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Executive Summary

1. Wellbeing is a multi-dimensional concept recognized in the Report by the Commission on the Measurement of Economic Performance and Social Progress
 as including material living standards; health; education; personal activities including work; political voice and governance; social connections and relationships; environment (present and future); insecurity (both economic and physical). Not all of these indicators are easy to measure, but as the Commission’s Report suggests a good place to start is the measurement of material well-being or living standards
.
2. This report examines wellbeing in retirement on the basis of available personal and community-based financial resources and their sustainability, but recognizes that there is indeed a diversity of experience in the material position of different groups within our society. In particular, women have faced greater difficulties than men in accumulating retirement savings balances, and addressing that issue is a theme throughout this report.
3. Australia’s retirement system is based on a three pillars approach of the Age Pension, compulsory superannuation and private savings.  Financial wellbeing needs to be assessed through jointly examining the retirement incomes from these sources together with the public provision or subsidy of services such as health and aged care and accommodation. Government expenditures on these services for retirees are of similar magnitude to age pension payments. Financial wellbeing in retirement is not just about superannuation policy.
4. Population projections imply that the ageing population will place significant strains on future Government budgets, with the dependency ratio (working age population/over 65’s) forecast to almost halve from its current value of 5 to 2.7 by 2050.
5. Even with the “maturing” of the superannuation system, long term projections imply that for most individuals, achieving financial wellbeing will involve substantial dependence on age pension payments. One (albeit imperfect) proxy often used for assessing financial well being is the replacement ratio (retirement income/pre-retirement income), with a figure of around 60 per cent viewed as necessary. For many low income individuals and those with limited time in the work force, ability to achieve such a replacement ratio is problematic
6. Notably, at June 2008, 68 per cent of people of pension-age were in receipt of an Age Pension, although only 56 per cent of that number received the full pension (ABS, 2009). Single women are most likely to be entirely reliant on the Age Pension. 

7. Significant tax concessions have been provided by successive Australian Governments to encourage saving for retirement – including both concessions in the accumulation phase as well as the post-retirement decumulation phase.  In some respects these taxation, in seeking to provide incentives for superannuation saving, can prove to be regressive and directly disadvantage those on lower incomes.

8. To make superannuation more attractive to low income earners, a number of initiatives have been introduced including the previous government’s co-contributions scheme, which fully or partly matches superannuation contributions made by eligible individuals on incomes of up to $60,342 for the 2008-09, and the recently introduced the Superannuation Low Income Earners Government Contribution, which provides a superannuation contribution of up to $500 annually for individuals on adjusted taxable incomes of up to $37,000, effectively returning the tax payable on superannuation guarantee contributions.

9. A further disadvantage of the existing superannuation tax system for low income earners concerns early withdrawal for applicants who can demonstrate financial hardship or on specified grounds such as medical expenses.  In 2006, 13,871 early release claims were approved by APRA to a total value of over $135 million
.  For individuals under the age of 55, however, the early release of superannuation benefits is taxed at 21.5% (which includes the 1.5% Medicare levy). Given that the nature of most claims for early release of benefits will be for severe financial hardship and specified grounds, the tax imposes an extra burden on people who are already in financial distress.
10.  Treasury modeling indicates that the proportion receiving a pension will not change before 2047, although superannuation savings will reduce the proportion on a full pension (ABS 2009).  Since around 20 per cent of workers are not currently participants in the superannuation system, the age Pension will continue to be a vital component of the retirement system.

11. Superannuation funds in Australia take one of four major forms: public sector and corporate funds are those established by an employer for employees; retail funds which are offered by “for profit” financial institutions to the general public; industry funds which emerged with the introduction of compulsory superannuation in the early 1990s; and self managed superannuation funds (SMSFs) which cater to four or less members and administered by one (or more) of those members as trustee.

12. Choice of Fund policy became effective in July 2005 and was designed to improve competition in the super sector and thus lower costs by encouraging superannuation participants to move to more efficient funds. It has not achieved this outcome, however. Less than 10 per cent of workers have actively chosen a fund and switching rates are as low as two to four per cent annually.
 As these data demonstrate, the average Australian remains largely apathetic about their institutional superannuation arrangements.

13. A major finding of the Henry Review, Australia’s Future Tax System (2009), is the lack of products to manage longevity risk.  The absence of a strong annuities market may be considered a weakness of the Australian system (Melbourne Mercer Global Pension Index 2009).  This has not always been the case, however.  Tax transfer reforms introduced in the 1980s and early 1990s to encourage lifetime annuities have gradually been withdrawn or applied to other products, with the net result being that the number of annuities sold in Australia declined from over 32,000 in 2001 to less than 2,000 in 2010. 

14. The Melbourne Mercer Global Pension Index (2009), provides an international comparison of the adequacy of benefits, sustainability and integrity of retirement systems in 11 countries around the globe: Australia, Canada, Chile, China, Germany, Japan, the Netherlands, Singapore, Sweden, the United Kingdom and the United States. The report ranks the Australian retirement system second only to the Netherlands.  Major strengths of the Australian system are its widespread coverage of almost 90% of the workforce, the depth of the accumulated savings pool and the integrity of the private pension system, that is, its regulation and governance.

15. Challenges to ensuring an adequate level of retirement savings include a lack of understanding (and accessible information) regarding what constitutes a satisfactory level of savings, the work patterns of some groups such as females and contract and temporary employees, and early withdrawal from employment.  Further, wellbeing in retirement can also be threatened by various postretirement risks and inequities and any lack of efficiency in the delivery of superannuation revenue streams.

16. Determining adequate savings for financial well being in retirement is not simple and touches on a variety of deeper issues in economics, psychology, and health policy. In particular, retirement involves life-style changes and can encompass quite different experiences such as good health and engagement in a range of activities at age 65 and poor health, inactivity and need for care at age 85. More generally, “retirement planning should mirror individual psychological preferences” if well being is to be maximized.

17. In its Retirement Incomes Strategic Issues Paper, the Henry Tax Review Panel notes that while superannuation is one of the first significant interactions with the financial sector for individuals it is not particularly well understood. The existence of 6.4 million “lost accounts” at mid 2008 and another 9 million inactive accounts certainly indicates some disconnect with the system amongst some part of the population.  At least a partial explanation for this disconnect can be provided by behavioural economics, particularly in relation to choice overload and complexity, and the lack of planning, procrastination and inertia in decision-making.

18. A further explanation of poor decision-making in relation to retirement is the lack of available information.  Because public provision of information has public good characteristics, there is merit in government provision of such information. The Government already provides some such services such as web site information and listings,
 but there is merit in continually examining and reviewing the design, usage and effectiveness of such sites. 

19. Gender differences in work patterns mean that financial wellbeing in retirement is more of a challenge for females.  Due to family responsibilities females often have an intermittent working life and are more likely to be employed as casual workers on low incomes, thus making many ineligible for employer superannuation contributions. The result has been that the average retirement payout for women is only $73,000 compared with $155,000 for men
. Further, female life expectancy at retirement age is longer, such that less wealth is required to stretch further.

20. Increasing life-spans mean that the accumulation (employment) phase of the lifecycle needs to lengthen in order to provide adequate resources for the decumulation (retirement) phase, and improvements in health mean that later retirement age is practical for most individuals. However, social norms, inadequate understanding of individuals of what is required for financial wellbeing in retirement, and some policy settings can be argued to create a bias towards earlier retirement. In Australia only around half of the work force is still in fulltime employment in the 60 to 65 age group.  
21. Policies need to provide an incentive to extend the accumulation phase and continue working longer.  Some policy changes are already underway for this purpose, such as a gradual increase in the pension access age to 67 and a gradual increase in the preservation age to 60.  Further incentive for greater participation by older workers would be to extend the age at which employers can make superannuation contributions from 70 to 75 years.  The current “preservation age” of 55 at which individuals can access superannuation savings and also start a transition to retirement pension, can conflict with this objective by encouraging early retirement or reducing hours to part-time employment, and creates inequitable “tax-arbitrage” opportunities for the well-off. 
22. A mechanism which recognizes demographic patterns by automatically aligning the pension access age with the superannuation preservation age and the age limit on employer contributions, annexed from the political decision making process, would greatly enhance the sustainability of the retirement system and reduce the potential for policy conflict.

23. Administrative efficiencies, through better use of technology and possibly greater economies of scale, are critical to reduce the costs of superannuation funds, which are relatively high by world standards.  The Cooper Review into Australia’s Superannuation System has made major recommendations to ensure a more efficient superannuation system including the SuperStream and MySuper proposals.

24. A major boost to the adequacy of retirement benefits has come from the 2010-11 Commonwealth Budget, where the Government announced a staged increase in the compulsory contribution rate starting in 2013-4 to reach 12 per cent by 2019-20.
25. Financial wellbeing in retirement depends critically on attitudes and decisions regarding savings and wealth accumulation throughout the life-cycle. There is evidence both from surveys and savings behavior that younger individuals do not place sufficient weight on wealth accumulation to achieve financial wellbeing in retirement. Information provision and education aimed at rectifying this social problem is an important policy ingredient – but unlikely to achieve much on its own. Of particular benefit to low income earners seeking to achieve financial wellbeing in retirement would be a form of “soft compulsion” where there is a specification of a higher default rate of contribution on superannuation (such as 3 per cent higher than the minimum compulsory rate) which applies unless individuals elect (perhaps annually) to have reduced to the minimum compulsory rate.
26. Asset accumulation through home-ownership is a potential substitute for superannuation (or other) savings, but only if the housing asset is used in retirement to generate an income stream. Currently, use of a reverse mortgage to generate cash or financial assets leads to the paradoxical situation where in assessing age-pension eligibility assets and income are deemed to have increased – even though the family home is now subject to a mortgage and the net equity in it decreased. Regardless of whether the asset test is altered to include the family home or not, only the net equity should be included in the asset test.
27. Financial wellbeing is also related to risk, and a major source of risk for retirees is “longevity risk”. Purchase of annuities can remove this risk, but Australian retirees have eschewed these products for a variety of reasons – including policy options which encourage other retirement products, but also perceptions of cost. More analysis of alternatives and development of policy incentives for longevity insurance policies is crucial. 
28. Another risk to financial wellbeing in retirement arises from “operational risk” of self-managed super funds – due to incapacity or death of the member who takes primary responsibility for the fund’s management, and where surviving members may have inadequate knowledge or experience to assume that role. Moreover, in the decumulation phase as the fund balance declines administrative costs become an increasingly significant drain and make the structure highly inefficient. There is a need for policy measures to ensure that SMSFs in the decumulation phase are given strong incentives and administratively simple options to shift balances into some externally managed product once some minimum size is reached, or where the trustees feel no longer able to appropriately perform that role. Some form of “soft compulsion” whereby such funds are identified and required to agree to a transfer unless they opt otherwise seems appropriate – although deciding upon appropriate entities to receive and manage the funds may be problematic.
29. Government expenditure subsidies and rebates to retirees provide a partial alternative to pension payments in achieving financial wellbeing. While economic theory generally points towards untied income payments as being preferable to subsidizing particular expenditures, social benefits (externalities) from increased spending by retirees in certain areas provide a counter-argument. Increased individual use of services such as health, heating, communications, transport may have spillover benefits in terms of improved physical and mental health and community involvement which reduce subsequent calls on taxpayer funded services. Political incentives also give rise to targeted expenditure concessions which have public appeal. However, it is far from apparent that most such payments to pensioners (telephone, utilities rebates etc) are of sufficient size to influence behavior and the rolling of these into a larger pension payment amount with resulting reduced complexity since September 2009 is an appropriate step.

30. Family relationships make assessment of financial wellbeing even more complicated. Retirees may receive non-financial assistance from their families which reduces their income requirements to achieve an adequate state of financial wellbeing. The “bequest” motive is also often strong, such that retirees are adverse to running down assets to finance a higher standard of living in retirement. There are complex social issues involved in assessing the social desirability of a tax and transfer system in which many individuals are largely supported by the taxpayer in retirement rather than by (at least) partially running down assets such as by drawing on the equity in the family home. The absence of inheritance taxes (“death duties”) arguably contributes to this situation, and although reintroduction seems politically infeasible, it may be worth considering whether there are other feasible alternatives – although social justice considerations would suggest that such taxes are ideally progressive and more aimed at those whose wealth precludes them from access to the age pension.

31. The need of many retirees to move into some form of assisted care accommodation at some stage of their life creates other complications for financial wellbeing in retirement. In particular, the practice of requiring entrants to pay an accommodation bond (essentially a risk free loan to the provider) warrants examination. The notion that individuals at that stage of their life should be required to make such a substantial loan (often requiring them to sell a family home to raise the funds) rather than pay a somewhat higher daily fee appears to have little economic or social justification. While a reverse mortgage could avoid sale of the family home to meet such a bond, the operational constraints typically associated with reverse mortgages make this problematic.
32. Financial wellbeing in retirement depends crucially on the adequacy, sustainability, and integrity of the nation’s retirement income arrangements. The Melbourne-Mercer index suggests that Australia ranks well internationally on these three dimensions, although areas for improvement can be identified. On the adequacy and sustainability requirements, higher contribution levels may be warranted, and the option of “soft compulsion” by specifying an “opt-out” level of higher contributions is warranted. Examination of increased incentives or compulsion to take some part of superannuation balances in the form of an income stream (rather than a lump sum) is also warranted. However, significant and frequent changes to the system can serve to reduce confidence in the long-run merits of the system among individuals, and hence potential changes need to be widely debated to garner community approval, and ideally involve marginal adjustments rather than wholesale changes. 
1.
Introduction and Background

This monograph has two objectives. The first is to identify key issues impacting on the financial wellbeing of individuals in retirement, with a focus on the extent and sustainability of both individual and public financial resources. In doing so the report acknowledges that the experience of individuals within the community varies widely, depending on aspects such as gender and the individual’s ability to save within the accumulation phase of life. In particular, the report gives emphasis to the experiences of women who in general face greater challenges in this respect.
The second objective is to provide insights into policy options which can be used to achieve a broad based level of financial wellbeing for all citizens within the community.

(a) What is financial wellbeing in retirement?

Retirement is that stage of the life-cycle where individuals (households) cease to generate significant labor income and are reliant upon funds from accumulated savings, government payments, and family (or charitable) support to meet living expenses. It is also a stage during which many will become reliant upon others for assistance with everyday activities (as well as financial management) due to the consequences of ageing upon health and cognitive ability. Important, and complex, decisions must be made about affordable expenses, accommodation arrangements (including downsizing and/or moving into some form of assisted accommodation) and desired bequests to other family members. Many individuals will find that they are unable to achieve an expected, desired, lifestyle in retirement because of insufficient funds, health problems and related expenditures.

Consequently, a simple general measure of financial wellbeing in retirement is elusive
 – for any individual, perceptions of wellbeing will depend upon past life style, deviations of actual from anticipated retirement consumption and financial security levels, and comparisons with peer groups. From a policy perspective, enabling households to achieve an “adequate” level of consumption, with an “appropriate” degree of security that risks affecting future lifestyle are ameliorated, is a vague – but possible – goal. There is a wide range of private sector web-sites available which use surveys and construct both individual and aggregate indicators of financial well being – but none, reflecting the multi-dimensional nature of the concept, provide a rigorous definition of the concept.

This multi-dimensional aspect of wellbeing is recognized in the Report by the Commission on the Measurement of Economic Performance and Social Progress.
 It argues that wellbeing needs to take into account dimensions of: material living standards; health; education; personal activities including work; political voice and governance; social connections and relationships; environment (present and future); insecurity (both economic and physical). 

Not all of these indicators are easy to measure, but as the Commission’s Report suggests it is important to acknowledge not just the average levels of wellbeing within a given community, and how they change over time, but also document the diversity of peoples’ experiences and the linkages across various dimensions of people’s life. There are several dimensions to well-being but a good place to start is the measurement of material well-being or living standards
.
In addition to concerns about the current state of wellbeing, the Report also emphasizes the need to distinguish between an assessment of current wellbeing and an assessment of sustainability, that is whether the standard can be maintained over time.
Accordingly this report examines wellbeing in retirement on the basis of available personal and community-based financial resources and their sustainability, but recognizes that there is indeed a diversity of experience in the material position of different groups within our society, and that family relationships are an important influence upon financial wellbeing .

One commonly used indicator by financial advisers as an ex ante measure of likely financial wellbeing in retirement is the replacement ratio. This can be defined as the ratio to pre-retirement income of the income stream in retirement which can be generated from accumulated wealth at retirement, or may be expressed in terms of the income stream (and thus pre-retirement assets) required to achieve a particular standard of living in retirement. Generally, income required in retirement declines relative to pre-retirement income because of life-style changes, tax concessions, dissaving rather than saving. This figure depends upon expected time in retirement, wealth, earnings rate on investments, tax etc. Estimates for the US by AON
 generate a required replacement ratio in the order of 75-80 per cent for middle income households – but much higher for lower income groups. 
The Australian Treasury prefers a measure based on expenditure needs (rather than income flows) to recognize the role of dissaving and other expenditure differences, as well as the significant difference in taxation arrangements in retirement compared to pre-retirement. 
 Modelling of projected replacement ratios by Treasury provides some interesting insights, although the estimates shown in Table 1 make no judgement about what is an adequate replacement ratio, and are based on a hypothetical individual with a specified number of years in the work force. Other (earlier) modeling by Treasury provides insights into potential gender differences, and suggests that for women with interrupted careers, expenditure replacement ratios are lower as are the levels of projected expenditure. For example, in comparing a male with 40 years in the workforce with a female with an interrupted career (both single and with average incomes) the replacement ratio for the male was 73 per cent versus 63 per cent for the female.

TABLE 1.1: Treasury estimates of Replacement Rates

	
	Replacement rate (%) by individual's age in 2009

	Income as a proportion of AWOTE(b)
	20
	30
	40
	50
	60

	0.75
	81.5
	77.7
	76.4
	67.6
	58.1

	1
	70.7
	67.2
	65.9
	57.5
	49.8

	1.5
	59.3
	55.4
	54.7
	47
	39.9

	2.5
	52.9
	47
	42.4
	34.4
	27.6


Source: Australia’s future tax system (2009)
Another approach is that adopted in the Westpac-ASFA Index which attempts to measure the amount required for a particular level of lifestyle in retirement, based on estimates of particular expenditure needs. Table 2 below shows recent estimates, and it is noticeable that replacement rates for currently younger individuals will be substantially higher than for older individuals, because of greater time in the superannuation system.

Based on average earnings of employees (both part and full time) at March 2010 of around $50,000, the Westpac-ASFA figures suggest a “ballpark” replacement ratio of around 42 per cent is required for an individual (with pre-retirement income of around average earnings) to have a modest lifestyle in retirement and 78 per cent for a “comfortable” lifestyle. Combined with the Treasury estimates above, this suggests that younger individual should, under the current retirement policy settings – and conditional on a host of other assumptions – be able to enjoy a comfortable level of expenditure in retirement, although lower income groups and older individuals with less time to contribute to superannuation are in less favourable positions.
TABLE 1.2: Westpac-ASFA Index: Budgets for various households & living standards (March Qtr 2010)
	
	Modest lifestyle
	Modest lifestyle
	Comfortable lifestyle
	Comfortable lifestyle

	
	– single
	– couple
	– single
	– couple

	Housing – ongoing only
	$54.08
	$51.91
	$62.68
	$72.66

	Energy
	$28.81
	$38.27
	$29.24
	$39.65

	Food
	$71.76
	$148.65
	$102.52
	$184.53

	Clothing
	$17.72
	$28.77
	$38.36
	$57.54

	Household goods and services
	$25.73
	$34.89
	$72.39
	$84.80

	Health
	$33.04
	$63.77
	$65.56
	$115.70

	Transport
	$88.31
	$90.81
	$131.60
	$134.10

	Leisure
	$73.72
	$109.84
	$223.41
	$306.16

	Communications
	$9.18
	$16.08
	$25.24
	$32.12

	Total per week
	$402.37
	$582.99
	$750.99
	$1,027.27

	Total per year
	$20,981
	$30,399
	$39,159
	$53,565


Source: ASFA (2010) 

 (b)
Macroeconomic Aspects
A challenge for government is ensuring the fiscal sustainability of a retirement system in the face of an aging population and escalating demands on the public purse.  The Australian system is accordingly structured around a three pillar system including a public pension, compulsory superannuation and private savings vehicles, which seeks to provide both adequate public support and encouragement for private savings through appropriate taxation incentives.  
Demographic projections and GDP Growth
The 2010 Intergenerational Report (Treasury, 2010) provides valuable information on the macroeconomic influences on potential retirement incomes and wellbeing. Over the next 40 years, population is anticipated to grow at 1.2 per cent p.a., GDP per head at 1.5 per cent p.a. giving aggregate GDP growth of 2.7 per cent p.a. This slower growth of GDP (compared to an historical average of the past 40 years of 3.3 per cent p.a.) is projected to be accompanied by a significant ageing of the population and increase in the dependency ratio. Table 3 illustrates. The dependency ratio, showing the ratio of working age persons to those aged 65 and over, is projected to fall substantially as the percentage of the population aged 65 and over climbs (with a significant increase in the proportion 85 and over also occurring). Labour force participation by the 15-64 age group is expected to increase marginally from 76.2 to 79.7 per cent.
TABLE 1.3: Demographic Projections
	Year
	1970
	2010
	2050 (projection)

	Dependency ratio
	7.5
	5
	2.7

	Life expectancy at age 60
	n.a.
	Males 23.4

Females 26.6
	Males 29.2

Females 31.4

	Total Population (mill)
	12.5
	22.2
	35.9

	Percentage 65 and over
	8.3
	13.5
	22.7

	Government Spending % of GDP


Health

 
Age Pensions


Aged Care
	
	4.0

2.7

0.8
	7.1

3.9

1.8


Source: The Treasury (2010)

Government Budgetary Pressures
Ageing of the population is reflected in anticipated increases in government spending (as a percentage of GDP) in areas of health, age pensions, and aged care shown in Table 3. While this is partially offset by projections of lower relative expenditure in some other areas (where smaller demographic cohorts reduce the relative need for government expenditures), the higher aggregate level of expenditures accompanied by a roughly constant tax take as a percentage of GDP leads to a longer term move of the Federal budget into deficit and increase in public sector debt. One consequence of increasing longevity is that it creates a future budgetary risk for the Federal Government. 

(c) Current Australian Policy Framework and Trends
Institutionalised employee superannuation began in Australia in September 1985 when the Australian Council of Trade Unions (ACTU) sought a three percent employer contribution as part of its National Wage Case claim.  This principal was approved in 1986 and subsequently new industrial awards were progressively negotiated under these guidelines.

It was not until 1 July 1992, that the superannuation guarantee was introduced requiring employers to make tax-deductible superannuation contributions on behalf of their employees.  From a base of three percent, higher levels of contributions were phased-in over a ten-year period, reaching the maximum of nine per cent in 2002/03.

The superannuation guarantee provides exemptions for employees earning less than $450 per month, part-time employees under 18 years of age and employees aged 65 or over. The upper age limit for superannuation guarantee contributions was extended to 70 years from 1 July 1997 to encourage the increasing tendency for older Australians to work past normal retirement age. 

The current Australian superannuation system stands up well under international comparisons for the breadth of its coverage, however, there is still potential for a very disparate level of well being.  Indeed, around 20 per cent of the population is not covered by the superannuation system, many of whom are amongst the most disadvantaged.  It has been argued that in the interests of equity, the superannuation guarantee system should be expanded to include the self-employed, those on workers’ compensation or parental leave, those who earn below $450 per month, are over the age of 70 or under 18 and the disabled and carers.

The Three Pillars
Australian retirement incomes policy has, since the early 1990s, been built upon a “three pillars” framework, in line with the approach advocated by international agencies such as the OECD and IMF. The first pillar (aged pensions – as well as other benefits such as health care and concessions on some expenditures) provides some minimum level of financial security. The second pillar of compulsory, tax-advantaged, superannuation for employees aims to transfer at least some part of the responsibility for retirement income provision from the state to the individual via compulsion. The third pillar involves use of tax incentives to encourage even greater private provision (and provides incentives for the self-employed and others to undertake retirement savings).

Notably, at June 2008, 68 per cent of people of pension-age were in receipt of an Age Pension, although only 56 per cent of that number received the full pension (ABS, 2009). Single women are most likely to be entirely reliant on the Age Pension.  Treasury modeling indicates that the proportion receiving a pension will not change before 2047, although superannuation savings will reduce the proportion on a full pension (ABS 2009).
Taxation
Significant tax concessions have been provided by successive Australian Governments to encourage saving for retirement – including both concessions in the accumulation phase as well as the post-retirement decumulation phase. Details are complex (and subject to change), but the incentives can be summarized as consisting of arrangements associated with funds “going in to”, “within” and “coming out of” superannuation schemes as follows.

· Going In: A low tax rate (15 per cent) is applied to compulsory employer or voluntary contributions out of taxable labour income up to a specified limit p.a. Additional contributions from existing wealth can be made up to a specified limit.

·  Within: Earnings of superannuation funds in the accumulation phase are subject to a concessional tax rate of 15 per cent on income, and only two-thirds of long term (one year or more) capital gains are included in taxable income. (Superannuation funds, like other Australian investors, are able to use imputation tax credits on dividends from Australian companies to further reduce tax paid). For funds in the decumulation (post retirement phase
) earnings of the fund are not taxed.

· Going Out:  Complying pension income or a lump sum received from a taxed superannuation fund is not subject to income tax in the hands of a recipient aged 60. In other cases (younger aged retirees etc) there may be tax payable, and there are legal constraints on withdrawing funds from a scheme until a particular age is reached.

In some respects these taxation measures, in seeking to provide incentives for superannuation saving, can prove to be regressive and directly disadvantage those on lower incomes.

In terms of the “going in” concessions, based on the 2008/09 tax rates, it is estimated that around 1.2 million people will not receive a personal income tax benefit from the tax rate applied to their concessional superannuation contributions. In addition to the number without any concession on contributions, an estimated 1.2 million people only have a concession equivalent to 1.5% points (the Medicare levy). Indeed, as noted in ‘Architecture of Australia’s tax and transfer system August 2008’ consultation paper, from 2010-11, a person earning a third of Average Weekly Ordinary Time Earnings (AWOTE) will receive a concession of 1.5 percentage points on their concessional superannuation contributions. This compares to a concession of 16.5 percentage points for a person earning AWOTE (approximately $58,000) and 31.5 percentage points for someone earning three times AWOTE. Further, low income earners who do not pay personal income tax are still required to pay 15% for contributions into their superannuation, hence removing any incentive to make contributions to superannuation.  In other words, tax concessions are inequitable benefiting those on higher incomes by giving them more incentive to contribute to their superannuation and build their retirement savings
.
To make superannuation more attractive to low income earners the previous government introduced the co-contributions scheme. In the scheme, the federal government either fully or partly matches superannuation contributions made by eligible individuals on incomes of up to $60,342 for the 2008-09. Those on $30,342 or less are eligible to receive the maximum co-contribution of $1.50 for every $1 contributed to super up to $1,000. The maximum co-contribution is $1,500. Although this is designed as an incentive for lower income earners to invest in superannuation, it is less likely that lower income earners on $30,342 or less will be able to make such a contribution into their superannuation, given normal day to day cost of living issues. According to the consultation paper it is estimated that in 2008/09 approximately 1.4 million people will take advantage of the co-contribution scheme and $1.1 billion of co-contributions will be paid. However, this only represents 20% of people who would be eligible for the scheme, highlighting that there is not a high take up of the scheme.
Further, the Federal government has also recently introduced the Superannuation Low Income Earners Government Contribution.  This initiative will provide a superannuation contribution of up to $500 annually for individuals on adjusted taxable incomes of up to $37,000 to improve the equity of superannuation taxation arrangements by effectively returning the tax payable on superannuation guarantee contributions.

Another disadvantage of the existing superannuation tax system for low income earners concerns early withdrawal which can take place for applicants who can demonstrate either financial hardship or specified grounds.  The latter includes medical treatment expenses, mortgage payments to prevent foreclosure, essential modifications to the family home for the disabled, or for expenses to meet the special needs a disabled family member - palliative care or death, funeral, or burial expenses for a member or his/her dependant.

In 2006, 13,871 early release claims were approved by APRA to a total value of over $135 million
.  For individuals under the age of 55, however, the early release of superannuation benefits is taxed at 21.5% (which includes the 1.5% Medicare levy). The purpose of the tax is to remove any tax concessions on the superannuation benefits and more significantly as an incentive for consumers to not access their superannuation savings until retirement age. However, given that the nature of most claims for early release of benefits will be for severe financial hardship and specified grounds, the tax imposes an extra burden on people who are already in financial distress.
Institutional Arrangements
Superannuation funds in Australia take one of four major forms. Public sector and corporate funds are those established by an employer for employees and were traditionally - but increasingly less so - defined benefit schemes. Retail funds are those offered by “for profit” financial institutions to the general public (open offer), and are generally accumulation schemes. Industry funds emerged with the introduction of compulsory superannuation in the early 1990s, and were initially focused on providing accumulation schemes for employees within a specified industry group. Employees initially had no choice of fund, but freedom of choice was introduced under the Superannuation Legislation Amendment (Choice of Superannuation Fund) Act 2004 and many industry funds have since become public offer, while most offer a range of investment options to members. 
While Choice of Fund policy, which became effective in July 2005, was designed to improve competition in the super sector and thus lower costs, it has not in fact done this. Less than 10 per cent of workers have actively chosen a fund and switching rates are as low as two to four per cent annually.
 As these data demonstrate, the average Australian remains largely apathetic about their institutional arrangements.
Self Managed Superannuation Funds (SMSF) are funds catering to four or less members and administered by one (or more) of those members as trustee (usually outsourcing most administration to an accounting or other financial services firm). Table 4 provides information on the relative importance of these types of funds.

TABLE 1.4: The Australian Superannuation Industry: June 2009

	
	Number of entities
	No. of member accounts ('000)
	Assets

($ billion)
	Avg account balance

('$000)

	by fund type
	
	
	
	

	Corporate
	190
	665
	54.0
	81.2

	Industry
	67
	11,551
	191.8
	16.6

	Public sector
	40
	3,095
	153.0
	49.4

	Retail
	166
	16,591
	304.7
	18.4

	Small
	414,707
	779
	334.3
	429.4

	Pooled superannuation trusts
	82
	
	69.7
	

	Balance of life office statutory funds
	
	
	35.5
	

	Total
	415,252
	32,680
	1,073.3
	


Source: APRA (2009)
Australian policy towards superannuation is also characterized by types of retirement income products which can be provided under the tax advantaged arrangements. Traditional annuities, involving purchase of a pension payable until death, have a very small share of the market. 
A major finding of the Henry Review, Australia’s Future Tax System (2009), is the lack of products to manage longevity risk.  The absence of a strong annuities market may be considered a weakness of the Australian system (Melbourne Mercer Global Pension Index 2009).
This has not always been the case, however.  Throughout the 1980s and early 1990s tax transfer reforms were introduced to encourage lifetime annuities.  Measures included tax exemption for income on the underlying assets, a 15 per cent rebate which, when compared with the 15 per cent tax then imposed on lump sums, gave a 30 per cent advantage to annuities purchased, and a doubling of the retirement accumulation eligible for tax concessions as compared with lump sums.  
Such benefits were expanded to non-longevity insured products such as phased withdrawals from 1994, life expectancy term annuities from 1998, term allocated pensions in 2004 and transition to retirement pensions in 2005.  Further, Simpler Super Reforms in 2006-7 removed all the tax-transfer preference by benefit type. As a consequence the number of annuities sold in Australia declined from over 32,000 in 2001 to less than 2,000 in 2010. 

Many retirees prefer an allocated pension in which pension payments are received by drawdown from the individual’s account at a rate within legislated (age related) ranges and for which any remaining balance at death becomes part of the individual’s estate.
The low use of annuities to manage longevity risk remains a deficiency of the Australian System and is a distinct disadvantage of realizing financial wellbeing in retirement.
International Comparisons

Some of the good aspects of our retirement system are highlighted in a recent report, the Melbourne Mercer Global Pension Index (2009), published by the Melbourne Centre for Financial Studies in conjunction with Mercer.  The Index provides an international comparison of the adequacy of benefits, sustainability and integrity of retirement systems in 11 countries around the globe: Australia, Canada, Chile, China, Germany, Japan, the Netherlands, Singapore, Sweden, the United Kingdom and the United States. Summary results are shown in Figure 1.
CHART 1.1: International Comparison in the Melbourne Mercer Global Pension Index
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Source: Melbourne Mercer Global Pension Index. Melbourne Centre for Financial Studies (2009)
The adequacy of benefits – or how much income is available to a retiree – was given the highest rating in the index. The Netherlands (80.5) and Canada (76.2) scored highest in this index due to the level of the minimum public pension and a relatively high net replacement rate of income for median income earners. Australia was in fourth position in the adequacy sub-index with a score of 68.1. Japan had the lowest score at 39.2. 

In the sustainability sub-index, participation in private pension plans and the level of pension assets (expressed as a % of GDP) were the two major factors. Sweden (75.2) and Australia (71.0) rated the highest on this sub-index.

The integrity sub-index was based on an assessment of four key areas – prudential regulation, governance, risk protection and communication of private pension provisions.  The highest rating countries for the integrity sub-index were the Netherlands (88.2), Australia (87.8) and the UK (86.3). 

What this study highlights is that no system is perfect and no country achieves the highest classification. The report ranks the Australian retirement system second only to the Netherlands.  A major strength of the Australian system is its widespread coverage of almost 90% of the workforce.  This contrasts with less than 60% in countries such as the UK and USA and around 20% in China.  Another key strength is the depth of the accumulated savings pool.  Mandatory contributions have swelled the funds management industry in Australia to almost $1.2 trillion, the 4th largest pool of managed funds in the world and the largest in Asia.  And finally, also worthy of note is the integrity of the private pension system, that is, its regulation and governance.

An aspect of the Australian retirement system where there is clearly room for improvement is the relatively poor adequacy of benefits paid to retirees.  In terms of adequacy we rank fourth behind the Netherlands, Canada and Sweden.  The study suggests that the current debate on increasing the 9% superannuation contribution has merit.  Also needing attention is the heavy emphasis on a lump sum payout on retirement.  The increased longevity of the population requires additional products which can ensure a continuous income stream in post retirement years.

2
Challenges and Options: An Overview
Wellbeing in retirement is greatly assisted by the accumulation of adequate pre-retirement savings.  This outcome is challenged by a lack of understanding (and accessible information) regarding what constitutes a satisfactory level of savings, by the work patterns of some groups such as females and contract and temporary employees, and by early withdrawal from employment.  Further, wellbeing in retirement can also be threatened by various postretirement risks and inequities and a lack of efficiency in the delivery of superannuation revenue streams.
2a
The adequacy of Lifecycle Savings and Wealth Accumulation

Although all life-cycle experiences are unique, a useful benchmark for analysis is a scenario in which an individual is assumed to enter the workforce at the end of schooling (at an age of around 20) works full time for around 45 years, and retires with a remaining life expectancy of around 20 years. Over the working life wealth is accumulated (in the form of financial assets and property) and during retirement consumption is financed by running down of assets – perhaps with a bequest motive in mind. 

Figure 2 provides some insights into the lifecycle experience – although because it is a cross section of individuals at a single point in time, the wealth patterns reflect the increase in real incomes over time as well as purely age differences. The “inverse-V” pattern of wealth accords with the life-cycle concept, peaking in the pre-retirement age group. One notable feature of the composition of wealth, is that superannuation is a larger relative share for younger generations (consistent with the relatively recent introduction of compulsory superannuation). Another notable feature is that housing and property ownership constitute a major fraction of wealth – even for those over 75 who, in principle could be drawing on that wealth to finance consumption. Finally, the value inherent in own businesses is a significant source of wealth for some individuals (note that these figures are averages, and many individuals will not have this type of asset). Clearly, superannuation is only one component of wealth accumulation for retirement provision. 
CHART 2.1: Household Wealth Patterns in Australia 2006
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That benchmark model obviously abstracts from a multitude of complications (such as household formation, spells of unemployment etc), and may not adequately reflect the experiences of many individuals. But it does serve to identify some of the major questions. What wealth is needed at retirement to finance future consumption? What rate of saving is required to achieve that wealth? What investment strategy is appropriate? What risk of longevity (where assets are depleted before death) exists? What level of understanding of long term savings requirements do individuals have and to what extent are they rational in making such decisions?

As outlined earlier one common approach to assessing the wealth needed at retirement is to determine the required replacement ratio, commonly defined as the ratio of annual income in retirement to pre retirement income needed to maintain the same standard of living. A range of factors shown in Box 1 contribute towards making the required replacement ratio less than one.
BOX 2.1: Factors contributing to a required replacement ratio of less than one
	· Lower tax rate

	· Absence of required superannuation contributions

	· Absence of savings need and finance of consumption from asset depletion

	· Government benefit payments

	· Change in age-related expenditure needs (including for durables)

	· End of work-related personal expenses


Again these factors vary across individuals, but benchmark calculations can be made and underpin both government policy and financial planning advice regarding retirement incomes policy and planning. Illustrative of this approach is the estimates for the USA of a replacement ratio of 78 per cent being sufficient for an individual earning $60,000 retiring at age 65 (Aon, 2008). But replacement rates for lower income individuals are much higher (because more of their income is currently used for consumption, and age-related expenses do not decline as much). Some analysts (Rice Warner, 2010) thus suggest use of a budgetary standard which estimates the likely costs of achieving a particular living standard.

The OECD has expressed a target replacement rate of 70 per cent of final earnings
 and Rice Warner (2010) summarize estimates made of the required replacement ratio made in submissions to the Senate Select Committee on Superannuation, 2002, which in turn suggested that a replacement ratio of around 60 - 65 per cent was appropriate.

In the US context Skinner (2007) calculates the non-housing financial wealth accumulation path necessary to maintain a smoothed consumption stream throughout the entire life cycle. That clearly depends upon individual characteristics (family situation etc) and institutional arrangements, but he suggests a simple benchmark model (assuming social security payments in retirement of 30 per cent of after tax retirement income) would imply non-housing financial wealth to current (after-tax) income ratios of 1.8 at age 40, 2.3 at age 45, and increasing relatively steadily to 5.1 at 65. These numbers have little immediate relevance for Australian circumstances, but the importance of modeling necessary wealth accumulation to reach retirement targets and conveying that information to younger individuals should not be understated.

 Generally a lower wealth target path may be appropriate given the option value of drawing on home equity to meet unexpected expenses in retirement, no (or reduced) expenditures on dependent children, ability to economize by replacing some market expenditures with “home production” activities, etc. In this regard he cites US research that “73 percent of retirees wished they had saved more, yet the majority of voluntary retirees are as happy or happier being retired” – but not those for whom retirement is related to job loss or ill-health.
Determining adequate savings for financial well being in retirement is thus not simple. Skinner (2007) notes that “[t]he seemingly simple question of “Am I saving enough for retirement?” is apparently not so simple at all. Instead, it touches on a variety of deeper issues in economics, psychology, and health policy.” In particular, retirement involves life-style changes and can encompass quite different experiences such as good health and engagement in a range of activities at age 65 and poor health, inactivity and need for care at age 85. More generally, “retirement planning should mirror individual psychological preferences” if well being is to be maximized.
2b
Superannuation-related Information Provision
In its Retirement Incomes Strategic Issues Paper, the Tax Review Panel notes that for many individuals, contribution to superannuation is one of the first significant interactions with the financial sector – and not particularly well understood. The existence of 6.4 million “lost accounts” at mid 2008 and another 9 million inactive accounts certainly indicates some disconnect with the system amongst some part of the population.

At least a partial explanation for this disconnect can be provided by behavioural economics.  Whereas orthodox economic theory relies on the assumption of the rationale utility-maximising individual who makes assumptions based on all relevant information, alterative theories such as ‘bounded rationality’ or ‘prospect theory’ suggest far less rational forms of decision-making
.  Behavioural economics helps in explaining individuals’ approach to superannuation, particularly in relation to the choice overload and complexity, and the lack of planning, procrastination and inertia in decision-making.
As the literature indicates, choice overload and complexity can inhibit rational decision making.  Where there is no clear preference for a particular product or where the costs of information are high, people will decline to make a choice or refer that choice to others (Schwartz 2000, Iyengar and Lepper 2000). US research demonstrates that where the choice is more limited, participation is higher in 401k pension plans, with researchers concluding that providing too many options ‘may actually intimidate rather than induce employees to invest in personal retirement plans (Iyenger et al 2003, p.11).  With the wide variety of superannuation products on offer, and the constantly changing policies relating to superannuation it’s hardly surprising that 44 per cent of respondents to an Australia Institute survey stated that ‘superannuation is too complicated to understand’
.
While orthodox finance theory would suggest that people plan for retirement by allocating their consumption of their lifetimes, in accordance with theories such as the lifecycle or permanent income hypotheses, evidence of a lack of planning, procrastination and inertia regarding superannuation is widespread.  A 2004 survey focused on higher income individuals who might be expected to have better information about superannuation, found that relatively few appeared to have good knowledge about such matters as voluntary contributions, employer contribution obligations, size of age pension payments (Beal and Delpachitra, 2004).  Examples such as the following question, addressed to a financial planning column in a major newspaper, demonstrate the lack of knowledge and planning often seen in this regard:

Q: I am 61 and my wife is 41.  I have $200,000 in my superannuation, but how much more do I need to put in to achieve a monthly income of $10,000,with little or no tax implications, but ensuring that the capital or the income continues to my wife after I pass on?

A: In order for your $200,000 existing superannuation to pay an allocated pension of $120,000 a year, an additional $1.9 million would need to be injected into the super fund to bring your balance to $2.1 million. …

This example supports ASIC (2004) research which that most people do not contemplate retirement incomes until retirement is imminent, and further suggests that the majority of people do not think about their superannuation unless triggered by events such as poor health or job loss.  Behavioural theory offers a number of explanations for why people do not plan for retirement without this type of catalyst.
According to Weber (2004), people may fail to plan for retirement as they are reluctant to contemplate their own decline and eventual demise, or because they lack a ‘visceral’ view of danger.  It may also be that as Laibson (1997) suggests, people tend to place a much higher value on present consumption than on future benefits, which are significantly discounted over time.  Another common behavior is ‘status quo bias’ which leads to procrastination and precludes individuals taking decisions which may avoid future loss (Samuelson and Zeckhauser 1988).  This behavior is evident amongst Australian superannuation fund members who fail to change funds when it is evident that they would benefit from doing so (Fry et al 2007).
These behavioural explanations for poor decision-making in retirement and superannuation planning suggest a strong need for better public information on retirement and the need for a sound default option which will protect the interests for the majority of the population who do not engage in active decision-making.
Because public provision of information has public good characteristics, there is merit in government provision of such information, rather than reliance upon private providers of retirement income wealth products and services, whose incentives include sale of their specific products. The Government already provides some such services such as web site information and listings,
 but there is merit in continually examining and reviewing the design, usage and effectiveness of such sites. 

Provision of information is only part of the story, and achieving community interest and understanding is critical for such information to produce results of value. In this regard, incorporation of information about longer term wealth accumulation and retirement income planning into school curricula warrants support, as does the provision of education for retirees such as through facilities as the University of the Third Age.
More generally, modern spreadsheet and simulation technologies make it feasible to provide individuals at any stage of their life with life-cycle savings and investment plans needed to achieve target retirement wealth or replacement ratios and to assess the sensitivity of required savings to various assumptions and scenarios. While most individuals may not be able to grasp the underlying mechanics of such models, the outputs can serve as a wake-up call towards retirement planning and the merits of often simple changes to savings and investment behavior. While financial advisers and planning firms have proprietary models which can provide such information, there is no obvious reason for the Government not to develop, provide, and promote such retirement wealth target planning models for free public web-based access. While ASIC provides a “superannuation calculator” on its website
, this is restricted to providing comparisons between alternative superannuation funds, rather than providing information about necessary savings and wealth accumulation to reach particular retirement income goals.
The ABA
 notes that “current taxation arrangements inhibit incentives for financial advice relating to superannuation, such as individuals being unable obtain a tax rebate or deduction for advice on superannuation, while a deduction is available on nonsuperannuation investment advice.” This inconsistent tax treatment of financial advice for superannuation is an anomaly warranting attention. 
2c
Gender Issues in Superannuation
According to the ABS, women earn 17.5% less than men. The AMP .NATSEM Income and Wealth Report estimates that men are likely to earn 1.5 times more over their working lives than women. It also showed that the largest gap in personal incomes is in the near retirement 55-64 year age group with men receiving on average, $507 per week compared with $300 for women
. 
There are considerable gender differences in work patterns.  Due to family responsibilities female workers have an intermittent working life and are often employed as casual workers on low incomes, thus making many ineligible for employer superannuation contributions. Indeed, nearly half (46%) of working women work part time compared with 17% of men
. The result has been that the average retirement payout for women is only $73,000 compared with $155,000 for men
. For divorced women, the level is even lower at $40,000 compared with $145,000 for men. Some 12% of women in the community have no superannuation at all compared with only 7% of men. The overall incidence of superannuation is significantly lower for women. 
As Table XX demonstrates the disparity in the ratio of female to male superannuation savings increases with age with age, from 71 per cent in the 25-34 age group to 46 per cent in the 60 – 64 age group.
TABLE 2.1: Estimated superannuation balances by age, 2006

	Age group
	Males
	Females
	Persons
	Female/Male proportion

	25-34
	$19 780
	$14 060
	$16 920
	71.1%

	35-44
	$46 890
	$25 580
	$36 150
	54.6%

	45-54
	$93 920
	$48 250
	$70 820
	51.4%

	55-59
	$126 090
	$58 760
	$92 460
	46.6%

	60-64
	$135 810
	$62 600
	$99 430
	46.1%

	All ages
	$69 050
	$35 520
	$52 200
	51.4%


Source: Australian Human Rights Commission (2009)

Further problems arise for females from different gender-related employment and demographic features (Brown 2007).   Female life expectancy at retirement age is longer, such that less wealth is required to stretch further. Brown notes that the potential solutions stretch well beyond retirement incomes policy, including policies which assist women to achieve equity in career development opportunities and pay. But within retirement incomes policy, measures such as public contributions to pension accounts for those in non-paid household work (involving child caring for example) may also be relevant. 

As a means of addressing this inequity, since 2005, superannuation contributions in the name of a working partner can be split and allocated to a non-working partner.  This is not a common practice, however, with the ABS (2009) reporting that only 4 per cent of those persons without a job were receiving superannuation contributions from any source. 

Further, since 2002, superannuation assets have been regarded as part of the joint property to be divided between the two parties on marriage breakdown. But since living costs are generally higher for two individuals than a couple, and because post-separation ability to accumulate further retirement savings may be limited for an individual previously engaged in unpaid household work, this does not ease the problem of disappointed expectations about retirement income security and adds to the stress of family break-up. Whether court or privately agreed maintenance arrangements can, or should, take such matters into account is worthy of further consideration.
Basu and Drew (2009) examine the consequences of lower average incomes and workforce breaks for women on retirement savings relative to males, and find that there is a substantial difference. They suggest that policy strategies aimed at rectifying this difference could include higher default contribution rates and/or higher risk (and higher expected return) default portfolio allocations for women. Their simulations indicate that such strategies could be effective, but acknowledge that there is unlikely to be political of community support, because of income sufficiency problems created by higher contributions and aversion to higher risk strategies.
2d
Contract and temporary employees

Contract and temporary employees can tend to fall outside the superannuation system, especially if they fall below the $450 per week, and tend to have multiple small account balances.

One means by which such individuals to ensure a higher level of well being in retirement by participating in the superannuation system would be to shift the policy emphasis to soft compulsion and base incentives on account balances rather than income.

By focusing incentives to save for superannuation on individuals whose account balances are below a defined amount (according to age), Government can assist those who are in greater need of building their superannuation. To receive these incentives, individuals would be required to supply details of their superannuation account balances. 
Many temporary workers have multiple account balances of small amounts. Such incentives would necessitate tracking all superannuation accounts and would provide an incentive for people to consolidate their accounts and find lost super. It would also justify government intervention to identify lost superannuation accounts. 

2e
The Retirement Decision
Increasing life-spans mean that the accumulation (employment) phase of the lifecycle needs to lengthen in order to provide adequate resources for the decumulation (retirement) phase, and improvements in health mean that later retirement age is practical for most individuals. 
However, social norms, inadequate understanding of individuals of what is required for financial wellbeing in retirement, and some policy settings can be argued to create a bias towards earlier retirement. Education, information and policy changes are needed to change this situation. 

In Australia only around half of the work force is still in fulltime employment in the 60 to 65 age group.  As Figure XX demonstrates, the proportion of full-time workers declines rapidly with age, with only 15.8 percent of males and 5.9 percent of females in full time work in the 65+ age group.
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Source ABS 6202.0 Labour Force Australia
As might be expected, the proportion of people working part-time increases substantially beyond 45 years (Figure XX).  The proportion of female workers moving engaged in part-time work increases from 9.1 percent at 45 to 54 years to 21.7 percent in the 60 to 64 age group compared with male workers engaged part-time increased from 43.9 per cent in the 45 to 54 years to 56.7 percent in the 60 to 64 age group.
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Source ABS 6202.0 Labour Force Australia
A notable feature of these labour force statistics is the differential in male and female employment in the 60-64 age group. While 98.2 percent of females participate in either part or full-time capacities, only 80.1 percent of male workers are participating at this age. This may well be a reflection of the inadequacy of retirement savings for women and the consequent greater need for females to extend their working lives. Lower participation for older males may also, however, point to a form of hidden unemployment. Older male workers may be forced to retire early due to difficulty in meeting the physical demands of labour intensive occupations, or due to economic restructuring and the decline in occupations such as factor work or skilled occupations such as butchery. 
Improving support for this latter group to retrain and re-enter the workforce is a necessary step to improving the outlook for their well being in retirement, as well as safeguarding the sustainability of the retirement system. A further means of improving the wellbeing of this group is the wider adoption of unemployment insurance.
The issue of the consequences of early retirement is a major one, as illustrated by the expectations of “baby-boomers” shown in Table X. This table (from Warren’s (2008) analysis of the HILDA data, illustrates that there are significant numbers anticipating early retirement. 

TABLE 2.2: Age expect to retire completely, men and women born 1946-1958 by age group in 2003 (%)
	
	Men
	Women

	Age expect to retire completely
	45–49
	50–54
	55–57
	All
	45–49
	50–54
	55–57
	All

	<60
	18.4
	14
	9.5
	15.1
	35.9
	22.5
	9.3
	26.3

	60–64
	24
	26.9
	29.9
	26.2
	25.5
	33.1
	38.8
	30.6

	65–69
	38.2
	34
	38.3
	36.7
	19.2
	21
	25.7
	21

	70+
	7.5
	10.9
	*6.3
	8.5
	3.8
	5.3
	*7.9
	5.1

	Don’t expect to ever retire
	5.7
	8.3
	10.8
	7.6
	4.5
	7.7
	*6.9
	6.1

	Don’t know
	6.3
	5.8
	*5.2
	5.9
	11
	10.4
	11.4
	10.9

	Total
	100
	100
	100
	100
	100
	100
	100
	100

	Mean
	62.2
	63
	63.1
	62.7
	59.3
	61
	63
	60.6


Source: Warren (2008) 
Kelly (undated) outlines the consequences of early retirement and notes that this can mean living on an income of $20,000 less than if retirement had been taking at age 65. For many baby-boomers he notes that early retirement leads to their having living standards similar to lower income contemporaries who work till retirement and rely partly on the age pension. He suggests that there are likely to be substantial disappointed expectations, and that “[t]he current trend to retire before age 65 must be reversed if retirement savings are to reach a level that can provide a comfortable standard of living in retirement.”Kelly (undated).
Based on international comparisons, there is also some evidence that labour force participation is relatively low in the 55-64 age group “Relative to countries with broadly similar labour market structures and institutional arrangements to Australia, there is evidence of large participation rate gaps in several segments of the labour market. The most notable apply to prime aged males (25 to 54 years), child-bearing aged females (25 to 44 years) and people nearing retirement (55 to 64 years)”. (Abhayaratna and Lattimore, 2006). This does raise the question of whether some early retirees are really disguised unemployed, who elect to take that course of action upon retrenchment rather than applying for unemployment benefits and dealing with psychological issues associated with that. Whether the “Newstart” label currently in use provides the ideal image for older unemployed workers approaching retirement is a question worth examining, as is the question of whether alternative unemployment benefit arrangements for this group may be warranted for encouraging continued workforce participation rather than “early retirement”.
Some policy changes are already underway, such as a gradual increase in the pension access age to 67, but the current “preservation age” of 55 at which individuals can access superannuation savings and also start a transition to retirement pension, can encourage early retirement or part-time employment (both with adverse consequences for further retirement wealth accumulation and ultimate need for reliance on the age pension), and creates inequitable “tax-arbitrage” opportunities for the well-off. Even though the preservation age is gradually increasing to 60 over the period 2015-2024, the case for transition to retirement incentives for workers younger than the pension entitlement age rather than older – which could encourage part-time work while in retirement - seems weak.

Another policy incentive announced in the 2010 Federal Budget which may well provide an incentive for greater participation by older workers is to extend the age cap at which employers can make superannuation contributions for their employees from 70 to 75 years.  This is consistent with improved longevity and the gradual increase in the pension access age.
A mechanism which recognizes demographic patterns by automatically aligning the pension access age with the superannuation preservation age and the age limit on employer contributions, annexed from the political decision making process, would greatly enhance the sustainability of the retirement system and reduce the potential for policy conflict.

2f
Post-retirement risks and inequities

Post retirement risks to financial well being take a number of forms. One is longevity risk (discussed elsewhere). Another is wealth losses due to poor investments or fraud or inadequate insurance. A third is unexpected living costs such as occasioned by adverse health circumstances. This latter risk is partially mitigated by the nature of the Australian public health system and Government provided health care cards and arrangements for pensioners and self-funded retirees.  

In designing retirement systems, one of the fundamental challenges is that of moral hazard – in this case that individuals will reduce their rate of personal saving because of the ability of less wealthy retirees to access higher rates of public pensions. As well as the aggregate budgetary consequences, such behavior can induce perceptions of unfairness and inequity amongst those who have restricted pre-retirement consumption in order to become (at least partially) self-funded retirees. It is thus important that the third pillar of the retirement income system – the age pension – is not sufficiently “generous” nor that benefit withdrawal rates as private wealth increase are too excessive as to induce such perceptions and induce moral hazard. 
2g
Efficient delivery of superannuation

Administrative efficiencies through better use of technology and possibly greater economies of scale and are critical to reduce the costs of superannuation funds, which are relatively high by world standards.  

Investment and Financial Services Association (IFSA’s) 2009 report on International superannuation and pension fund fees, conducted by Deloittes, examines superannuation and pension funds in six countries: Australia, Denmark, Japan, the Netherlands, the UK and the USA.  As this study shows, while the very largest Australian industry and corporate superannuation funds are competitive with their international peers, on average Australian super funds are considerably less efficient.  

Australia currently has 381 superannuation funds with assets over $50m, 200 funds with assets in excess of $200m and an average fund size of $2.38bn.

The Deloitte’s study shows that the expense rates of Australian industry funds decline from 2.02% for funds under $50m to 1% for funds over $5bn.  In terms of international standards, though, $5bn is still small scale.  Only funds which reach a sufficient operating size to develop their own in-house investment management can significantly reduce costs.  

While scale is critical, costs are also higher in Australia for other reasons.  Administrative costs tend to be higher due to a lack of automation and duplicate accounts, problems that have largely been eliminated in more efficient systems.  Investment costs are also higher due to a higher proportion of defined contribution funds in Australia, higher asset allocation to growth assets and a greater reliance on active management approaches.  

International comparisons suggest that the industry also suffers from a lack of competition.  

The Cooper Review into Australia’s Superannuation System which provided its Final Report to government on 30 June 2010, spent a considerable part its time in reviewing these issues. Major recommendations expected to come from this inquiry to ensure a more efficient superannuation system include the SuperStream and MySuper proposals.
'SuperStream', proposes a package of measures to address problems of inefficiency in the back office, including the implementation of industry-wide standards to improve data quality, better use of technology and e-commerce solutions, use of the tax file number as a primary identifier, easier consolidation of multiple member accounts; and eliminating redundant processes, leading to simpler rollovers and consolidations. 

According to Review Chair, Jeremy Cooper, said: “MySuper would be a simple, cost-effective product that redefines what Australians should be able to expect from their super in the twenty-first century.”  Features of the proposal include a ban on trailing commissions, no contribution fees, a new duty on trustees to manage the overall cost to members, a default post-retirement product and trustee duties focused entirely on looking after the member.

An independent report commissioned from Deloitte by the Review shows that if the MySuper proposals were introduced, some default fund members could expect to pay less than half what they are paying for their super now.  The proposed MySuper is intended to be just one choice of fund on offer, but some features such as the trailing commission ban – will also be recommended to apply across the board
.
3.  Policies and Strategies: Pre-retirement savings
In designing policies for encouraging retirement savings accumulation, there are many valuable lessons to be learned from behavioral finance. Benartzi and Thaler (2007) provide a valuable overview of evidence, and note that default specifications such as automatic enrolment in plans, contribution rates and asset allocation influence behavior. Other behavioral biases or heuristics such as a tendency to select (1/N) allocation weights when faced with a choice across N categories also hold lessons for the optimal design of choice options. They find experimentally, for example, that even the number of lines provided for choices on a registration form can influence the number of choices made. Myopic loss aversion (weighting losses higher than gains) may lead to individuals who receive frequent information on returns allocating less to more volatile assets such as stocks, even though this reduces expected longer run wealth accumulation.
Retirement incomes policy may be able to achieve improved outcomes at low cost if some of the lessons of behavioral finance are taken into account in the design of arrangements and information provision.  

3a 
Superannuation contribution requirements
The Tax Review of retirement incomes policy (Australia’s Future Tax System, 2009) has estimated how replacement rates will turn out under a “mature” superannuation guarantee system (ie when retiring workers have been contributing for their entire working life). At a contribution rate of 9 per cent of income, a worker retiring on average weekly earnings (with no assets other than superannuation savings) would have a replacement ratio of around 60 per cent, with slightly over half of that coming from the age pension. Apparently paradoxically, replacement rates would fall as pre-retirement income increases, but the actual level of retirement income increases (and other forms of asset accumulation, not included in the projections would also act as an offset). 

The Henry Review (2009) argued for no change in the level of compulsory contributions from the current 9 per cent level – but that was in the context of a wider range of recommendations on tax treatment of superannuation. In the 2010-11 Commonwealth Budget, the Government announced a staged increase in the compulsory contribution rate starting in 2013-4 to reach 12 per cent by 2019-20.
3b
Soft Compulsion and Incentives
It is apparent that mandatory superannuation contributions at levels currently in existence or under consideration, will not, by themselves, lead to an outcome where at least partial reliance on the old age pension is not relatively common. Consequently, given an objective of reducing general reliance on the pension, methods for increasing long-term savings (either inside or outside the superannuation system) need examination.
Financial wellbeing in retirement depends critically on attitudes and decisions regarding savings and wealth accumulation throughout the life-cycle. There is evidence both from surveys and savings behavior that younger individuals do not place sufficient weight on wealth accumulation to achieve financial wellbeing in retirement. Information provision and education aimed at rectifying this social problem is an important policy ingredient – but unlikely to achieve much on its own. Drawing on the insights of behavioural economics, an element of “soft compulsion” by specifying a default option of a higher contribution rate which individuals are required to regularly elect whether to opt our of, may have merit. Reviewing the experience of the New Zealand Kiwi Saver which uses soft compulsion is warranted.

The New Zealand KiwiSaver approach, is a form of “soft compulsion” via specification of a default option of a higher contribution rate unless the individual explicitly chooses to switch back to a standard level of contributions. This approach draws on research which indicates that individuals are more inclined to stick with the default option rather than elect to change to an alternative. While some part of the reason for such behaviour may be inertia, it can also be argued that specification of the “default” option sends signals to individuals that this option is a recommended one based on analysis by those with superior information. A study of choices by US workers offered default options in their 401(k) pension plans by Madrian and Shea (2000) finds that both contribution rates and asset allocation appear to be influenced by the “power of suggestion” arising from default specifications and supports these explanations. Hence there is merit in considering specification of a higher default rate of contribution (such as 3 per cent higher than the minimum compulsory rate) which applies unless individuals elect (perhaps annually) to have reduced to the minimum compulsory rate.

Since there is less need for compulsion or incentives for retirement income provision by higher income individuals whose wealth accumulation will lead to adequate retirement income without support of the age pension, mechanisms for inducing higher contributions by lower income individuals warrant attention. Government co-contributions and concessionary taxation on annual contributions up to some specified dollar amount are both strategies in this vein. The tax rebate (of 15 per cent up to $500 p.a. – and paid into the superannuation account) for low income earner contributions to superannuation is of this form (although based on “fairness” considerations) – although payment into the super fund reduces the visibility of the effect and thus perhaps its incentives for increased contributions.
However, all these incentives are based on income and assume people have regular income. By shifting incentives to the level of superannuation account balance rather than income those in greater need are assisted. In addition, policies that penalise people who postpone building their super such as concessional caps, or are not available to those temporarily out of the work force (such as the co-contribution) can unfairly disadvantage those who have taken these actions for family reasons. 

3c
Superannuation Vehicles
The significant growth of SMSFs can be attributed primarily to individual’s desires to control their own investments. The Cooper Review (2009, Table 6) provides survey results which indicate that the overwhelming reasons for establishing a new SMSF were investment related (including belief in ability to generate superior returns) or tax planning. Hardly surprisingly, SMSF members tend to be in the older age cohorts and higher income brackets than members of other funds, but there is concern that many funds are of inefficient (small) size given the level of administrative expenses.

A major issue that arises in the proliferation of smaller SMSFs is the high operating costs of smaller funds. While average operating costs, as a percentage of assets, have been trending downwards over time, with 62 per cent of SMSFs in 2008 having an operating expense ratio of less than 1 per cent, the average operating expense ratio for SMSFs with $200,000 or less in assets (a quarter of the SMSF population) was significantly higher.  
TABLE 3.1: Average operating expense ratios by SMSF size

	
	$1 - $50K
	>$50K - $100K
	>$100K-$200K
	>$200K - $500K
	>$500K - $1M
	>$1M - $2M
	>$2M

	2006
	5.39%
	2.69%
	1.92%
	1.35%
	0.91%
	0.70%
	0.47%

	2007
	5.29%
	3.35%
	2.34%
	1.36%
	0.86%
	0.65%
	0.43%

	2008
	6.42%
	5.32%
	2.85%
	1.50%
	0.89%
	0.56%
	0.36%


Source: Super System Review (2009)

It might be expected that the Cooper Review will specify more constrained investment options for superannuation funds. The preliminary Report on Self-Managed Super sets out the Panel's preliminary recommendations on self-managed superannuation funds (SMSFs). 

Key preliminary recommendations include prohibiting investment in collectables and personal-use assets (such as artworks, wine collections, exotic cars and yachts), strengthening the competence and independence of approved auditors, an online SMSF resource centre to help SMSF trustees build skills and make better decisions, making the ATO's penalty regime more flexible to enable more effective and equitable regulation, tightening the SMSF registration process and reducing the potential to benefit illegally from related party transactions by prohibiting the acquisition of in-house assets and imposing restrictions on the way in which an SMSF can transact with related parties.

The Panel supports trustees keeping control over their SMSFs so it is not proposing compulsory education for trustees or requiring third party custodians to hold SMSF assets. 

3d
Non-superannuation savings
Henry (2009) presents data on the composition of household wealth showing that in aggregate the major components of total assets are: own residence (44 per cent of total); other property (16 per cent); superannuation (13 per cent); shares etc (12 per cent); personal assets (11 per cent) and with bank deposits contributing only 4 per cent. These figures differ across age and income groups, and with younger and lower income households less likely to be property owners. This illustrates the very significant role of housing investment for many individuals in wealth accumulation. At the same time, because the asset is also used as a place of residence, and because it is a single indivisible asset, the ability and willingness of individuals to draw on this asset to generate income in retirement is reduced.
Also noted by Henry is the variation in tax treatment of different types of assets, with superannuation savings having the most favourable tax treatment, levered investments in assets which may generate capital gains receiving favourable treatment, and owner occupied housing also favoured. As well as reducing incentives for saving via bank deposits (and non-levered investments), it is worth noting that this tax system may bias individuals towards higher risk investments – both in terms of exposure to price risk and through leverage. Whether this is compatible with increasing the likelihood of financial wellbeing in retirement is questionable.
One aspect of this can be seen in the composition of financial investments outside of superannuation. As Figure X illustrates, using data on income from equity and fixed interest investments, Australian individuals have shifted away from deposits and other fixed interest investments into equities. While that is partially due to the introduction of dividend imputation and resulting tax credits, it is also consistent with an increasing tendency for risk taking by individuals. Higher risk investments are generally associated with higher expected returns, which assists in the build-up of retirement wealth, but require more expertise and management. 

CHART 3.1: The Changing Importance of Individuals’ Fixed Interest and Equity Investments
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An important feature of non-superannuation savings is their accessibility prior to reaching the preservation age, which can provide additional flexibility in dealing with unexpected life-style occurrences. But, in general, alternatives to superannuation are tax-disadvantaged, other than investment forms which involve higher levels of risk taking (such as geared investments and equities). 
Insurance Bonds are a product offered by life insurance companies and friendly societies which have tax-advantages for individuals with marginal tax rates of 30 per cent or above and can provide flexibility for early access and estate planning. After an initial investment, further annual contributions can be made, with investment returns on assets held by the issuer taxed at 30 per cent. There is no tax reporting required for the individual from the returns accumulating on the bond prior to withdrawal of funds which if 10 or more years after first investment is non-taxed. Thus, these products have are an alternative treatment to non-deductible contributions to superannuation, and are not subject to the maximum superannuation contribution limits.  While the tax rate on earnings in the fund is higher than for superannuation, investments in shares paying franked dividends can reduce the effective tax rate substantially. Their existence as an alternative needs to be taken into account in any discussions about increasing the maximum level of non-deductible superannuation contributon limits.
3e
Financial Planning and Risk Management
The majority of Australian do not use the services of financial planners or advisers, with most wealth accumulation being by way of superannuation and housing investment. With legislative changes that have increased the superannuation choice options for individuals – both in terms of fund and investment options within a fund – the issue of the consistency of individual wealth management choices with achieving financial wellbeing in retirement becomes increasingly important.

There is a wide range of literature on how the appropriate investment strategy should change throughout the lifecycle (see Gerrans, Clark-Murphy and Speelman, 2010). Both theory and conventional wisdom as espoused by the financial planning profession tends to suggest that portfolios should be “de-risked” with age – such that the share of equities and other high risk investments declines relative to cash and fixed interest over time. While there are many countervailing arguments, the declining importance of human-capital wealth with age, and the reducing relevance of time-diversification (such that negative returns are less able to be offset by future positive returns) are two main drivers of this view. To the extent that higher risk is associated with higher expected returns, this also implies a slower rate of accumulation in later years – although this is offset by the life-cycle tendency for older workers to be able to save larger amounts due to lessened family expenditure commitments, debt reduction and less expenditure on durables.
Gerrans, Clark-Murphy and Speelman (2010) examine whether a group of Australian superannuation fund members exhibit such behaviour in their choice of investment strategy. They find that allocations to equity tend to peak at an age in the mid-thirties, which appears relatively early (but consistent with some overseas results). 
More general matters for concern are generally low levels of planning for retirement, knowledge of retirement income needs and entitlements, and financial literacy. Lusardi (2008) presents evidence for the USA that indicates that, for example, “a large percentage of workers have not thought about retirement, even when retirement is only five to ten years away”.  She argues that there is evidence that those individuals who give some attention to planning have higher wealth as a result. Given low levels of financial literacy, information provision is insufficient, but the taxpayer cost associated with inadequate retirement savings suggests that concerted government campaigns may be warranted to encourage higher saving for retirement given the weight of private sector advertising attempting to induce spending rather than saving. 
A major issue in pre-retirement financial planning and risk management has been the tendency towards increasing leverage of individuals. Davis (2007) outlines how household balance sheets have become substantially more risky over time through increased leverage financing investments in assets with price risk, such as shares and property. Superannuation savings also expose households to market risk, and recent changes to legislation to permit funds to invest in warrant-type instruments has increased opportunities for further leverage via superannuation investments. The GFC also exposed how many individuals were encouraged by financial advisers (and motivated by greed – or perhaps misunderstanding the risk) to take highly leveraged risky investment positions with disastrous consequences for their wealth and financial well being.
The Australian taxation system, primarily through allowance of negative gearing, encourages such behavior, and although the expected returns from such strategies may be relatively high and contribute to greater wealth accumulation, tax incentives to increased risk-taking seem unwarranted. The tax system also creates biases against some other forms of saving and wealth accumulation other than superannuation and property. Introduction of policies such as those suggested by the Henry Review for reducing tax incentives to negative gearing and biases against other forms of saving should be seriously considered.
4 
Policies and Strategies: The Retirement Decision
The individual retirement decision is of policy interest because (a) it is influenced by the tax and transfer system and thus involves taxpayer costs, and (b) individuals may have inadequate information to appropriately assess the risks of achieving an adequate living standard over a period of years in retirement available from a given level of accumulated wealth. Notably, as outlined in section, 68 per cent of pension age individuals receive at least a part pension. This suggests that there is a relatively small part of the population whose accumulated wealth is such that they will have fully self-funded retirement such that their retirement decision is of little interest to government. But even there, governments may wish to limit access to tax-preferred forms of saving before some age-level, and this is certainly the case where earlier retirement means that contributions to wealth accumulation cease and increase the probability of some dependence upon taxpayer funded age pension.

4a
Age of access to pensions and preserved benefits
Historically women were able to access the old age pension at an earlier age (60) than men (65) but a gradual increase in the eligibility age for women has been reducing the gap and will eliminate it by 2013.
 And from 2017, the eligibility age will gradually increase for all to reach 67 by 2024.

In principle, there would seem to be no strong argument for the preservation age, at which superannuation savings can be accessed, to be the same as the pension age. However, increasing life spans suggest that the preservation age should also be increased beyond 60, which is the current figure for individuals born after 1964. It should be noted however, that doing so increases the possibility of individuals facing circumstances (due to health etc) in which early access to superannuation funds is warranted, implying an increased role for assessment of such claims by the authorities. If high-net worth individuals have, because of tax incentives, concentrated all their financial savings into superannuation, the possibility of their subsequently wishing to take early retirement and access funds before the preservation age also becomes relevant. If their savings are sufficient such that there is no longevity risk, it would seem appropriate to provide mechanisms for this to occur. 
4b
Pension levels and conditions
At present the Age Pension is funded out of general taxation revenue and is a flat-rate means-tested payment.  The means-test checks both current income and assets, both of which have tax-free thresholds and then a tapered withdrawal. The family home is excluded from the assets test.  Men are eligible from age 65 and women from age 64 years.  This threshold will be increased to 67 years from 2017 to 2023.

TABLE 4.1: Age Pension Means Test

	
	Income test
	Asset test

	
	Free threshold
	Part payment

cut-off
	Free threshold
	Part payment

cut-off

	
	$ per fortnight
	$ per fortnight
	$
	$

	Homeowner Single
	142 
	1,544 
	178,000 
	645,500 

	Homeowner Couple
	248 
	2,362 
	252,500 
	957,500 

	Non-homeowner Single
	142 
	1,544 
	307,000 
	774,500 

	Non-homeowner Couple
	248 
	2,362 
	381,500 
	1,086,500 


Maximum Rates of Payment: $644.20 (single) and $485.60 (each for a couple)
                                                $16,750 p.a.
       $25,250 p.a. (combined)
Source: Centrelink (2010)
Potential inequities arise under the existing system from the exclusion of particular assets (such as the family home) from the assets test.  While non-home owners are allowed to have a larger value of assets, the difference is well below average house prices, and unlikely to be offset by the availability of rental subsidies for some non-home owners. Exclusion of the family home from the assets test also induces retirees to maintain a higher value of housing wealth (by, for example, not “downsizing”) than may be privately or socially optimal. There may be merit in altering the assets test to no longer exclude the value of the family home while simultaneously increasing the threshold level by the median value of capital city houses. This would have distributional effects both between home and non-home owners and tend to reduce the pension eligibility of the “home-asset rich”. Such a change should also be accompanied by policy changes which improve the ability of such individuals to draw on the equity in their home, such as through reverse mortgages. 

Currently, use of a reverse mortgage to generate cash or financial assets leads to the paradoxical situation where in assessing age-pension eligibility assets and income are deemed to have increased – even though the family home is now subject to a mortgage and the net equity in it decreased. Regardless of whether the asset test is altered to include the family home or not, only the net equity should be included in the asset test.

4c
Transition to Retirement
Since 2007 individuals over 55 have been able to access retirement savings while still in full time employment via the Transition to Retirement arrangements. These allow individuals to convert an existing pension account to the decumulation (retirement phase) and receive an income stream (within specified age related limits) as an allocated pension. Contributions can still be made from employment income into an accumulation fund, and the objective of this measure was to facilitate individuals in transitioning to retirement via a shift into part time work. In principle, individuals may stay in the work force longer on a part time basis, supplementing labour income with their allocated pension stream and reducing the probability of subsequent reliance on the age pension.

In practice, the arrangements appear to have primarily provided a tax arbitrage opportunity to those with large superannuation balances, who remain in full time employment while accessing a transition to retirement pension. The arbitrage arises because superannuation fund earnings in the retirement phase are tax-free, allocated pension income is also generally tax free for those over 60 (and concessionally taxed for those between 55 and 60), while further contributions to an accumulation fund are also favourably taxed.

However, it should be noted that the system does assist those with low superannuation balances who need to build their super later in life.  Many women with little or no superannuation because of career breaks use the transition to retirement strategy to build super tax effectively. If transition to retirement benefits are primarily directed at people with low superannuation balances, then those of more modest means who are genuinely trying to provide for their retirement can be assisted. 

The Federal Government’s May 2010 Budget provision to extend the $50,000 concessional cap to those over 50 with account balances under $500,000 provided a welcome step in this direction. The previous intention to cut the cap to $25,000, though intended to prevent the wealthy to from gaining tax advantages through superannuation, impacted adversely on significant groups such as nurses who had low levels of superannuation and were genuinely trying to build their superannuation later in life.

Transition to retirement has both social and economic benefits. The social benefit is that people can better adjust to significant changes in their life style which can improve health and well being. Many full time workers with few interests outside their work can find the sudden cessation of their working life to be traumatic. Allowing people time to build interests outside work while still continuing with their normal work pattern on a part time basis can be important for mental health. Older workers are often more willing to keep on working if their hours are reduced. This can be important in occupations where there is a significant amount of physical work required. The economic benefits are that businesses can retain the expertise and maturity of older part time workers while freeing up opportunities for career advancement of younger workers.

4d
“Forced” Retirement
 Mandatory retirement at a specific age is generally not permitted under Australian and State Government legislation, but there are numerous instances of occupations where individuals are physically or mentally unable to work beyond a particular age. Occupations involving arduous physical labour fall into this category, and “forced” retirement from such occupations may occur well before the age of 65. To the extent that alternative employment opportunities are limited, such individuals may take “early retirement” rather than remaining in the work-force, increasing the possibility of longevity risk. Alternatively, some may have adequate superannuation savings but face the complexities of obtaining early access to those funds.
Dealing with this issue is not simple, and is more related to labor market policies to ensure retention of older workers in the workforce than to retirement incomes policy.

4e
Asset risks and retirement planning

5
Policies and Strategies: Retirement Income 
5.a
Longevity Risk
One of the principal problems in dealing with longevity risk is that it is not an inherently uncommon event. It is unlike house insurance, for example, where many small individual premiums fund a few relatively large payouts. Many individuals who reach retirement age live beyond average life expectancy. Hence, any insurance scheme which makes net payments to the “long-lived” requires those who die young to have paid substantial amounts. Annuities for example involving up-front payments involve the “short-lived” sacrificing (ex-post) bequests which might, otherwise, have gone to their heirs. Incorporating some return of capital to the estates of “short-lived” (effectively using some part of the premiums paid to provide a form of life-insurance) to offset this effect substantially reduces the size of the annuity stream which can be paid.

For this reason, one approach which has been advocated takes the form of “conditional deferred annuities” in which an investment (premium) paid at retirement date entitles the insured to an annuity commencing at some much later age (eg 85) – if alive at that stage. By reducing the number of potential claimants as well as the present value of payouts (since the average term of the annuity payments will be lowered) the cost of such insurance is substantially lowered compared to an immediate annuity. Sherris and Evans (2009) for example provide a range of estimates for different types of annuities and assumptions which suggest that a $100,000 payment at age 67 would generate an annual payment stream commencing at age 85 (if alive) of $65,000 or more, which can be compared to an immediate annuity stream commencing at less than $10,000 p.a.

While the lower cost may increase attractiveness of such a product, the insurer faces risk arising from the sufficiency of investment returns from premium payment until payout age to meet expected payouts. Clearly, there is a need for significant capital requirements liked to investment (and payout) risk to reduce the possibility of insurer failure. The ability of insurers to hedge against unexpected longevity using capital market instruments is also limited, because there appear to be few natural issuers of securities which provide higher payouts when population longevity is higher.

Also important is the question of whether purchase of annuities is compulsory or voluntary. The latter situation means that the insurer faces the problem of adverse selection – whereby participants tend to be those more likely to be long-lived, thus increasing the cost of such insurance.

One private sector approach to providing insurance against longevity risk is the Protected retirement guarantee product launched by AXA in May 2010. Essentially, the investor opens an allocated pension account, but the net return on the account is reduced by fees paid for the purchase of longevity insurance. That insurance takes the form of a guaranteed lifetime annuity (of a size (eg 5 per cent) linked to the initial, or later higher accrued, market value of the investment account) which continues to be paid by the insurer if the account value falls to zero. The investment account balance becomes part of the individual’s estate, and withdrawals of capital are possible to supplement the income stream. 
 
Australia’s future tax system (2009) notes that “Australians have one of the longest life expectancies in the world.” Longevity risk is an important consideration both at the individual level and at the macroeconomic level. An ageing population with an increasing dependency ratio places strains upon the Government budget, particularly if individuals underestimate the private savings needed in retirement and are forced to eventually rely on the age pension. 

Addressing longevity risk requires clear statement of policy goals in this regard, because any policy involves transfers between members of society. Taking any demographic cohort in isolation, an “insurance’ scheme involves pooling of risks and transfers of wealth from those who die early to those who live longer. But in practice, “households” involve intergeneration relationships such that individuals may prefer residual wealth on their death to accrue to their heirs rather than supporting cohort members who live longer.

One problem faced in resolving longevity risk via insurance schemes lies in ensuring that the insurer will remain solvent and able to honour its insurance obligations. 

5b
Investment risk
A major issue for retirees, is achieving an appropriate balance between the risk and return on the investment portfolio.  The recent Global Financial Crisis has drawn attention to investor’s failure to appreciate the risk of investments, but it also highlighted that even despite the most prudent investment, assets are always subject to fluctuations in value.
Although Australia emerged as one of the countries least affected by the crisis, there was a considerable drop in the market capitalisation of the Australian stock exchange of around 40 per cent between November 2007 and June 2009. This resulted in a substantial loss of wealth to investors, both through their direct investments and through their pension and superannuation funds. The failure of several significant listed companies, such as Centro, MFS, Allco Finance, ABC Learning and Babcock and Brown, compounded this loss for many individuals.

Investors also suffered significant losses from the failure of investment companies which offered complex and highly leveraged products, such as Opes Prime and Storm Financial, managed investment schemes, such as Timbercorp and Great Southern, and the insolvency of debenture issues.

The experience of consumer losses due to the GFC in Australia and around the world suggests that consumers do not always act rationally and credit providers do not always act responsibly. As Australian Securities and Investment Commission (ASIC) (2009) noted in its submission to the Joint Parliamentary Inquiry into Corporations and Financial Services, many investors have suffered losses due to a lack of understanding of complex financial products or of the suitability of those products and a failure to choose the appropriate extent of diversification for their investments.

Adverse impacts on consumers have prompted a review of regulatory regimes globally to identify gaps and inconsistencies in the regulation of financial service providers. Policy responses have included moves to standardise and extend the regulatory net to provide greater consumer and investor protection and a shift in the balance between market efficiency and consumer protection.
Once again, this experience lends support to empirical research in behavioural economics which suggests that individuals may be inhibited in their decision-making, particularly in the presence of systemic cognitive biases, to choose outcomes which may not maximise their utility.

Greater disclosure in relation to financial products and improved awareness and education for investors are at the heart of reducing investment risk for individuals.
5c
Operational Risk – SMSF
The increasing usage of SMSF by individuals in the accumulation phase raises the important question considered by Covick (2007) of whether such individuals will remain capable of managing such schemes when in the retirement phase of life, when age related health and capability issues begin to surface. And as the scheme’s assets run down in the retirement phase, the relatively fixed costs of management become increasingly significant and hasten the point at which the scheme has no assets left and no capacity to provide further retirement income. More significantly, even though SMSF will typically have several household members as participants and as trustees, there is likely to be one “dominant” trustee who takes responsibility for the scheme’s operations and compliance – creating potential succession problems should that individual die.

Strategies to induce or require SMSFs in the retirement phase where balances have declined to low levels to be switched to other providers seem warranted, as do measures to ensure easy transfer in cases where trustees no longer have the ability or will to continue effective management.  More innovative product offerings and provision of information would assist in encouraging SMSFs to consider this step. 

5d
Expenditure Subsidies
One characteristic of Australian retirement policy has been decisions by Government to subsidize or provide allowances for particular types of expenditures by particular retirees.
 Typically these relate to such things as health expenditures, travel costs, cost of utilities (such as power and telephone). Individuals over 60 no longer in full time employment also can get a Senior’s Card issued by State and Territory Governments. These provide travel concessions, and access to a range of discounts on goods and services provided by businesses and governments.  The Federal Government pays specific amounts as allowances for phone, utilities and pharmaceuticals expenditures for eligible pensioners. Such amounts are relatively small and equivalent in total to under 10 per cent of the basic pension, and Table X shows the size of the amounts for a single full pensioner prior to September 2009, when these allowances were rolled into a fortnightly payable “pension supplement” (and increased in total to $56.10)
	Payments 
	Rate

	GST Supplement
	$19.50

	Pharmaceutical Allowance
	$6

	Telephone Allowance ($34.60 per quarter)
	$5.32

	Utilities Allowance ($129.70 per quarter)
	$19.95

	Total additional payments per fortnight
	$50.77


Source: http://www.centrelink.gov.au/internet/internet.nsf/individuals/ssp_pension.htm 
Discounts provided to “seniors” by private businesses are best interpreted as a form of marketing and market segmentation expenditures. Government allowances or subsidization of particular expenditures can be seen as an alternative to provision of higher retirement income (either directly through pension payments or via higher tax concessions facilitating accumulation of higher retirement wealth). If individuals would spend more than the allowance anyway, this approach is little different to provision of higher income. However, if price subsidization occurs either directly, or indirectly for “low consumers” for whom allowances make the marginal price zero up to the allowance level, the rationale for such an approach needs to be based on externalities arising from increased consumption by those individuals. And better health and wellbeing outcomes which reduce subsidized usage of other government services may fall into that category, and are reflected in policies which involve provision of various health care cards for retirees involving subsidies for expenditures on health services and pharmaceuticals.  
6 
Policies and Strategies: Retirement Income Products

6a Current Superannuation Products
6ai
The Annuity Market
Annuities have not been a popular retirement income product in Australia. Knox (2000) attributed this to “crowding out” by the old-age pension, and retiree preference for lump sums or allocated pensions. But another partial explanation also considered relates to the “Moneys-worth” of such products, measured by the ratio of expected present value of the future cash flows to the purchase price. Such estimates are subject to uncertainty due to the assumptions needing to be made (mortality, interest rates etc), but Knox suggests that his Australian estimates, in the vicinity of 0.85-0.90 are not markedly different from overseas. It is anticipated that a figure less than unity will occur, reflecting provider costs etc., but the low take-up suggests that the longevity insurance provided by annuities is not highly valued or recognized by Australian retirees.  More recently Ganegoda and Bateman (2008) have used the moneys-worth approach to examine the declining market for life annuities in Australia – noting that only 374 annuities (0.2 per cent of retirement amounts converted to income streams) were sold in 2007 by major providers! They estimate the value of longevity insurance provided by annuities and suggest that since this is substantial (even allowing for the existence of the aged pension). Even though they also estimate that the cost of annuities as measured by “loadings” (the difference between the moneys worth ratio and unit) has increased substantially
, the greater value of the longevity insurance suggests that the reason for lack of demand must be found elsewhere, such as behavioural factors.

In that regard, Wood (2007) points to characteristics such as “mental accounting” whereby retirees may view an annuity in terms of its cost relative to the small potential benefits accruing in the event of early death, rather than the potential long term income stream in the case of longevity. Also relevant, he suggests, is the tendency for individuals to overweight low probability events which, if it involves assuming a higher probability of early death, reinforces the preceding effect.

More attention to development of products such as guaranteed and/or lifetime annuities that facilitate transition to single income households or aged care residents would assist women who often outlive their spouses. In this regard, lump sum payments should be discouraged as much as possible thereby increasing women's ultimate benefits as the reversionary beneficiaries of their partner's pensions. These products would also be of interest to those in self managed funds who may wish to purchase guaranteed lifetime annuities as they grow older. 
6aii
Allocated Pensions
Allocated pensions have become the retirement income product of choice for superannuants who choose to convert their retirement savings into an income stream. Several factors explain this preference. One may be the psychological factor of having an asset, the pension account, clearly identified as belonging to the individual. Another is the flexibility (subject to government imposed limits) provided in terms of size of the annual amounts to be withdrawn from the account. Particularly important is the bequest factor – that the amount remaining in the account at death becomes part of the estate available for distribution to heirs. The negative factors are the ongoing exposure of the account balance to investment risk (depending on the asset allocation choice) and the longevity risk arising both from investment risk manifested as poor rates of return and longevity itself. 
6aiii
Defined Benefit Schemes

6aiv
Retirement Savings Accounts (RSAs)
RSAs are deposit accounts with ADIs which meet the requirements for classification as a superannuation product and consequent tax benefits and withdrawal/transfer restrictions. They are little used, with only $6.2 billion assets at June 2009 and only 9 institutions (credit unions and one bank) offering them. Explanations for low usage include low deposit interest rates and lack of pecuniary incentives for financial advisors to promote this form of superannuation saving. It has also been suggested (Rice-Warner, 2008) that they are an expensive form of investment based on the size of the spread (interest rate margin) between ADI assets and deposits. That argument, however, confuses the cost of providing intermediation services and risk premiums with the cost of providing a (near) default free fixed income investment – such that a more appropriate measure of the cost is the difference between the RSA interest rate and that on an equivalent maturity government bond.

Interest rates on offer on RSAs do not appear to be sufficiently below those available on direct holdings of low risk securities to outweigh the benefits of administrative convenience. For example, on June 15, 2010, one RSA provider (QPCA) was offering a variable interest rate of 4.80% p.a. on RSA accounts of over $100,000, at a time when the 90 day bank bill rate was 4.90% p.a.
What explains the low take-up (and offering by institution) of RSA’s. While their single asset class nature (a “cash” investment) may be relevant – with individuals looking for higher return-higher risk portfolios, many individuals hold substantial amounts in cash in other superannuation savings vehicles. And while funds in RSA’s can be transferred to other eligible superannuation funds, individuals may perceive a “lock-in” effect. Perhaps particularly relevant is the fact that such products are not sold by advisers who receive commissions, and thus have not been high on the individual’s radard.

Since RSA accounts are simple to operate, it would seem worthy of further study as to why they are so little used.  

6b
Possible Superannuation Products

6bi
Government Pension Provision
Under all realistic projections, a large proportion of Australians, especially women, will be at least partly dependent on the age pension for retirement income. The design of eligibility requirements is important for the incentives they may create – both in terms of wealth accumulation in preparation for retirement and in terms of wealth management and expenditure patterns in retirement. 
Currently, the means test arrangements appear to give a substantial preference to retirees who are home owners rather than renters. The family home is not included in the assets test and the difference between maximum assets allowing eligibility for the full pension for home owners versus non-home owners is only around $130,000 (below the cost of a vacant block of land in a capital city). While this is offset to some degree by the availability of rent assistance payments for non-home owner pension recipients, these amounts are well below typical rental payments. Even if earnings on the extra $130,000 of assets non-home owner pensioners are allowed to have are considered, the net effect is still likely to involve inequitable treatment of non-home owners.
As important as the possibility of inequitable treatment are the incentive effects. Combined with the tax benefits to owner-occupation, exclusion of the family home from the means test gives incentives to invest excessive amounts in housing in the wealth accumulation phase. Then, in retirement, “downsizing” (as might be expected given family and personal circumstances) becomes less attractive because the surplus assets left after purchase of a cheaper house are included in the means test.

A simpler approach would be to include the value of the family home in the assets counted in undertaking the means test, and increasing (substantially) the amount at which eligibility for the full pension cuts out. This would partially reduce the inequity between home and non-home owners and reduce disincentives to down-size.
6bii
Deferred Defined Benefit Options

6c
Housing and Health 
6ci
Home Equity Release
The major asset owned by many households entering retirement is their family home. And many retirees can be classified as asset rich – income poor, primarily on the basis of the wealth tied up in their house. Home equity release products such as reverse mortgages are designed to enable retirees to generate income by running down their equity stake in their home. While there are many variants
, these products essentially involve the individual taking a loan from the product provider, receiving that amount as a lump sum or a stream of payments, and deferring repayment of loan principal and interest until either sale of the house or death. Because it is possible that the outstanding loan balance could accumulate (due to interest accruing) to more than the value of the house, most products involve strict maximum limits (positively related to age) on the loan to valuation ratio. Many will also involve a constraint that the owner will never be placed into a negative equity position (effectively the lender has security of the house but no recourse against the owners other assets) and that the lender has no (or extremely restricted) ability to require sale of the house or vacating by the owner (such as if inadequate maintenance threatens to reduce the house value below the outstanding debt). These constraints, plus the uncertain maturity of the loan typically mean that the interest rate charged on such loans will exceed that on conventional mortgages. 
The reverse mortgage market in Australia is still relatively small, with only 38,000 mortgages on issue at June 2009 SEQUAL (2010) with almost all involving payment of a lump sum. Mortgage providers and brokers each contribute about half of new loan originations, with very little sourced from financial planners.
Currently (SEQUAL, 2010) there is a review of regulation affecting this sector relating to the introduction of the National Consumer Credit Protection Act, including the issue of whether obtaining independent financial advice should be a prerequisite – and if so, what types of facilities should be available, and what type of advice is required. There is little doubt that many retirees will not be able to independently assess the likely effect of taking out a reverse mortgage on their ability to subsequently afford appropriate aged care accommodation. While independent specialized advice via a financial planner/adviser/ family solicitor which reflects individual circumstances is important, there is also merit in government provision of comprehensive but simple information to assist individuals to assess this retirement financing product better. Hence construction of a web-based portal which provides clear information on likely costs, implications for subsequent affordability of aged care, estate planning, pension entitlements, and scenarios seems warranted – since this information provision has public good characteristics. But this should not be seen as a substitute for a requirement for obtaining “tailor-made” independent advice. In that regard, there are potential issues surrounding the knowledge base of financial planners and advisers about equity release products and their interaction with other aspects of retirement financial management.
Currently any unspent amount received over $30,000 is treated as an asset for the pension asset test and income is deemed on the whole unspent amount, creating a disincentive for individuals who receive the pension to use such products.
 It is worth examining further whether use of a reverse mortgage to generate a stock of cash for possible expenses should have adverse effects upon pension eligibility (given that it is offset by a debt secured against the family home which is not subject to the assets test).
6cii
Aged Care Accommodation

One of the major issues in financial well being in retirement relates to concerns about the ultimate need for assisted care or accommodation due to deteriorating physical and mental capabilities due to ageing. Government (partial) funding of such facilities is a targeted form of financial and social assistance to retirees which is interrelated with personal wealth management of retirees and old age pension arrangements. 

General assistance within their home is currently used by over 830,000 retirees under the Government’s Home and Community Care (HACC) scheme.
 Government funded Community Aged Care Packages (slightly over half operated by religious and charitable institutions) were used by 53,250 people during 2007–08, and around 7,500 received higher levels of community care assistance.
 The Federal Government has a target of accommodation and care packages for 2010-11 of just over 11 per cent of the population over 70. At June 2008 there were 175,472 residential aged care places available in Australia provided by almost 3,000 providers from the religious, charitable, community and for-profit sectors. Almost half of the admissions in any year are for short-term respite care (3-4 weeks on average) due to illness or incapacity.
 73 per cent of new permanent admissions were aged 80 or over.
 Less than 10 per cent of aced care residents are self-funded retirees (not in receipt of some pension). 
Such accommodation generally involves the payment of an up-front “accommodation bond” by the individual as well as daily fees, with the size of daily fees regulated by government (which provides funding to operators to help meet the resulting gap between fees and operating costs, and subsidizes around 70 per cent of the total costs). Currently the standard fee is set at 84 per cent of the basic pension. Government financial support is available on a means tested basis in meeting the accommodation bond entry requirement but approximately 2/3 of admissions are not eligible for such support.
 Those individuals with very low levels of assets ($35,500) are not required to pay accommodation bonds or charges
The accommodation bond is effectively an interest free loan to the provider of such accommodation which is repayable (less any agreed retention amount) to the individual or their estate upon leaving the facility or their death. A government guarantee scheme exists to remove the default risk faced by a retiree should an operator of retirement accommodation fail. “In 2008-09: 

· the average accommodation charge for new residents was $19.35 per day 

· the average bond agreed with a new resident was $212 958”

The arrangements for accommodation bonds are relatively complex and can create significant problems for individuals (and their families) needing to finance this up-front payment by sale or re-financing of the family home. Their existence provides interest-free capital funding for accommodation providers, therefore potentially reducing the cost of providing accommodation, but the logic of this approach is questionable, and the basis for such arrangements warrants review.
An increasing trend in society is the development of retirement villages. There are around 1850 retirement villages in Australia, comprising 115 000 dwellings and accommodating around 160 000 individuals. These purpose-built residential developments range from modest to luxurious, ranging from self-care to serviced units and sometimes integrated with aged care facilities. It is estimated that 10 per cent of individuals over 75 are living in such developments.
 They may be resident funded or donor funded, and typically involve an entry payment which in the case of resident funded villages may be the purchase price of the unit. Ownership rights vary, and generally there is a requirement for sale of the unit to eligible purchasers on departure or death from the facility. Generally there will be a monthly service or management charge related to communal expenses or special services, and this is often deferred and taken by the management company from the sale price of the unit on departure.

Decisions to move into such accommodation are important financial and lifestyle choices which can be stressful and involve significant financial risks. It is also often difficult for individuals to assess the true cost of such accommodation inclusive of deferred management fees. 
6ciii
Health Expenditures

Currently health, age pensions and age care account for a quarter of Government expenditures, and are projected to rise substantially in the future, as shown in Figure X which plots current and projected 2049-50 values for these expenditure categories as a percentage of GDP. The projected increase in health expenditures is driven partly by the ageing of the population and includes spending on medical benefits, pharmaceutical benefits, and hospital services (provided by the States). 

“From 2009-10 to 2049-50, real health spending on those aged over 65 years is expected to increase around seven-fold. Over the same period, real health spending on those over 85 years is expected to increase around twelve-fold.” (Intergenerational Report 2010, Chapter 4) and spending by over 65’s accounts for around half of the total increase in aggregate health expenditures.
Even with the extent of Government subsidization, around 7 per cent of total expenditure by individuals over 65 was on health and medical expenses in 2003-4. (Intergenerational report, 2010)

A major driver of the increase in aged care costs is that “the number of people aged 85 and over is expected to more than quadruple over the next 40 years, to 1.8 million people by 2050” (Intergenerational Report 2010, Chapter 4)
CHART 6.1: Government budget projections
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7
Achieving and Measuring Success
7a
Policy Objectives
Government policy towards retirement incomes can be judged on a number of criteria. The Melbourne-Mercer Pensions Global Pension Index evaluates nation retirement income schemes according to three major criteria of (a) Adequacy (b) Sustainability and (c) Integrity. The adequacy criteria relates most closely to the concept of financial wellbeing in retirement, being based up indicators such as the minimum pension receivable, the replacement ratio, household savings rate, tax incentives and age at which benefits can be accessed – with higher values of each of these contributing to greater adequacy.

On this basis, the Australian system ranked fourth (behind the Netherlands, Sweden and Canada) in the 2009 Index which assessed 11 major nations. Detracting from the Australian performance was the absence of any requirement that individuals take some part of retirement benefit as an income stream – which increases the possibility of retirees undertaking excessive consumption expenditure early in retirement and requiring Government provided age pension support and/or facing increased longevity risk. A low household savings rate was also a drag upon assessed performance – reflecting lower levels of retirement income provision outside of the superannuation system.

Other aspects of adequacy against which the Australian system scored modestly were in terms of the minimum pension (relative to average wages) and the net replacement ratio. 

7b
Confidence in the Superannuation System
The Integrity criteria of the Melbourne-Mercer Index provides some insights into the question of confidence, since this is likely to be related to the perceived integrity of the system. Here, Australia was judged to be second to the Netherlands, with regulation, supervision, governance, and information provision characteristics all ranking highly. One area where Australia (and most nations) scored relatively poorly was in investor protection or reimbursement from fraud or mismanagement by the superannuation fund. While there does exist a provision in legislation
for the Treasurer to approve compensation to scheme members who lose funds due to fraud (and optionally fund this by a levy on other superannuation funds) this is not a guarantee of protection. While fraud or operational risk have not been a major problem to date under APRA supervision, this is a potential risk for fund members.

The greater life expectancy of women and longer periods in the pension phase warrants encouragement of the choice to have retirement income paid as a cost-effective lifetime CPI indexed pension rather than market linked products

There may be merit in greater formalization of the protection against fraud arrangements for superannuation funds.  
A second aspect of confidence in the system relates to the risk associated with return on superannuation funds, with the negative returns of funds during the GFC creating concerns for many fund members – particularly those nearing or in retirement. To the extent that higher expected returns require greater risk taking, this is to some extent unavoidable. Provision of capital guarantees is possible but involves costs (insurance fees) and reduces expected returns. But since the consequences of significant negative returns can be severe for older individuals, who also may not fully appreciate the extent and consequences of that risk, there may be merit in attempting to induce such individuals into capital guaranteed arrangements.

There may be merit in making the default option for older individuals a form of capital guaranteed product – where individuals are required regularly (eg annually) to elect whether to be in that default option or an alternative.

A further aspect of investor confidence lies in expectations of the inherent stability and predictability of the scheme over their lifetime. Substantive changes in the structure of superannuation arrangements and tax treatment of contributions, earnings and payouts can serve to weaken trust in the long term implicit contracts involved. This can be offset, to some extent, by “grandfathering” of existing arrangements when changes are made – although this does lead to increased complexity of arrangements. 
Changes made by Governments to the superannuation system reflect a number of factors such as concerns about equity and sustainability of the system. In that latter regard, the Melbourne-Mercer Index suggests that Australia ranks relatively well by international standards, being ranked second to Sweden for sustainability. This reflects relatively high labour force coverage, compulsory contribution rates, high superannuation assets, as well as low Government debt levels which might otherwise create fiscal constraints affecting ability to fund improved aged pension levels in the future. But an increasing gap between the retirement age and a relatively low workforce participation rate by older workers do create problems. For these reasons: policy changes to encourage greater workforce participation by older Australians and discourage early retirement leading to some level of (future) dependence on the age pension (and other Government subsidized age related payments) are warranted.
7c
Financial Literacy, Information and Individual Decision Making
While there is a wide range of valuable information on government websites they tend to be underutilized by the general public. Combining workshops and seminars conducted through community support groups can help raise awareness of the services available and how to access and use them. 

Research on Women’s Financial Literacy by the Women’s Information and Referral Exchange (WIRE) found that women had a high level of distrust with financial planners. Of the women surveyed, 164 (82%) did not trust financial planners because “they believe they are biased and sell products for which they receive commissions. They also thought financial planners are self-interested, do not have the client’s concerns at heart and are not understanding or women-friendly…. Women wanted respectful and non-judgmental advice, tailored to a woman’s situation” A major conclusion from the study was that “Fundamentally, gender is pivotal in all areas of providing financial information, programs and products”.
  Where there is a low level of trust workshops run by people not representing financial interests can have an advantage. There is a role for government in providing impartial information on superannuation strategies through financial literacy programs. 

7d
Indicators of Wellbeing in Retirement
One of the challenges for measuring financial well being in retirement is that there is little evidence that income per se is highly correlated with measures of happiness or subjective well being. (Kahneman and Krueger, 2006). Comparisons within a peer group or rankings within the income distribution appear to be more relevant. Moreover, adaptation to changed circumstances appears common, such that reported perceived well being tends back towards previous levels after an initial response to (many types of, but not all) changes in circumstances.
This suggests that focusing on income levels in retirement is only a small part of assessing financial well being. The policy implication would appear to be that attempting to ensure outcomes which are regarded as fair and reducing the extent of retiree poverty measured relative to the peer group of retirees, rather than society at large, may be at least as important as increasing retirement income levels. And because well being appears to be closely related to the level (and quality?) of social contacts, there may be strong grounds for governments to focus at least as much on expenditures and policies which facilitate those outcomes as on tax concessions and pensions aimed at increasing retirement incomes.
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HholdWealth

						15-24		25-34		35-44		45-54		55-64		65-74		75 and over

		HOUSEHOLD ASSETS AND LIABILITIES - MEAN VALUES

		ASSETS

		Financial assets

		Value of accounts held with financial institutions		$'000		5.5		9.8		14.9		24.7		36.1		39.0		50.4

		Value of shares (excl. own incorporated business)		$'000		2.1		8.4		17.2		25.6		28.4		30.8		48.0

		Value of trusts		$'000		1.8		2.8		13.6		6.4		17.7		12.9		10.9

		Value of debentures and bonds		$'000		0.3		0.1		0.1		0.5		1.6		1.2		3.9

		Value of own incorporated business (net of liabilities)		$'000		0.7		13.5		25.3		87.0		60.3		72.5		25.1

		Superannuation

		Balance of accounts with government superannuation funds		$'000		2.5		8.3		20.8		39.3		29.7		5.9		1.3

		Balance of accounts with non-government superannuation funds		$'000		7.6		27.4		43.9		83.6		132.0		98.8		19.3

		Total superannuation		$'000		10.1		35.7		64.7		122.8		161.7		104.7		20.7

		Total financial assets		$'000		20.5		89.7		137.7		268.5		308.8		262.3		160.5

		Non-financial assets

		Property assets

		Value of owner occupied dwelling		$'000		64.0		167.4		279.9		353.5		354.8		335.3		315.9

		Value of other property		$'000		12.6		62.2		95.0		129.1		124.4		87.2		36.5

		Total property assets		$'000		76.6		229.6		374.9		482.6		479.2		422.5		352.4

		Value of own unincorporated business (net of liabilities)		$'000		0.7		9.2		20.4		18.3		17.2		9.7		8.8

		Value of contents of dwelling		$'000		23.3		41.1		52.6		59.1		58.3		52.3		47.9

		Value of vehicles		$'000		12.5		18.1		21.6		24.6		23.3		15.3		7.0

		Value of assets nec		$'000		0.1		0.5		0.4		1.8		0.9		0.6		1.6

		Total non-financial assets		$'000		113.1		298.4		469.8		586.3		578.9		500.5		417.7

		Total assets		$'000		133.6		388.2		607.5		854.7		887.7		762.8		578.2

						15-24		25-34		35-44		45-54		55-64		65-74		75 and over

				Deposits, Shares etc		9.7		21.1		45.8		57.2		83.8		83.9		113.2

				Own Incorporated Business		0.7		13.5		25.3		87.0		60.3		72.5		25.1

				Total superannuation		10.1		35.7		64.7		122.8		161.7		104.7		20.7

				House and other property		76.6		229.6		374.9		482.6		479.2		422.5		352.4

				Other assets (car, dwelling contents etc)		36.6		68.9		95.0		103.8		99.7		77.9		65.3

				Total Assets		133.6		388.2		607.5		854.7		887.7		762.8		578.2

				Total financial assets		20.5		89.7		137.7		268.5		308.8		262.3		160.5
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Deposits, Shares etc

Own Incorporated Business

Total superannuation

House and other property

Other assets (car, dwelling contents etc)

Age Group

Average Value $000

Household Wealth Patterns: Australia 2006
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MelbMercer

		Country		Adequacy		Sustainability		Integrity		Overall

		Australia		68.1		71		87.8		74

		Canada		76.2		64.2		80.9		73.2

		Chile		48.9		54.1		84.5		59

		Germany		60.8		44.3		33.7		48.2

		Japan		39.2		34.4		55.2		41.5

		Netherlands		80.5		62.5		88.2		76.1

		Singapore		51.7		68.9		49.1		57

		Sweden		68.5		75.2		79.1		73.5

		UK		56.6		56.4		86.3		63.9

		USA		49.2		69.4		63.4		59.8
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