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Currentsuperannuationpolicy fails to supporttheflexible labourmarketespousedby Government
andaspiredto by youngergenerations(careerbreaks/changes,earlyretirement,semi-retirement
etc.). Simple,moreflexible and efficient regulationandtaxationofsuperannuationandhigherrate
tax is required. I proposethat:

• Superannuationfundsaretaxedonly on withdrawal,atstandardincometax rates(fundswould
be formedfrom pre-taxincomeandhavetax-freeearningsup to amaximumfundbalance),

• Fundscanbewithdrawnat anytime,subjectto aminimumbalancebeingmaintained(where
thatminimumriseswith age).

This would:

• Makesuperannuationsavingsmoreflexible andavailableto helppeoplethroughmid-career,
pre-retirementneeds(e.g. careerbreak/sabbaticalsorunexpectedunemployment).

• Therebyencouragemorevoluntarysaving(thus improvingpeople’sretirementincome)and
productiveinvestmentin theAustralianeconomy(with reducedinvestmenttax distortions)

• Allow peopleto reducetheirliability for higherratetaxby deferringincomewithdrawalto
yearswith lowerpay(whethermid careeror retirement).This would removecurrentdistortions
in theprogressiveincometax system,whichdiscourageflexible earningpatternsandcareers.

a Therebyalsoencourage“job chum”, increasejob opportunitiesandencouragemore
varied,interestingandproductivecareers.

• Providegreatestreward(reductionsin higher-ratetax) to thosethatadoptflexible careers,
includingthosethatwork hardandthentakecareerbreaksoradoptmorefamily-friendly or Nsocially-beneficial(but lowerpaid)careers.

In short, thesepolicieswouldbe apowerfulplatformfor facilitatingandrewarding.flexibleworking
andsavingpatterns,for thebenefitof individuals,flirnilies, thecommunityandtheeconomy.These
benefitsfromstructuralreformcontrastwith currentproposalsto simplyreducethetop rateoftax.

To moreclearlypresenttheseparate(but related)ideas,thispaperconsistsof two parts:

1. Proposalsfor simplerandmore flexible superannuation,with fundsableto be withdrawnat any
time (subjectto aminimumbalancebeingmaintained),tax-freeearnings(up to amaximum
fund balance),andtax eitherappliedonly on contributions(i.e. funds formedfrom postincome-
tax contributions)oronly on withdrawals(at standardincometax rates).’

2. Argumentthat thebestoption aboveis to only taxwithdrawals,in orderto createamore
efficientprogressiveincometax system,withoutthecurrentbiasagainstflexible careers(page
11).

‘Part~of this paperis a modifiedversionofmy entryto theAustralianSuperannuationFundsAssociation“Simply
Super”competitionin September2005,which arguedfor funds formedfrom post-taxcontributions. Thewinningpaper
of that competition,by PaulCollins of Superpartners,proposedtax only beappliedto withdrawals,butdid not suggest
the moreflexible withdrawalrulesof this paper,nor recognisethe wideropportunitiesand benefitsfrom linking such
reformswith higher-ratetax reform.
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Part 1- SIMPLE AND FLEXIBLE SUPER

Summary

Currdntsuperannuationpolicy fails t~ supporttheflexible labourmarketespousedby Government
~ih)~aspiredto by youngergenerations,andindustryantipathyto “choiceof super”exemplifiesa
lackofcustomerfocusthatunderliesmanyproblemswith currentregulation.

Thesinglebiggestbarrierto increasedvoluntarysavings(andproductiveinvestment)is the inability
to withdrawcontributionsbeforeretirement. And this inflexibility is in largepart aresultofthe
complexandinefficient taxationofsuper,whichprovidessignificanttax benefitsregardlessofthe
periodthat fundsaresavedfor.

Reform needsto link tax benefitsto the duration that funds are savedfor, by restricting tax
benefitsto investmentearnings (i.e. tax-free earnings). Funds may then be withdrawn at any
time (subject to a minimum balancebeing maintained) without abusing tax benefits.

Fundscouldbe formedfrom post incometax contributions,orpre-taxcontributionswith standard
incometax ratesappliedto withdrawals(for agiven tax rate,thetwo policy optionsarefinancially
equivalent).

Thebenefits(andspecificpolicy settings)would be:

1. Ability to withdraw fundsatanytime, for exampleto supportaplannedorunplannedcareer
break,careerchange,or unexpectedredundancyor expenses.

• Any personwith fundsbelowaminimumlevel (specifiedfor theirage)would haveto
contribute10%oftheirincometo thefund IC (perhaps,if thebalanceis very low,
supportedby Governmentco-contributions).

• Anypersonwith funds abovetheminimumwould nothaveto makeanycontributions,
but if theydid, theywould enjoytax-freeearnings(up to amaximumfund level).

2. Removalofthebiggestbarrierto voluntarycontributions(lackofaccessin caseofneed),
thusencouragingincreasedsaving.

3. Overcomingcurrentinvestmenttaxdistortionsbiasingtowardspropertyandcapitalgains
speculation,thusencouragingmoreproductiveinvestmentsin theAustralianeconomy,

• also ensureequaltax treatmentofemerging“customershareholder”superproducts,
which canreduceinvestmentrisk, therebyincreasingsavingsandeconomicgrowth.8

4. No changein currentsuperannuationtaxreceiptsfor standardratetaxpayers(benefitsfor
higherratetaxpayerswould be reduced,but maybebalancedby a lowermarginaltax rateif
taxedonwithdrawalin ayearof lower income— seepart2 ofthis paper).

• But moreeffectivelyusetax benefitsby rewardingcontributionsearlierin people’s
careerswith greatertotal earningstaxbenefit(receivedoverthelongertimein thefund)
thancontributionsmadecloseto retirement(andsoonwithdrawn).

5. Simplertaxation,allowing easiercomparisonof thetax treatmentandpotentialreturnswith
alternativeinvestments.Decisionson voluntarycontributionswould alsono longerbe
complicatedby differing tax benefits/co-contributionsdependingon whetherthey’remade
beforeorafterreceivingincome.2

2 If fundsare formedfrom pre-taxcontributions(andtaxedonly on withdrawal),then the currentco-contributionfor

additionalvoluntarypostincometax contributionscouldbereplacedwith tax deductionsfor thesecontributionsin the
contributors’annualincometax assessment.
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Part 1 - Contents

The problem
— barriers to efficient investment

Solutions

Complex,distortingand inefficient tax incentives Tax-freeearnings

Inflexible, locked-in savings Flexible,voluntarycontributions
andwithdrawals

THE PROBLEM

Superficialpolicy analysismaydiagnose“the problem”asinadequateretirementsavings. With an
underlying,paternalisticview that“peopledon’t know what’sgoodfor them”, thesolutions
proposedarecorrespondinglysimplisticandauthoritarian.Namely,increasecompulsorysavings,
orprovideeverlargertax breaksto compensateforpeople’sbaddecisions.

This is acrudeand expensivesledge-hammerapproachto compensatefor astructurallyflawed

system. It’s timeto adoptamorecustomer-focussedapproach.
If weassumepeoplearebehavingrationally,andexaminetheunderlyingfactorsinfluencingtheir
behaviour,wemight getto theheartoftheunderlyingproblems.We canthendevisemore
fundamental,effective,andpopularsolutions.

The following sub-sectionsdiscusssomeunderlyingbarriersto greatersuperannuationsavings:

a) Complex,distortingand inefficient taxincentives

Theinvestmentmarketis seriouslydistortedby currenttaxtreatmentofpropertyand capitalgains.
Capitalgainsaretaxedat halfrate(undersomecircumstances),whilst dividendsarefully taxed,so
wepreferentiallyencouragethepromiseof futurevalueover demonstrablevaluebeingdelivered
today.

Capitalgainsonowner-occupiedhomesaretax free,which diverts significant“investment”into
propertyspeculation,eventhoughrising housepricesareprimarily basedon increasingwealth in
therestoftheeconomy(drivenby moreproductiveinvestmentin ever-bettersystemsofproduction
and service).Theproblemis exacerbatedby tax treatmentofnegativegearingon investment
properties.

Yet whilst thosethat canafford to get into thehousingmarketreceivetax benefits,the
superannuationsystemmakesit evenharderfor low incomeearnersto find fundsfor a first house,
because9%oftheirincome(which could havefundeda depositor loan) is divertedto super.
Ironically then,low incomeearnersmayreachretirementwithout eventheassetof ahome,andwill
haveevengreaterneedofareasonableretirementincome(to paytherent). Thosepeoplein most
needarepushedevenfurtherby thesuperannuationsystemfrom thefirst rungofthewealthladder.

With its preferentialtreatmentof(often speculative)propertyandcapitalgains,thetax systemis
biasedtowardsthe“get rich quick” outlookon life. TheSydneyeconomy(andespeciallyits less
wealthyresidents)maypayaheavypricefor it.

Whilst it maynot berealisticto directlyreducethesetaxincentives,superannuationcanhelp level
theplaying field. Unfortunately,thecurrentsuperannuationtax regimedoesamessyjob of it.
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Currentpolicy providesapartialtax crediton contributions,3but alsotaxesearningsandthen
potentiallytaxesfundsyet againwhenwithdrawn(dependingon thecomplicatedrulesanddetailed
circumstances).4The“co-contribution”only addsto theconfusion. For the averagepersonit is
impossible to comprehendthe overall tax rate and far from clear whether (or to what extent)
it is more favourable than other, more flexible, tax-effectiveinvestments(such as home
ownershipandinvestmentsentitled to reducedcapitalgainstax).

Incometaxdeductionson supercontributionsarealsoan inefficientuseoftaxincentivesasthey
providethesameincentivefor supercontributionsevenone yearfrom retirement(hardlyapersonal
sacrifice)asfor contributionsmadeby peopleearlyin their careers.Efficient tax incentiveswould
providebiggerincentivesfor contributionsmadein earlyyears.

b) Inflexible, locked-insavings

Probablythebiggestbafflerto greatervoluntarysavingsis that funds arelockedin until retirement
age. This meansapotential contributormustbeextremelyconfidentthat theywill not needthese
fundsuntil retirementbeforethey commitadditionalvoluntarycontributions. Evenif theydon’t
expectto needthefunds, theyarelikely to keepthemavailable,out ofa superfund,just in case
theymayneedthefundsfor theunexpected(e.g. losingtheirjob).

Superannuationpolicy makersneedto learna lessonfrom theinvestmentmarketsthat theypurport
to adviseon. Sharesarethelongestterminvestmentpossible(businessesrarelypaybackthe
capital,exceptthroughbuy-backs),but thestockmarketencouragespeopleto makesuch
investmentsby providing an option out — theability to sell. Providing investorswith the
flexibility to changetheir mind and withdraw their funds is critical to encouraging the
investmentin the first place.

Current superpolicy, locking voluntary contributions in until retirement, is guaranteedto
minimise any voluntary contributions being madeat all.

Why is superannuationpolicy like this? Onereasonis directly relatedto theflawedtaxation
treatment. If theGovernmentprovidesan up-frontlump taxbenefit(incometax deduction)thenit
wouldbea grosswasteoftaxesif peoplewereallowedto withdraw theirfunds soonafterwards.5

Theneedto lock-insavingsalsorequiresregulationto definean inflexibleretirementage(when
fundscanbe released).This makessuperannuationpoorly suitedto emergingtrendsofpeople
wantingan earlierandmoregradualtransitionthroughapart-time“working retirement”.

Thecurrentmodel for compulsorycontributions— basedon a fixedpercentageof income— also
fails to providethe flexibility desiredby young“aspirationalemployees”.Increasingly,people
thesedayswantaflexible career,wheretheymaywork hardandearnasignificantincomeearlyon,
but thenperhapstakeamid-careerbreak,wheretheymaywishto drawon hard-earnedsavingsfor
awhile. Conversely,manypeoplenow find theywantto keepworkingat “retirement”age(often
part time). Theseflexible careerpracticesareblufflng theprior distinctionbetweenthefull time
employmentstageoflife, andfull timeretirement. But currentsuperannuationpolicy is incapable
ofrespondingto thesechangingneeds.

Currenttax deductionson voluntarycontributionsalsoreduceflexibility becausein practicethey
requireemployeesto decidewhetherto committo regularcontributionsbeforereceivingtheirpay.
Givenonly thepossibilityofotherunexpectedneedsfor after-taxincome,thisreducesthechances

~Although compulsorycontributionsare administeredasemployercontributionstaxedat 15%,the economicimpactis
thesameasemployeecontributionsoutof incometaxedata reducedrate.

~Also, becauseof theuncertaintax treatmenton leaving thefund,dollars in the fund cannotbeeasilycomparedwith
dollarsin thebank. Fortheaverageperson,this simply addsto the confusion.

~andaretrospectivetax adjustmenton withdrawal,evenif practical,would only addto currentcomplexity
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of voluntarycontributionsbeingmade.Contributionsmaybemorelikely if employeeswereableto
continuouslyre-appraisetheirfinancialpositionbeforecommittingmorefundsto super.

Although theGovernment’sco-contributionschemehelpsto addressthis problem(by effectively
addingbackatax benefitif occasionalcontributionsaremadefrom after-taxincome),it doessoat
the expenseofmore complex,confusingandinefficient administration. It would be simpler and
more efficient to havesuperannuationtax benefitsthat apply equally regardlessof when an
employeedecidesto make a voluntary contribution.

Clearly,encouragingincreasedvoluntarysupercontributionsrequiresadifferentapproachto
taxation.

SOLUTIONS

With a cleareridentificationof“the problem(s)”,thesolutionsbecomealmostobvious.

Whatis equallyclearis that solutionsderivedfrom superficialobservationoftheproblemdo
nothingto addresstheunderlyingbarriersto investment,andin fact,actuallyworsenthem.
Increasingcompulsorysavingslevelswill evenfurtherreducetheability of individualsto manage
theiroverall financesflexibly, andincreasingtheup-fronttax benefitfor contributionsonly
reinforcestheneedto prohibit withdrawalsbeforeretirement(which eliminatesflexibility).

A morefundamentalsolutionto theunderlyingproblemsis offeredby theUK system,wherethere
areno taxbenefitsfor contributionsto voluntarysavingfunds,but earnings(up to a limit) and
withdrawalsaretax free. We shouldhoweverbecautiousaboutabandoningall compulsorysavings
legislation. Thelackofcompulsionin theUK is exposingthemostvulnerablemembersofsociety
to greaterrisk ofliving old agein poverty.6

A moreoptimalapproachlies in acombinationof changingthetbrm(but notmagnitude)of
Australiansuperannuationtax benefits(to bemorelike theUK), andadoptinganew,moreflexible
approachto compulsorysavings. Specifically, I recommend:

a) providingtaxbenefitson earningsonly (tax free),and,

b) allowing fundsto bewithdrawn atany time,subjectto aminimumbalancebeing
maintained(wherethatminimumriseswith age).

Fundscouldbeestablishedfrom post-incometax contributions(with no tax on withdrawals),or
pre-taxcontributionswith standardincometax ratesappliedto withdrawals. Althoughperhapsnot
obviousto the layperson(thelatteroptionappearsto eventuallytax earnings,oncewithdrawn),the
two policy optionsarefinancially equivalentforboth investorandTreasury(becausewith the latter
policy, the largerpre-taxcontributionsearnmoreearningsbeforebeingtaxedon withdrawal). In
eithercase,thereis no taxbenefit from the combinationoftax on contributionsandwithdrawals,
which is anecessaryrequirementto ensuretaxbenefitsdependon theperiodfor whichsavingsare
kept in super(sothat withdrawlscanbeallowedat anytime without abusingtax benefits).

Part2 ofthis paperargueswhy thebestoption is to only tax withdrawals(in orderto createa more
efficientprogressiveincometax system,without theculTentbiasagainstflexible careers).

Furtherdetailsonamoreflexible regimefor voluntarycontributionsandwithdrawals,andthe
advantageswith respectto theunderlyingproblemsnotedabove,aresetout following.

6This isbecausepoorermembersof sociery tendto haveleastbargainingpowerin employment,andaremorelikely to

acceptbareminimumwagesto coveronly the presentday‘cost of living. Statistically,poorerpeoplealso tendto beless
well educatedon mattersof personalfinancialplanning.
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a) Simplifiedtax benefits— tax freeearnings

Themodelproposedabove— with tax-freeearningsasthesoletax benefit— canhelpaddressthe
problemsofcurrentdistorting,inefficient, inflexible andcomplextax incentives,but at no costto
taxpayers.Specifically:

• Taxbenefitsareaccruedgraduallyovertime. Thelongeryou leave fundsin, thegreaterthetax
benefit. Thereis thereforean incentive(ratherthancompulsion)to keepsavingsin for longer
(ultimatelyuntil retirement,whichmayno longerneedto be specifiedasaparticular,inflexible
regulatoryage).

• Becausetax benefitsarenot all givenawayup-front, it is morereasonable(from a Treasury
perspective)to allow contributionsto be subsequentlywithdrawnat any time (referbelow).
This in turn encouragesvoluntaryinvestmentin thefirst place(referabove).

• Thetax-freeearningscanbeeasilyunderstoodandcomparedto otherinvestments.Theyalso
overcomethebiasofthecurrenttaxsystemtowardspropertyandcapitalgrowth.

a Tax freeearningsalsoensureequaltreatmentwith anotherform ofinvestorreturns—

discountson companyproductsfor shareholders.7Suchdiscountsweregrowingin
popularityin anticipationof“superchoice” legislation,8and arelikely to regain
momentumnow with the implementationof“choice”. Theyeffectively reduce
investmentrisk by enablingcustomerinvestorsto controltheirreturnsthroughtheir
own level ofproductconsumption,andtherebymayreduceoneofthebiggest
intrinsic barriersto greatersaving(andin turnpromoteincreasedeconomicgrowth).

• For apersonpaying30%incometax, simple financialanalysisindicatesthatfor a typical 30-40
yearsavingsplan,thepresent-valueoftotal tax benefitsto the investor(& costto Government)
arethesameasunderthecurrentsystem(with 15%tax on supercontributions(madefrom pre-
tax income)and15%tax on earnings).However,taxbenefitsaregreaterfor earningson
contributionsmadein earlyyears,andnegligible for contributionsmadenearto retirement(and
subsequentwithdrawal).

• For apersonpayinghigherratetax,who currentlyenjoys15%tax on contributionsfrom pre-tax
income(excludingthesupersui-charge)insteadofamarginalincometax rateof42%or 48%,
thetax benefitsarereducedwith this proposedpolicy. However,aspart2 ofthis paperargues,
if tax is appliedon withdrawals(only) at standardincometax rates,thenthesetaxpayershavean
ability to reducetheir taxliability by withdrawingtheir fundsduringsubsequentyearsin which
theirincomeis belowthehigherratetaxthreshold(i.e. deferringaccessto their incometo years
with lowerpay,whethermid careeroratretirement). This would removecurrentdistortionsin
theprogressiveincometaxsystem,which discourageflexible earningpatternsand careers.

o In addition,higherratetaxpayerswill benefitfrom thegreaterflexibility ofthis
proposedmodel. And in any case,it maybearguedthathigherratetax payershave
lessneedfortax benefitsto encouragesaving,andshouldnot be acommunity
priority for tax reliefs

‘ Which, if notdeclaredasincome,effectively providetax-freedividends

8 ~considerthedemiseof the prominentColes-Myershareholderdiscountcardto be a (large)blip on this trend. To the

extentthat this cardfailed, it did so becausethediscountswere excessiveandwere in additionto, ratherthan insteadof
regularshareholderdividends.Economiclogic suggeststhat althoughanadditional“free lunch” (suchasthe Coles
discounts)for consumers/investorsmay notbe viable, it doesmakesensefor theconsumerto bearsalesrisk (sincethey
canbestcontrol it), which canbedoneby linking that elementof sharedividendrisk to their own personal
consumption.Shareholderdiscountsarealso a varianton moreefficient “access”or “Ramsey”pricing widely adopted
by utilities (butwith thepurchaseof sharesequivalentto amonthly accessfee coveringfixed investmentcosts),which
allowsmarginalpricesto bereducedcloserto marginalcosts,therebyincreasingeconomicallybeneficialsales.
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b) Flexible, voluntarycontributionsandwithdrawals

Thesimplified tax modelaboveallows for a moreflexible approachto compulsoryandvoluntary
contributionsandwithdrawals. An improvedmodel for compulsorysavingscanbedevisedby
goingbackto fundamentalsand focussingon what employeeswant:

• Thedesirefor aminimum retirementincome. This requiresthat at any givenage,an individual
needsto haveassetsofaminimumvalue— taking into accountareasonableexpectedasset
growthandminimal expectedcontributionsin thefuture (“minimal”, to be risk averse). This
candefineaminimumregulatoryfundvaluetargetthat increaseswith age.

• Thedesireto savemorethanthis minimum,for a“rainy day”, amid careerbreak,and/ora
betterthanminimumstandardofretirement,andwith theflexibility to withdrawfundsasand
wheneachneedarises.
Thesimplesolutionto thisdesireis that any amountsavedabovetheminimum fundvalue
definedabovemaybewithdrawnatanytime. Up to amaximumlimit, theseexcess,voluntary
savingswill enjoythesametax-freeearningsasthosebelow theminimum.

Thesepolicies,andtheirbenefitsfor employees,maybebestillustratedgraphically,andthrougha
numberofemployeelifetime earningscenarios:
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The“SuperPolicy Graph
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Thepolicy is definedby two lineson thegraph:

• Thelower line definesaminimumvalueofsavingsthat anypersonshouldaim to haveat
anygiven age(basedoncontributing10% It) of a“minimal” incometo fundaminimal
retirementincome).

• Theupperline definesthemaximumvalueof fundsentitled to tax-freeearnings(basedon
establishinga“comfortable” retirementincome). Any earningson fundsin excessofthis
will be taxedat the individual’s marginalrate.

Thepolicy maybe implementedasfollows:

• Any personwith assetsbelowtheminimumlevel for theirage“ mustcontribute10% ~ of
incometo thefund.”

• Any personwith fundsabovetheminimumwould nothaveto makeanycontributions,”but

if theydid, theywould enjoytax-freeearningson them.

a Fundsin excessoftheminimumcanbewithdrawnatany time.

Theabove“policy graph”mayinitially appearmorecomplicatedthanasimplepolicy of9%
contributions. But thegraphitselfactuallysimplifies andexplainssuperannuationfor theaverage
memberofthepublic. If distributedto memberswith annualfundreporting,’2thegraphcanhelp
informpeople:

• How muchtheymustsavein thecomingyear(subjectto availableincome)

• How muchextratheycanvoluntarily savethat will enjoytax-fl-ceearnings

• How muchtheycancurrentlywithdraw

• Whattheirexpectedsavingsand incomewill beatretirement,for arangeoffuture
contributionlevels.’3

“Themeasureof a person’stotalassetscould includeestimatedhomeequity. Thiswould reducebarriersto low-
incomehouseholdsgettingon the first rungofthe “wealth ladder”. Thispolicy optionrequiresfurtherdetailed
consideration.
~ I recommend10%ratherthanthe current9% as the increaseis unlikely to bea significantbarrierto uptakeof the

scheme,buthastheadvantageof making it easierfor customersto calculatetheamountdeducted.
To reducebusinessadministrationcosts,contributionscouldbemaderegardlessof fund balances,but then

subsequentlymadeavailableby superfundsfor withdrawal(at leasthalf-yearly).
12 with valuesupdatedannuallyfor inflation
13 Separatelytabulatedby currentagevscurrent fundvaluefor arangeof futurecontributionrates.
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An examplesavingsprofile follows for an “aspirational”employeetaking amid-careerbreak(when
fundsreachthemaximumtax-freethreshold):

18
age

An alternativescenariosimilar to abovecould involve an unplannedcareerbreak,dueto
redundancy.

Anotherexamplefollows for a low-incomeworker:

age18
co-contributionshelp bring
savingsup to theminimum

60

In thisexample(asanoptionalpolicy position),theco-contributionschemecouldbemade
availableto employeesagedover30 (say)who, despitemakingminimum 10%contributionsof
their (low) wages,still havefundbalanceslessthanthetargetminimum(at an additionalcostto
taxpayers).Largerco-contributionscouldalsobeofferedwith furthervoluntarycontributions.

Oncefundsreachtheminimum,co-contributions(andprobablyvoluntarycontributions)cease,and
in this scenariothefundgrowsin line with minimumcompulsorycontributionsandexpected
investmentearnings.

Whathappensat retirement?

The detailsofhow to regulatefundsat retirementrequiresfurtherconsideration,includingoptions
for amoregradualtransitionthroughsemito full retirement. However,onereasonfor having
statutorysavingsis thataspeopleage,theirhealthandincome-earningcapacitywill diminish,and
if weassumetheStatewill neverturn its backon impoverishedold peoplethenthiscreatesan
incentivefor peopleto avoidsavingand“exploit thesystem”in old age(albeit for ameagreState

voluntary
contributions

/

/
/

/

60
withdrawfunds to

supportcareerbreak

I

/

/
/

/
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pension). By the samelogic, therewouldbe goodargumentto compel thepurchaseofa lifetime
minimum-levelannuitypensionat retirementage(at acost in line with minimumsavingstargets),
to preventpeoplewithdrawingtheirsavingstoo rapidly (e.g.asa lump sum). Any remaining
voluntarysavingscouldthenbe withdrawnat anytime.

Compulsorypurchaseof an annuitycould be debatedhowever,astherearealreadygoodmarket
incentivesfor peopleto do this. This is becauseindividual “accumulation”superannuation,though
beneficialin earlyyearsasit alignssavingincentiveswith the individual’s futurebenefits,canbe
inefficient in later years,asmanypeoplewould excessivelyreducetheirexpenditure(to minimise
thegradualdropin savings)to caterfor the“worst case”(!) outcomeofavery long life, ratherthan
theirexpectedremaininglife. Hencemanypeoplefind purchasingalifetime annuitywith their
superannuationsavingsan attractiveoption. Theinsurancecompanythenpools therisk ofmany,
sothat thosethat dieearlyfundtheextendedretirementof thosethat live longerthanaverage.

Alternatively,aspart2 ofthis paperexplains,if fundsaretaxedon withdrawal(ratherthan
contributionsbeingfrom post-taxincome),this createsadisincentivefor peoplewithdrawingtheir
savingstoo rapidly(asa lump sum), astax will beminimisedif savingsarewithdrawnovermore
years(with a lower incomeandlowermarginaltaxratein eachyear).

Regulatorytransition - choiceoftax treatment?

A final elementof flexibility in thisproposalis thatpeoplecould havetheoption to investin super
fundsthataretaxedand regulatedin thewaydescribed,bu~ theycould,if theywish, continueto
savethroughthecurrentsystem.Thereasonsfor this are:

a) Overa full working life, tax freeinvestmentearningsoffer thesameoverall tax benefitsasthe
currentsystem,but with agreaterproportionofbenefitsaccruedduringearlieryears. However,
someonewho is aged55 (say)will havebasedtheir life savingsplanon an expectationof
continuedtax benefitson contributionsmadein thefinal yearsoftheirworkinglife. A switchto
a systemwith taxbenefitson earningsonly— wherethoseearningsmaybe minimal overthe
final few working years— maynot fully compensatealossoftax benefitson thesefinal
contributions.
Allowing peopleto choosehowtheir fundscontinueto beregulatedguaranteestherewill be no
losersfrom reform.

b) Dependingon theirown personalcareerpatterns(seepart2), higher-ratetaxpayersmaynot
receivethesametotal taxbenefitsasatpresent(sincetheycurrently enjoyabiggertax benefit
on contributions).However,evenif this is thecase,theymaychooseto investin thenew
systemanyway,dueto thegreaterflexibility (if so, this would yield tax savings,whichcould
fundco-contributionsfor low-incomeearnersandbenefitsocialequity).

Full transitionto thenewregimecouldbeacceleratedby allowing thosewith currentsavingsto
convertthemto fundsunderthenewregime. In thecaseof tax beingappliedon withdrawals,’4

convertedfundscouldhavetax creditsequalto 15% ofthefundvalueattributedto them,which
couldbeoffsetagainsttax payableon withdrawal(creditswould not befundeduntil cashedin as
tax offsets). Thesetax creditswould alsonotionallyearninterest(moretaxcredits)equalto the
recordedearningsofactualsavingsin thefund.

By allowing existingfundsto be convertedto fundsregulatedasproposedin this paper,the
minimumthresholdof thenewfund’sbalancewouldmorereadilybe exceeded,thusallowing
partialwithdrawalofexisting funds. This couldappealstrongly to manyin thecommunity.

~ If tax wereappliedon contributionsonly (i.e. all contributionsmadefrom after tax income), thenfundsheldunderthe

existingsystemcould(optionally)be transferredto anewtax-freeearningsfund by payingtax equalto thepresent
valueof expectedtax (at 15%) on investmentearningsuntil retirement(discountedat a commercialrate, sincetherisk
onearningstax is transferredfrom Governmentto the individual).
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Part 2 — Higher-Rate Tax Reform for Flexible Careers

Summary

Currentannualincometaxassessmentsundertheprogressivetax systemmaydistortpeople’s
careerchoices,by biasingagainstflexiblecareerswith majorfluctuationsin income.Thecurrent
systemencouragesuniform incomefrom year-to-yearovermore lumpyearningswith careerbreaks.
For example,someonewho earns$45kp.a. for 2 yearswill pay lesstaxthansomeonewho earns
$90k in oneyear(payingahighermarginaltax rate)andthentakesayearoff. This is distortionary
andinefficient.

Ratherthandiscouragingflexible careers,it mayactuallybeconsideredsociallybeneficialto
rewardpeoplewho work hardand thentakecareerbreaksto adoptmore family-friendly orsocially-
beneficial(but lowerpaid)careers.Encouragingcareerbreakscouldalsohavewider community
andeconomicbenefits,by encouraging“job churn”andtherebyincreasingjob opportunitiesfor
others,in turnencouragingothersto alsohavemorevaried,interestingandconsequentlyproductive
careers(seebelow).

The superannuationpolicy reforms proposedin part 1 of this paper, with standardincome
tax only applied onsuperannuationwithdrawals, and withdrawals also allowed at any time
before retirement (subjectto maintaining a minimum balance),would simultaneouslyremove
the current tax bias against flexible careers. Within maximumsavingslimits (asdefinedin part
1 above),peoplecouldchooseto savegross(pre-tax)incomeearnedduring yearsofhigh income
(whenahighmarginalratewould otherwisebe incurred),andwithdraw it duringsubsequentyears
of lower income(beforeor after“retirement”),whena lowermarginaltaxratemayapply.

The wider benefits from this proposedstructural reform contrast with current proposals
from businessgroupsto simply reducethe top rate oftax. With the proposals in this paper,
thegreatestreductions in higher-rate tax would go to thosethat adopt flexible careerswith
benefitsfor their families and the wider community.

Similar issuesariseat lower income levels,althoughheretheissueis moreone offairness. If
someoneearns$40k in oneyear,but thenbecomesunemployedfor ayear,theywill currentlypay
almost $4k moretaxthansomeonewho earns$20k in eachof2 years(benefitingfrom two tax-free
thresholdsandtwiceasmuchincometaxedat 17%ratherthan30%). Although low incomeearners
mayhavelittle spareincometo save,anysavingstheycanmakemay, with thepoliciesproposedin
this paper,bewithdrawn during subsequentperiodsof unemployment,without payingasmuchtax
aswould otherwisehavebeenincurred.This mayincreasetheincentive(or rather,reducecurrent
disincentives)forpeopleto taketherisk of switchingto amoreproductiveand higherpaidjob,
eventhoughit mayhavelessjob security.

The benefitsofflexible careers

TheUK managementconsultingguru,CharlesHandy,noteshow the 1980’swaveofworkplaceand
productivityreformwasbasedon ‘Pavinghalfasmai~ypeopletwice asmuchto work threetimes
harder.”

Thesamelogic explainswhy companiespreferto employonefull timepersonthantwo part time
people,eventhoughtheprogressivetax systemmeansthattwo part timerswill receivemorenet
payfor thesametotal grosspay. It is simply muchmoreefficient to haveonepersonworkinghard
full time.

Handyadvocatesamoreefficientmeansfor achievinga betterwork-life balance,whichhe terms
“chunking”. This meansworkinghardfor aperiodof time, thentaking a breakand subsequently
returningto adifferentjob.
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“External” (or knock-on,)ben~fltsof careerbreaks(“cliunking “,)

“Chunking” facilitateshighproductivitywhenworking. Takingcareerbreaksmayalso increase
productivityfurther,by refreshingtheworker,to bemoreenthusiasticon his returnto theworkforce
(just asweekendsandholidaysdo),whereasalackofbreakscanleadto “burn out”.

But besidesbenefitingtheemployeetakinga break,chunkingcanalsoprovideknock-onbenefitsto
families,othermembersof theworkforce, andtheunemployed.

Encouraginghigh incomeearnersto adoptmoreflexible, changingcareers(or rather,reducing
currenttax disincentivesto do so)will increase“job churn” in thesehigherpaidjobs. Thiswill
providemoreopportunitiesfor othersto gainexperiencein thesepositions,which in turn will
increasejob chumat lower levels,and ultimatelyincreaseopportunitiesfor theunemployed.

Increasedjob churnwill alsomakeit lessrisky to leaveajob (asthereis greaterchanceoffinding a
newopeningwhenwantingto return to theworkforce), which, in a virtuouscycle,will further
increasejob churn.

These knock-on benefitscould justil3’ a tax incentive. But currently wehave a disincentiveto
chunking. It should be rectified.
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