streams
(appropriately constrained) is likely to be acknowledged as another milestone in the
development of policy to encourage retirees to choose long term income streams.

An account—based product has other advantages over an interest-bearing product:
Historically, balanced portfolios produce significantly better returns than interest bearing
ones over investment periods of 15 years or so.

These superior returns would generate a greater level of self-sufficiency for retirees.

In practice, competition between providers of complying interest-bearing products is
somewhat limited. Availability of complying account—based products would open the
market up dramatically to a broad range of balanced portfolio managers.

In IFSA’s view, complying account based income streams sit well with the Government'’s
proposals for freedom of choice of fund and of portability of benefits. Regulatory
recognition of these products would broaden an individual's choice of providers and
choice of investment options in the benefits phase of superannuation. Whether or not
superannuation fund choice is able to be implemented, it would be disappointing if
whatever choice exists for pre-retirement superannuation fund members is limited at
retirement by restrictions which impel retiring superannuants to skew the allocation of
their superannuation savings towards interest-bearing securities to an undesirable
degree.

A complying account-based income stream would have the following advantages over a
SMSF complying pension:
transparent allocation of income and capital, since the complex administration necessary
to produce the desired estate planning result would be unnecessary;
full application of the account balance towards provision of income during the life of the
income stream recipient;
no difficulties in the tax treatment of reserves (which have arisen in relation to defined
income streams);
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no income deferral, since the special pension valuation factors for account-based products
(see below) ensure income is drawn down over life expectancy; and

availability to retirees who do not have their savings in the superannuation system (if non-
superannuation annuities were to be allowed).
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I FSA’s Specific Solution

IFSA proposes that the rules for complying products be broadened to include a new
complying product category. Products recognised would have the following features:

non-commutable except in defined circumstances (as with current complying products);
no residual capital value upon expiry of term of the product

term to be life expectancy at the investor's age either upon purchase of the product or at
some earlier age, such as life expectancy at age less eight years, (basis used by the
Australian Government Actuary for asset test value of an income stream, that is, for a 65
year old, use the life expectancy of a 57 year old); and

income payable each year determined by reference to a pension valuation factor as set
out below (i.e. no drawdown between maximum and minimum values). That is, the total
amount of the payment to be made is determined in accordance with the following

formula:
AB
PVF
where: AB = the amount of the annuity or pension account balance

PVF = the maximum pension valuation factor
determined by the following formula:

Payment valuation factor = 1-v" (limited to a minimum of 1)
i

where n = the client’s life expectation factor
less the number of years elapsed
V= 1
1+i

i = a factor to be set by the Commissioner.
(A factor of 0.06 is recommended)

Example using current life expectancy as basis for term

Mr Jones is 65 and invests $100,000 into an account-based complying pension on 1 May
2001. His life expectation factor is 16.21 (round up to 17).

His payment for 2000-01 is calculated as:

n = 17-0 =17
i = 0.06
\% = 1

1.06

PVF = 1-(1/1.06)17 =10.5 (rounded to 1 decimal place).
0.06

Payment = 100,000 x 61 = $1,590 (rounded to nearest $10).
10.5 365

On 1 July 2001, the PVF would be recalculated, but as Mr Jones has only been in the pension
for 2 months, his time elapsed is still 0 years (to the nearest year), so n = 17 -0 = 17. The
PVF will not change from 10.5.

In 1 July 2002, he has been in the product 1 year and n = 17 - 1 = 16. The PVF will be:
PVF = -(1/1.06)16 = 10.1 (rounded to 1 decimal place).
0.06
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Example using life expectancy at current age less eight years

Usage of life expectancy at current age less eight years (rather than life expectancy at current
age) has the advantage of allaying concerns retirees may have about income running out too
early.

Mr Jones is 65 and invests $100,000 into an account-based complying pension on 1 May
2001. The life expectation factor at age 57 is 22.52 (round up to 23).

His payment for 2000-01 is calculated as:

n = 23-0=23
i = 0.06
Y = 1

1.06

PVFE = 1-(1/1.06)* = 12.3 (rounded to 1 decimal place).
0.06

Payment = 100,000 x 61 = $1,360 (rounded to nearest $10).
12.3 365

On 1 July 2001 the PVF would be recalculated, but as Mr Jones has only been in the pension
for 2 months, his time elapsed is still 0 years (to the nearest year), so n = 23 -0 = 23. The
PVF will not change from 12.3

In 1 July 2002, he has been in the product 1 year and n = 23 - 1 = 22. The PVF will be:

PVF = 1—(1/1.06)22 = 12.0 (rounded to 1 decimal place).
0.06

Alternative approaches to variations in annual payments

Current social security assessment rules require that payments do not vary from year to year
(except for indexation). FaCS has expressed a concern that annual payments from account-
based products could vary — and in particular that payments could decrease in the year
following poor investment returns.

The first and most important point is that overall returns from income streams invested in
balanced or growth portfolios generally exceed returns from interest-bearing securities. This
is true to a very high degree of probability in the long run and, depending on the portfolio
selected, it can hold in short-run scenarios as well. This means that both retirees and
pension outlays will benefit in the long run. Pensioners will have higher overall income and
income assessed under both social security and income tax rules will be higher than for
interest-bearing securities.

In terms of individual impact, retirees would be able to select products or portfolios which best
suit their needs. Market volatility does not appear to be an issue for individuals purchasing
allocated products, and should not be any more troublesome for complying account-based
income streams.

Government risk from volatility in complying account-based income streams should be more
than outweighed by benefits. The fixed formula for income drawdown (as opposed to current
allocated products) means that higher returns will be directly translated into higher assessable
income for both tax and social security. The social security income test deduction rules also
set a floor below which low returns cease to have an effect on outlays. Government has a

43 Level 24, 44 Market Street, Sydney NSW 2000 . 6129299 3022
Emall: ifsa@ifsa.com. i Fax: 61 2 9299 3198




fairly simple long-run trade-off between return and volatility — with the benefit of a cap on
down-side risk (through the income test rules).

There are a range of options to limit the effect of volatility on revenue and outlays. IFSA
suggests that volatility is not a major issue, on the basis that:
retirees can select a portfolio based on their income needs and risk tolerance; and
government would benefit by accepting small volatility for revenue and outlays benefits,
as well as to retain simplicity and transparency in assessment rules.

However, IFSA accepts this is a question for Government to resolve and would be happy to
explore any options with Government.

Stochastic modeling indicates that, even in the short-term, there is a strong likelihood that the

income level from a complying account-based product will exceed income from an indexed
conventional complying life expectancy product.
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GOVERNMENT COSTING CONSIDERATIONS

IFSA understands Government is concerned that this proposal may have fiscal costs. This
could occur in two ways.

Assets test: age pension outlays would rise if asset tested retirees, who would not
otherwise take up asset test exempt income streams, are attracted into complying
account-based income streams. This potentially includes:

retirees who would not receive any age pension under the assets test, but who would be
bought under the assets test cut-out point on purchase of a complying account-based
income stream; and

retirees who receive age pensions under the current means tests, but who would
received an increased rate of pension on purchase of a complying account-based income
steam.

Income test: age pension outlays would rise if income tested retirees, who would not
otherwise take up income streams which qualify for deductions based on full purchase
price, are attracted into complying account-based income streams. (As we point out
below, this would occur extremely rarely — if at all)

This concern appears to be based on a perception that account based products are likely to
be significantly more popular than the current range of complying income streams. Complying
account-based income streams may be more attractive than life expectancy or lifetime
products (with their attendant investment asset allocation limitations), or SMSFs (which face
significant administrative complexity to produce similar outcomes). However, this attraction
does not necessarily lead to higher pension outlays.

This fiscal concern is likely to be misplaced in at least 3 significant respects.

IFSA anticipates there will be substantial substitution from current assets test exempt
incomes streams.

Complying account-based products are highly likely to increase the amount of income
assessed under the income test, actually reducing outlays. This would occur when
retirees choose complying account-based products over other asset test exempt income
streams. Higher income flow from these products will reduce pension payments under
the income test - and retirees will have higher overall incomes.

Recent growth in SMSFs as a means to provide complying pensions, backed by balanced
or growth asset portfolios, has already extended the reach of complying income streams
under the existing law. This trend looks set to increase. As this occurs, the substitution
effect from complying account-based pensions becomes larger because more purchasers
of complying account-based products would receive the same means test treatment
anyway. (See Policy and Fiscal risk from SMSFs — below)

IFSA welcomes the opportunity to explore the size of the substitution effect, and to test the
outcomes of the two countervailing fiscal influences (increased take-up of asset test exempt
products against increased income assessed from complying account-based income
streams). IFSA understands that Treasury and FaCS have made some estimates of future
income stream demand, based on income data.

In addition to testing the likely substitution effect, IFSA believes it is possible for the
Commonwealth to develop rules, in partnership with industry, which encompass complying
account-based products at an acceptable level of fiscal risk. A range of constraints could be
imposed to limit potential fiscal exposure — without risking potential fiscal gain.
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Substitution from current assets test exempt income streams

The size of the substitution effect between asset test exempt product categories is a critical
question - the higher the substitution effect, the lower the Commonwealth fiscal risk from
complying account-based products. Based on trends discussed earlier, IFSA believes the
substitution effect among potential purchasers of complying account-based income streams
will be close to complete.

Interest-based income streams (life expectancy and lifetime) could be expected to have a
significant substitution effect, due to higher income and greater transparency of account-
based income streams. IFSA believes that a very high proportion of life expectancy products
are purchased primarily for their assets test exemption, not because of their intrinsic attraction
to retirees. The proportion of lifetime products purchased for assets test reasons might be
somewhat lower (due to the effect of adverse selection on longevity risk), however these
products are purchased by a very small proportion of retirees.

Substitution is also likely to occur from SMSF asset test exempt income streams. |IFSA
members report that retirees generally find the administrative burden of SMSFs to be higher
than they would wish in retirement. However, in the absence of alternative products invested
in balanced portfolios, retirees appear ready to trade off administrative complexity for higher
return. The capacity to avoid the “no residual capital value” rule for asset test exemption
presents an additional incentive (See Policy and Fiscal risk from SMSFs — below).

Support for a high to complete substitution effect from current complying income streams
flows from the increase in education and marketing effort for these products. Extensive
marketing and education programs, combined with widely available software tools to
demonstrate complying income streams, suggests that most retirees who could use current
complying products to reduce their assets test exposure would already be doing so. There is
a similar story for SMSF complying income streams. Since these retirees form the target
group for complying account-based income streams, higher levels of take up of current
complying products leads directly to a higher substitution effect.

‘New’ take-up of complying account-based income streams

The obverse of substitution between current assets test exempt income streams is to
examine what ‘new’ take up of assets test exempt income streams might occur if complying
account-based income streams are introduced. As set out above, ‘new’ take-up occurs if
retirees who would not otherwise purchase a complying income stream, purchase a
complying account-based product.

IFSA believes new take up will be miniscule compared to substitution from current complying
income streams. Complying account-based income streams would represent a definite
improvement over life expectancy products for almost all retirees, and over lifetime products
for many retirees (depending on anticipated longevity). However, it is highly likely that most, if
not all, retirees would select a complying product in any case. Reasons for selecting
complying lifetime or life expectancy products, even on a ‘second best’ basis, are outlined
above. Motivations for choosing (lifetime) pension deliver through SMSFs are discussed
below.

IFSA does not believe there will be significant substitution between allocated products and
complying account-based income streams. Retirees who hold allocated products yet still wish
to reduce their assessable assets would already be doing so by means of lifetime or life
expectancy income streams. This means substitution would be occurring between currently
asset test exempt income streams and complying account-based income streams. Where the
assets test is not an issue, the greater flexibility of allocated products — with the same degree
of investment transparency and control — would them stronger attraction for retirees.
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Potential ‘new’ purchasers of complying account-based income streams, after these two
groups are excluded, are:
retirees who would have purchased a complying product (life expectancy, lifetime or
SMSF), but for barriers in either of
low yields and/or lack of transparency (life expectancy and lifetime products), or
administrative complexity (SMSFs); and
retirees who would not have purchased a complying product, but would consider a
complying account-based income stream.

Possible cost constraints

IFSA does not believe, given the considerations discussed above and based on stochastic
modeling, that there would be additional costs arising from recognition of complying account-
based income streams. However, IFSA does understand that Government is concerned at
the possibility of increases to age pension outlays. IFSA is happy to explore possible fiscal
constraints within the broad public policy objectives set out at the beginning of this paper.

Since complying income streams would be exempt from the assets test, government may
wish to explore the reach of these exemptions. IFSA’s proposed model would not provide
access to capital, except in the same limited circumstances as current asset test exempt
products. This meets the policy test for exemption from asset testing. However, if
government wishes to explore them, IFSA would be prepared to discuss options such as:
an assets test exemption of less than 100%; or
a ceiling on the total assets test exemption for individuals.

Cost constraints inherent in this proposal

There are some cost constraints inherent in IFSA’s proposal for complying account-based
income streams. These are discussed in more details earlier in this paper.
The long—run level of income modeled for by these products is higher than that generated
by current fixed income complying products.
The long —run level of income generated by these products is likely to be considerably
higher than the income generated by a typical self managed superannuation fund version
(which involves reserving of assets).
The fixed income drawing limits deferral of income derived by the underlying fund, in
contrast to both allocated products and to SMSFs. Indefinite income deferral (available
through SMSFs) is avoided altogether.

Policy and fiscal risk from SMSFs

At various points in this paper we have pointed out that there is considerable potential to use
income streams delivered through SMSFs to avoid the income and assets tests. We have
drawn attention to this potential because we believe that a significant number of retirees who
may be attracted to SMSF income streams would actually prefer a complying account-based
income stream. IFSA is also concerned that the possibility of widespread avoidance may
threaten the integrity of retirement incomes regulation and public income support.

We have outlined above the means by which SMSFs can avoid the requirement of no residual
capital value for assets test exemption. This is achieved by selecting an income rate that
does not exhaust the capital contributed. The capital remaining on the death of the pensioner
is distributed to family members via the reserves of the SMSF. (If the deprivation rules are
applied to an excess asset value at the commencement of the pension, they will only apply for
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[5] years, after which time the whole value of the assets contributed will be effectively exempt
for the assets test.)

A similar outcome can arise if the assets backing a SMSF complying income stream
outperform projections. A reserve then builds up in the SMSF, which can be passed on to
other fund members, while the level of income assessed for social security remains low (or
even zero).

The policy risk arising from these strategies is that the public policy objectives of the assets
test exemption can be circumvented. Only limited draw down of capital occurs over the life of
the retiree, and public income support has been provided at a level higher than to other
retirees with similar resources. The fiscal risk is that pension outlays will be higher where the
application of the assets test is limited or avoided, and tax revenues will be lower where the
reasonable benefits limits are avoided or the value excessive benefits is limited.

This strategy can also be used to limit assessable income. Where a low level of income is
selected, little or no income may be counted towards the income test, increasing outlays.
Assessable income for tax may also be limited, reducing revenue.

Evidence of use of these strategies, and of increases in use of SMSFs for complying
pensions, is largely anecdotal at this stage. IFSA is aware that FaCS has access to age
pensioner data that would show any increase in SMSF complying pensions, and data that
would show the amount of assets backing those pensions. Analysis of this data should give
an indication of the degree of exposure to SMSFs as avoidance vehicles.

IFSA also notes that these strategies are the subject of open discussion in the financial
advice community.

Further costing and consultation

IFSA would like to continue discussion with FaCS and Treasury to agree costing assumptions
and examine the fiscal impact of complying account-based income streams. In this paper, we
have explored a range of factors related to the fiscal cost or savings arising from complying
account-based income streams. IFSA has data and modeling for some of these
considerations, while some data is held by Government.

We have also raises a number of options to limit fiscal risk to the Commonwealth, which IFSA
would like to explore further with FaCS and Treasury.

February 2001
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