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Summary

Untaxed-source defined benefit pensions have galses larger than would be the
case if the pensions had been paid from a taxedesgine difference being in the
range 0-8% and greater for pensions that have cowedeecently. However, until
1 July 2007, the 15% tax offset available on thallentaxed-source pensions gave
them larger after-tax values.

The Simpler Supereforms of 2007, which saw taxed-source pensionserbe tax-
free after age 60, and untaxed source pensionbleligr a 10% tax offset, made
the after-tax values of untaxed-source and thevalpnt taxed-source pensions
more equal but introduced a difference betweempégable on non-superannuation
income for the two types of pension.

Simpler Supealso introduced a difference between the sevefitgaans testing for
untaxed-source versus taxed-source defined bgrefdgions. The latter were
assigned a pre-1 July 1983 component which wastbgtfree and exempt income
under the age pension income test. This changsdeastaxed-source defined
benefit pension recipients receiving significamtigre in age pension payments than
people with equivalent untaxed-source pensid@dsmmonwealth Seniors Health
Card applicants have none of a taxed-source pensionedum determining their
eligibility while all, or nearly all, of an untaxesburce pension is counted.

Over the period 1995/96 — 2010/11, and for pendmaving values representative of
most recipients, the combined effect of tax andmadasting differences has been to
depress net incomes for untaxed-source pensiopieats compared to what net
incomes would be if the pensions had been paid &daxed source.

Over a 20 year period allocated-pension recipidrae/ing the same superannuation
income as an untaxed-source pension recipients/essignificantly more in age
pension payments.

The tax and means testing disadvantages beingierped by recipients of
untaxed-source defined benefit pensions comparethtr retirees of equivalent
private means are significant holes in the intggiftthe tax and transfer systems.
But they are holes which could be closed by patitgnges that would be simple to
implement. In particular, if non-superannuationoime was taxed separately after
age 60, and the proportion of an untaxed-sourcsipercounted in the income test
set at 75% of the pension’s gross value, the deadges currently being
experienced by recipients of those pensions woeldigely eliminated.

Each of theAustralia’s Future Tax SystelRecommendation Zor changes to
personal income tax rules aRécommendation 8&or a comprehensive means test
has the potential to increase the inequity of tak means testing arrangements for
recipients of untaxed-source pensions.



Introduction

The South Australian Government Superannuated Empldessciationtrading as SA
Superannuants) represents the interests of merab#rs South Australian Government’s Pension
Scheme. This scheme, which was closed to new menmb&©86, pays lifetime defined benefit
pensions to former employees of the South Austragdizblic sector. The pensions are paid entirely
from an untaxed source and there are about 15@&@§igns currently being paid.

Other untaxed-source defined benefit pensionsarklyy the Commonwealth Government to its
former military and civilian employees and by WAsistralia and Tasmania. Victoria and New
South Wales pay taxed-source defined benefit peasicross Australia hundreds of thousands of
people rely on untaxed-source pensions as thein srirce of retirement income.

The fact that New South Wales and Victoria eletbteldave their pension funds subject to taxation
after 1988, when taxes were imposed on fund incovhéde the Commonwealth, South Australia
West Australia and Tasmania elected to keep at fkagemployer-funded components of their
pension schemes outside the new taxation reginsesréhe obvious question- which arrangement
is in the best interests of members?

Where Governments decided to operate their peffigiais after 1988 as untaxed sources most
members have been less well off than they woule eeen if the funds had operated as taxed
sources. From 1988 until 2007, when the ‘Simplgreé8ureforms took effect, this was a
consequence of the different taxation status ofwiwetypes of pension.

The 10% tax offset for untaxed-source pensionsigealvas part of the ‘Simpler Super’ reforms

saw taxation treatment of the two types of pensicome made more equal. But these reforms also
saw non-superannuation income of untaxed-sourcg@enecipients being taxed at higher rates
than that of taxed-source pension recipients. Euambre, means testing of taxed-source pensions
was relaxed. This has maintained the systemataddantage associated with pensions paid from
untaxed-sources.

PART A: Untaxed-source superannuation pensions

What makes a superannuation pension an untaxed-sotg pension?

During the accumulation phase for most superanmigtiensions, tax is paid on the contributions
and earnings that create the assets from whicpehsions will be funded. This tax reduces the
gross value of the pension compared to what it dbel if accumulation phase taxes had not been
paid. Such pensions are the norm and are ctletl-source pensions.

Government pension funds may accumulate assetwihaventually support pensions without
paying the contributions tax or the tax on earnit@svernment funds may also simply pay
pensions from Government revenue as the pensiangrayg fall due. Such pensions are not
depleted in their gross values by accumulation @tases and are consequently callathxed-
source pensionsThey have larger gross pension values than wouttdease if the same amount
of money needed to pay them had been subject &idaxduring the accumulation phase. But,
after age sixty, the untaxed-source pension rentakable income, with the result that any other
income a person has, including age pension, igltaka marginal rate for the combined income.
Where a superannuation pension is from a taxeaspafter age 60, other income is taxed as if it
is the only income. Furthermore, at age 65 thexautaource pension has all, or nearly all, of its
gross value counted for means testing purposesaber substantial part of a taxed-source pension
is usually not counted.

The combined effect of tax and means testing diffees between untaxed-source and taxed-source
pensions has not previously been the subjectetalled analysis to see if one or the other type o
pension provides its recipient with a systematiaathige as far as net retirement income is
concerned. Or, if there has been such an analggied out, the results are not readily accessible.

Australia’s Future Tax SystenfAFTS) review and untaxed-source pensions
SA Superannuants, and others, made submissiohe ®RTS review drawing attention to the
unfairness of the taxation treatment of non-suparation income for recipients of untaxed-source



pensions. Unfortunately the AFTS consideratiorhed tnatter was quite superficial. On page 26 of
theRetirement Income Consultation Papeuplished by the AFTS review in December 2008, and
referring to a taxed-source pension of $40,00Q tha.statement was made that:

The individual taking a pension from the taxed fundhas already pre-paid tax on this pension
amount. If it is assumed that this is at the rate 1015 per cent the member of the taxed fund
has already paid tax on their pension of $7,058.

Following publication of this statement SA Supenaaumts made a supplementary submission to

the AFTS entitledA Valid Comparison of Net Values for Taxed and Unda&eurce Defined

Benefit Pensiond he submission advised the AFTS, giving detailedoas, that its assumption of
15% tax prepaid by members of taxed funds was racbwith the actual amount of pre-paid tax
being nowhere near this much. The effect of pre-pat (tax on contributions and earnings paid
during the accumulation phase of the pension) ergtbss value of a taxed-source pension depends
on the proportion of the pension that has beenddrny member contributions made from after-tax
salary and on the proportion of the person’s mestberof the pension scheme completed before 1
July 1988 when the taxes on contributions and egsniirst became payable.

For Super SA pensions commencing in different ydagwvalue the pensions would have if they
had been paid from a taxed-source (i.e. the vdltieecequivalent taxed-source pension) are
expressed as a percentage of the actual Superi&fopevalue (100%) in Table 1. The
assumptions made in the compilation of Table 1thednethod of determining the relativities
between the Super SA and equivalent taxed-sourtg@evalues are set out in Appendix 1.

Table 1: Super SA pensions and their taxed-source equitgalen

Commencement year Super SA pension Equivalent {sgerte pension
2010/11 100% 92% (8% reduction)
2005/6 100% 94% (6% reduction)
2000/1 100% 96% (4% reduction)
1995/6 100% 98% (2% reduction)
1986/87 100% 100% (0% reduction)




PART B: Net Incomes from Super SA and equivalent teed-source pensions

In this part the net incomes provided by Super 8Asmpns are compared with those provided by
the equivalent taxed-source pensions. In thedosiparison a Super SA pension of $25,000 p.a.
commencing in July 1995 is compared with the edaiataxed-source pension of $24,500 p. a.
(2% less than the Super SA pension, see Tablehg)pénsions are compared in each of five
different years from 1995/6 until 2010/11. In as®t comparison a $50,000 p.a. Super SA pension
is compared, for the single year of 2010/11, i equivalent taxed-source pension of $46,000
p.a. (8% less than the Super SA pension, see IablBoth comparisons are made for couples
where the defined benefit pension income is inhdneds of one partner. Application of the analysis
to single people provides results that are qualébt similar.

The pension values used in these comparisonsanedrfigures’ likely to be less than the average
Super SA pension commencing in that year. The basgaying this is as follows:

* The 2010 triennial actuarial review of the Soutrstkalian pension scheme reported that, at 30
June 2010, there were 2,734 contributors with tedtdries of $235.0 million. This gives an
average salary of $85,954 p.a. Assuming a pensitue of two thirds of salary gives an
estimate of $57,245 p.a. for the average pensiom@ncing in the year beginning 1 July 2010.

* Inthe period August 1995 to August 2010 male totdinary time weekly earnings for South
Australia increased from $640 to $1200 i.e. rougldybled. On this basis a Super SA pension
value of $25,000 p.a. is likely to be less thanaherage value of pensions commencing in
1995/6.

Net Incomes from pensions commencing on 1-7-1995
Chart 1 displays the extra net income provided $24500 p.a. taxed-source pension compared to
a Super SA pension of $25,000 p.a. at intervals theeperiod 1995/96 — 2010/11

Chart 1: Extra net income for the taxed-source
pension of initial value $24,500 p.a. versus the
Super SA pension of initial value $25,000 p.a.
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Note: A full account of the assumptions made in calcotathese extra net income values, and the
breakdown of income and tax amounts for the twasjmers, is provided in Appendix 2.

Discussion of Chart 1
» For the years 1995/6, 2000/1 and 2005/6 the extrannome for the taxed-source pension is
due to the 15% tax offset that recipients were @btdaim. This offset, combined with the
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others available to both couples, reduced tax payabthe $24,500 p.a. pension to zero
leaving only the medicare levy to be paid. The ¢ewpth the Super SA pension of $25,000
p.a., after applying the tax offsets availablehen, still has a substantial tax bill to pay on top
of the medicare levy (see Appendix 2).

* For the years 2007/8 and 2010/11 the extra nemedor the taxed-source pension becomes
more than double the value for 2005/6. The reaspthfs is that th&impler Supereforms of
2007 saw taxed-source pensions assigned a new cemipihat was both tax-free and not
counted in the age pension income test. The nevpooant is called thpre-1 July 1983
componenand it is, more or less, the same proportion efgénsion as the member’s service
completed before 1-July 1983 is a proportion offt@seligible service period. The pre-1 July
1983 component is discussed in detail in Appendid&ing a pre-1 July 1983 component to
their pension saw the couple with the taxed-sopesesion having only 46% of the pension
counted in the income test from 1 July 2007. Thés/joled about $7,000 p.a. more in age
pension than the Super SA couple from 1 July 28@n ¢hough the difference in
superannuation income for the two couples is leas $1,000 p.a. (see Appendix 2).

¢ |n 2007/8 and 2010/11 there was little differeneeneen the after-tax values of the two
pensions. The reason is that, from 1 July 20012 tax offset became available on the Super
SA pension and this reduced the tax payable opehsion to zero. After 1 July 2007, taxed-
source pensions became tax-free but, as explabmeathe tax payable on the taxed-source
pension was already zero because of the availabfliihe 15% tax offset on the taxable
amount of taxed-source pensions. The only improvennethe net income from this taxed-
source pension, as a result of it becoming tax-fsees that the medicare levy was no longer
payable.

The effect of other incomeif the couples receiving the pensions comparednarCl have
additional income the extra net income for the thgeurce pension couple will be even greater. Up
until 2007/8 the reason for this is that the thgeurce pension couple has tax offsets that theey a
not using whereas the Super SA couple has uséukaihx offsets available to them. In 2007/8
taxed-source pension income became tax-free afee6@. This saw the taxed-source pension
couple get the benefit of a tax-free thresholdlieir other income and the amount of tax offsets
available to them to reduce the tax payable ono#imgr income increased. As a result, people with
taxed-source pensions having other taxable inaon@ot pay tax on that other income until it is
very substantial and no matter how large the tesadee pension is. Once a Super SA pension is
large enough to make its recipient a tax-payerathgr income will be taxed at a marginal rate of
at least 31.5%.

Super SA and taxed-source pensions commencing oduly 2010

The ‘Simpler Super’ reforms of 2007 made the tac/@anmeans testing treatment of defined
benefit pensions significantly different for theedagtervals 55-59 y, 60-64 y and 65+ y.
Furthermore théustralia’s Future Tax SystefAFTS) review included in its final report a
Recommendation Zor theLow IncomeandSenior Australians Tax Offsets be abolished and
replaced by a higher tax-free threshold and flarste for most taxable incomes above the
thresholdRecommendation 2has the potential to further reduce the net incoohestaxed-
source pension recipients compared to those witletjuivalent taxed-source pensions.

For this comparison, values of $50,000 p.a. foupes SA pension and $46,000 p.a. for the
equivalent taxed-source pension (8% less thanuperSSA pension, see Table 1 above) are used.
Net income values for the two pensions were caledléor the three different retirement age
intervals assuming that couples had no other mitaatable income and that neither the Newstart
allowance nor the Disability Support pension wasdelaimed before age 65. The result was that
the taxed-source pension provided more net incamté 55-59 y and 65+ y retirement age
intervals while the Super SA pension provided nforghe 60-64 y interval. This is displayed in
Chart 2.



Chart 2: Extra (or reduced) net income for a

$46,000 p.a. taxed-source pension versus a

$50,000 p.a. Super SA pension for different
retirement age intervals
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Note: the assumptions made in calculating these net incatues, and the breakdown
of income and tax amounts for the two pensionsasiged in Appendix 3.

Discussion of Chart 2

» For the retirement age interval 55-59 y the exgtimcome ($929) for the taxed-source pension
is due to the availability of the 15% tax offsetdahe tax-free 1-July 1983 component of the
pension. The effect of these is more than suffidiemake up for the smaller gross value of the
taxed-source pension.

 From age 60-64 y it is the Super SA pension thiwehs extra net income ($3,287 p.a.) and
this is due to the availability of the 10% tax effafter age 60. This offset reduces tax payable
on the Super SA pension to zero and its largersgrakie moves it in front of the taxed-source
pension. However, the taxed-source pension cougllbevbetter off than the Super SA couple
if, for both couples, there is other private, tdrahcome of more than about $12,000 p.a.
and/or the Newstart allowance or Disability Supgtehsion is being claimed.

» For the 65+ retirement age interval the extra nedine ($4,876 p.a.) for the taxed-source
pension is due to both extra age pension for tkedtdource pension and tax/medicare payable
on the Super SA pension.

» For the 60+ y retirement interval the extra nebme ($2,835 p.a.) for the taxed source pension
has been calculated by combining the values fo6@h64 y and 65+ y intervals. The 65+ y
interval was taken to be 65-80 y (15 y) i.e. thieees as long as the 60-64 y interval and
$2,835 is an average for the two periods weightedhieir different lengths.

If the Australia’s Future Tax SysteRecommendation 2 is adopted net incomes for thedDH80

p.a. Super SA pension will move further behind éhfus the $46,000 p.a. taxed-source pension.
This illustrates the fact that tax rules are nawl@vant for the large majority of retirees who
receive their private income from taxed-source sapeuation funds. It is possible for such retirees
to have very large superannuation incormed substantial additional income while paying no tax.
In contrast to this untaxed-source pension recipimain exposed to the risk of having their net
incomes reduced through changes to tax rules.iglaigood reason why the properties of untaxed-
source pensions need to be taken into accountrasra income tax policy is developed.

Summarising the results displayed in Chart 2 one masay that a $46,000 p.a. taxed-source
pension commencing in 2010/11 will provide couplesith a higher standard of living in
retirement than a $50,000 p.a. Super SA pension eqat where the Super SA couple begin
their retirement close to age 60 and are dead soafter age 65.



PART C: Comparison of Super SA pensions and allocatl pensions

Taxation of contributions and earnings in the accumalation phase

The recipient of a Super SA pension is, duringat@mulation phase for the pension, required to
make a personal contribution from after-tax salaity the standard rate of contribution being 6%
of gross salary. Assuming a marginal tax rate o5®&ilthis requires a contribution having a before-
tax value of 6 x 100/68.5 = 8.76% of gross sal&ryduring the accumulation phase of his/her
pension the Super SA pension recipient has, eaat) paid tax equal to 2.76% of salary as well as
paying 6% of salary as a contribution to the SAuiktralian Superannuation fund. This 2.76% of
gross salary may be thought of as a contributiaks t

Assuming that the account balance for an allocpésgion has resulted from employer
contributions of 9% (the Superannuation Guarardad)personal salary sacrifice contributions of
8.76% (the same level of contribution that a Sip&pension recipient makes) the contribution tax
payable by the super fund on the contributions7o78% of salary will be 17.76 x 0.15 = 2.66% of
gross salary. Now it must be remembered that tipeISBA pension recipient has paid his/her
‘contribution tax’ every year since joining the $lodustralian pension scheme and, in most cases,
for years before 1988. An allocated pension reniptentributing over the same period did not
begin to pay contributions tax until 1988. On tlieep hand, for the allocated pension it is not just
the 15% contribution tax that has been paid si®838 1there has also been a tax on earnings that
has been paid. Tax has not been paid on the earafrie contributions that the Super SA pension
recipient has made.

It seems reasonable to conclude from the aboveftrgieople who are now aged over 55, there is
not much difference between tax paid in the aadation phase by those with allocated pensions
and those with Super SA pensions. Furthermore, affe 60, it can only be the Super SA pension
recipient who pays any tax and medicare on theranpeation income Where there is a significant
amount of non-superannuation income the allocagedipn recipient will have that taxed as if it is
the only income and, consequently, pay less tathanhother income than the Super SA pension
recipient will pay on the same amount of additianabme.

Means testing

Before age pension agefor defined benefit pensions there is no differeimcaeans testing

before and after age pension age. But a persorhasi@an unpreserved, account-based
superannuation interest has the option of delayieggcommencement of his/her allocated pension
and taking income from the account in the form aghdrawals. The withdrawals are not assessed
as income for either the Newstart Allowance or Dikiy Support Pension and the account balance
is not assessed as an asset. This allows a caupddiect a full Newstart Allowance (currently
$22,292 p.a.) or Disability Support Pension (cutye$28,584 p.a.) for up to 10 years before age
pension age and regardless of the amount of aaupeation account balance they hold, or the
amount of withdrawals they make from it.

A couple in receipt of a Super SA pension of $36,8@&. would be eligible for 50% of a Disability
Support Pension or 28 % of a full Newstart Allowandhile a couple making withdrawals of
$36,800 p.a. from a superannuation account withlanise of any amount will be eligible for 100%
of whichever payment applies to them. When a S8pepension has a value of $50,000 p.a. a
couple receiving the pension will be eligible #8% of a Disability Support Pension and no
Newstart Allowance. A couple making withdrawals$é0,000 p.a. from a superannuation account
will remain eligible for 100% of each payment.

After age pension ageSuper SA pensions nearly always have their agei@epayment
determined under the income test, with 95% or nobtae pension being counted. The pensions
have an asset value of $0 for asset test purpefiesting the fact that they cannot be cashed in
except under very restricted and prescribed canditiMeans testing of allocated pensions sees
them assessed under both the assets test anddneeitest reflecting the fact they can usually be
cashed in. When age pension payments commergastally the asset test that determines the
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payment for an allocated pension but as capitas/n down and the allocated pension amount is
increased there may be a switch to the incomeateste determinant of the age pension payment.

Comparing age pension payments over 20 y for Sup&A and allocated pensions

In Chart 3 Super SA pensions of $37,300 p.a. &¥0H0 p.a. are compared with allocated
pensions of the same value and having initial actbalances that qualify couples for the same
proportion of a full age pension as do the Supep8#asions. These account balances are $581,000
for the $37,300 p.a. allocated pension and $73&@0e $50,000 p.a. pension. For the Super SA
pensions 95% of the gross pension value is countdok income test.

Chart 3 covers a 20 year period after the commeeneof age pension payments with the amount
of the age pension payment being expressed asanpage of a full age pension. Throughout the
20 year period the allocated pension annual amuasmbeen held equal to the defined benefit
pension amount and at the end of the 20 year p#rareé is still an account balance for each
allocated pension (see Appendix 4).

Chart 3: Age pension over 20y for Super SA and
allocated pensions of the same amounts
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Note: A full account of the assumptions made in cal¢ngpthe values plotted in the
chart, the breakdown of super income, age pensmmie for the two pensions and
account balances for the allocated pensions idgedun Appendix 4.

Discussion of Chart 3

* While a Super SA pension and allocated pensiohetame amount initially give the same
part age pension entitlement, the entitlement efallocated pension couple, over time, moves
well ahead of that of the Super SA couple. Theaedsr this is that, for most of the 20 years,
the part age pension payment to allocated pensioples is controlled by their account
balances rather than the annual pension amouniseoned incomes. As allocated pension
account balances are diminishing in their dollapants the asset cutout point for age pension
is increasing at a rate greater than the CPI. Tinere are two factors pushing up part age
pension payments for allocated pension recipiéids Super SA pension recipients part age
pensions also go up because they are determinext tiredincome test and the pension values
increase at a rate less than the rate of incrdabe age pension cutout point. But this is the
only factor pushing up part age pension entitlesént Super SA pension recipients and so
they fall behind their allocated pension counteipar

» For the initial super pension value of $37,300 after 15 years of receiving a part age pension
the allocated pension couple has moved ahead &tuper SA couple by 31% of a full age
pension. The allocated pension couple has theirgo@r pension increase from 50% of a full
age pension to 90% and the Super SA couple’s garpansion increases from 50% to 59% of
a full age pension (see Appendix 4).



» For the initial super pension value of $50,000 after 15 years of receiving a part age pension,
the allocated pension couple has moved ahead &uper SA couple by 39% of a full age
pension. The allocated pension couple has theirggar pension increase from 29% of a full
age pension to 80% and the Super SA couple’s garpansion increases from 29% to 41% of
a full age pension (see Appendix 4).

» If the percentage of the Super SA pension coumtéda income test is reduced to 75% from
95% the initial age pension payment for those arssis greater than for allocated pensions
but the twenty year average for the allocated peissiemains greater (see Appendix 4).

A Comprehensive Means Test

Recommendation 88 of thustralia’s Future Tax Systeraview is for adoption of a
Comprehensive Means T€SIMT) in which assets will be deemed and the deeimemme used to
determine a person’s entitlement under the incasie t

A couple’s entitlement to some age pension is atigrdost under the asset test when the asset
value exceeds $998,000. Under a CMT, and use oémudeeming rates, this asset value would
see the couple assigned a notional income of $83)88der current income testing arrangements
this would give them an age pension entittement$dd,101 p.a. At current deeming rates a
comprehensive means test would see the assetatalidgich age pension entitlement for a couple
is extinguished rise from $998,000 to $1,448,0D@arly there is the potential for the cost of a
CMT to be huge and it is likely that this cost woul have to be reduced by increasing the
income test withdrawal rate.

In Table 2 three Super SA pensions are comparddaNdcated pensions of the same amounts
being drawn down from account balances that cugr@nbvide the same age pension payment
under the asset test. Comparisons are made fer tineans testing circumstances:

e The current means testing rules

* A comprehensive means test with an income testiathal rate of 50 cents (CMT50)

« A comprehensive means test with an income testiathal rate of 60 cents (CMT60)

Table 2
Type of private Level of private means Age pension entitlemento{% full
means age pension)

Annual income | Account balancg = Means testing agaremts

Current CMT50 | CMT60

Super SA pension 1| $13,200 Not applicable 90% 90% | 8% 8
Allocated pension 1| $13,200 $288,000 90% 91% 90%
Super SA pension 2|  $37,300 Not applicable 50% 50% | 1% 4
Allocated pension 2| $37,300 $581,000 50% 68% 62%
Super SA pension 3| $61,300 Not applicable 10% 10% | % O
Allocated pension 3| $61,300 $875,000 10% 45% 34%

Table 2 shows that, for Super SA and allocatedipea®f the same annual amount, abolition of
the asset test and its replacement by a comprefeemsians test will increase part age pension
payments for allocated pension recipients withenirage pension entitlements above 10% of a full
age pension (account balances greater than $Z88fafr the two higher super pension amounts
the extra age pension payment for allocated pessiader the CMT is greater for both an income
test withdrawal rate of 50 cents and 60 cents. @@wif the income test withdrawal rate was to
increase to 60 cents the Super SA pension coupllie®eeive less age pension than n@w.this

is displayed graphically in Chart 4.
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Chart 4: Age pension entitlements for allocated
pensions and Super SA pensions under different
means testing regimes
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Chart 4 highlights the fact that the Comprehenbleans Test will be regressive as well as costly.
The increase in age pension entittement under GMM50 and CMT60 is greatest for allocated
pension recipients when private means is grediester CMT60 the allocated pension couple

with a $13,200 p.a. pension will receive no incesi@sage pension while a couple with an allocated

pension of $61,300 will move from 10% of a full ggension to 34%.

For Super SA pension recipients, and other incaatetl part age pensioners, the Comprehensive
Means Test represents a significant risk of reduceaimes. For example, the Super SA pension
recipient with a $61,300 p.a. pension (95% of whiécbounted in the income test) will move from

receiving 10% of a full age pension now to beingigible under CMTG60.
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PART D: Reducing inequities

Setting a fair proportion of an untaxed-source pensn to be counted in the income test.

The analysis above supports a change to the ag&pancome test which would see less of an
untaxed-source superannuation pension being countéd Recommendation 88 for introduction
of a comprehensive means test Australia’s Future Tax Syste(AFTS) review says:

...Superannuation income streams where deeming ineayukel be difficult to
apply would be tested on gross income but withcnaaially fair deduction for
capital....

Presumably an untaxed-source defined benefit pemsian example of an income stream ‘where
deeming income would be difficult to apply’. Undbe age pension asset test the asset value for a
defined benefit pension is $0 because the pensamsot be exchanged for cash except in
prescribed circumstances. Obviously, it would redappropriate to use an asset value of $0 for a
defined benefit pension to calculate a deemed irocoh$0 p.a. for the pension. This would see
everyone with a defined benefit pension gettinglealge pension as well.

However, the fact is that defined benefit pensidméave actuarially determined values and these
values are already being used in Family Law setl@m In its recent consultation paper on
superannuation contribution caps, which has litildo with Family Law, the Government
proposed to use the Family Law methodology to assension values. Consequently, there would
seem to be no good reason why the proportion oingaxed-source defined benefit pension to be
used in the income test could not be determinexlitiir adeeming of actuarial value’ approach.
Thus:

The actuarial valuation factor for Super SA penslzeing paid to a 65 year old
male, is 13.05. This provides an actuarial valueaf$50,000 p.a. pension of 13.05 x
$50,000 = $652,500. Deeming of this sum providdeeaned income of $28,260
p.a. or 56% of the pension’s gross amount.

An alternative, that would also be reasonable aarkraquitable than the current arrangement,
would be to apply ahncome disregards’ approacho obtain the proportion of an untaxed-source
superannuation pension counted in the incomeTasis:

When financial assets are deemed for income tepopas the effect is that a
substantial fraction of the income that the ass@tgrovide is disregarded. For
example, the current maximum deeming rate is 4.%#nwank term deposit rates
of 6% are readily available. So the deeming rageediards more than 25% of
probable investment income. It also disregardsinghdown of assets. On this basis
it would seem reasonable for means testing to gisdeat least 25% of the gross
amount of an untaxed-source pension.

From these two examples one might say it woulddegtable for the proportion of an untaxed-
source pension counted in the income test to heeschere in the range 55-75%.

Achieving more equal net incomes for untaxed and t@d-source pensions.

Table 3 lists a set of remedies for inequitieshm ¢urrent arrangements for taxation and means
testing of the incomes of untaxed-source pensioipients. Of these remedies the most effective
will be separate taxation of non-superannuationnme and counting 75% of the untaxed-source
pension’s gross amount in the income test and wleggrminingCommonwealth Seniors Health
Card eligibility. If both these remedies were applibée effect would be as displayed in Table 4
and Chart 5 below.
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Table 3

Taxation remedies

Means-testing remedies

separate taxation of
untaxed-source pension
income and other taxable
income after age 60

the proportion of an untaxed-source pension counted
the income test and f@ommonwealth Seniors Heal%h

Card (CSHC) eligibility to be set at a fixed proporti
around 75% of the pension’s gross amount.

age pension income to be
tax-free

CSHC is lost be increased to $70,000 (singles) an

the taxable income values at which eligibility tbe i
$100,000 (couples) and indexed to the CPI theneafte

couples be permitted to splitthe income threshold beyond which age pension begin

superannuation income for| to reduce be raised to $9,000 p.a.

tax purposes after age 60

overseas pensions to be
allowed a 10% tax offset

the income test withdrawal rate to be moved back
towards 40 cents

In Table 4 and Chart 5 two sets of age pensiortaxcedicare levy values are displayed for the
case of a $50,000 p.a. Super SA pension being giaick 1 July 2010, to one member of a couple
both aged 65 and with $10,000 of other private {sperannuation) income split evenly between
them. One set of values is calculated under cueeahgements. The other set of values
corresponds to what, for the purposes of this disiom, have been called ‘equitable arrangements’.
Under ‘equitable arrangements’ other income isdasegparately and only 75% of the untaxed-
source pension is counted in the age pension inteste In table 4 the values for ‘equitable
arrangements’ are in brackets. Table 4 also contamnet income values for the equivalent taxed-

source pension of $46,000 p.a.
Table 4

Super SA Pension Equivalent Taxed-source Pension
Super pension gross amount ($ pJfa.) 50,000 46,000
Other private income ($ p.a.) 10,000 10,000
Age pension ($ p.a.) 3,266 (8,266) 10,456
Total Income ($ p.a.) 63,266 (68,266) 66,456
Tax and Medicare ($ p.a.) 3,685 (2,190 0
Net Income ($ p.a.) 59,581 (66,076) 66,456
Extra net income for the taxed-source pension 6(888)

68000 -

66456
—. 66000 -
cts_
& 64000 -
$ 62000 -
5 59581
£ 60000 -
56000 -

Chart 5: Effect of 'equitable arrangements' on net
for $50,000 Super SA pension compared to $46,000 ta  xed-source
pension when there is $10,000 p.a. of other income

66076 66456

current arrangements

equitable
arrangements

income at age 65+ y

M $50,000 Super SA pension

$46,000 taxed-source
pension

The figures in Table 4 and Chart 5 show that uederent arrangements a $50,000 p.a. Super SA
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pension and $10,000 of additional income providesuple with $6,875 p.a. less in net income
than they would be getting if their super pensiad heen paid as $46,000 p.a. from a taxed-source.

Under ‘equitable arrangements’ the Super SA pengionides a net income effectively equal
($380 p.a. less) to that provided by the equivaiaxed-source pension of $46,000 p.a.

Among the other remedies of Table 9 the makinggef@ension income tax-free was part of
Recommendation 4of theAustralia’s Future Tax Syste(AFTS) review. Recommendation 4 was
for all income support and supplementary paymenksettax exempt. The case for age pension
payments to be tax-exempt is particularly strongpose they are already tax-free for the large
fraction of people over 65 receiving age pensiah fzaving private income in the form of taxed-
source superannuation income. Another remedy ofeTathat was also part of an AFTS
recommendation is the splitting of income for cagpdf age pension ageédcommendation 3.

Commonwealth Seniors Health Card (CSHC)

A couple with taxed-source superannuation inconiehaive none of that income counted for
CSHC eligibility and will remain eligible for theSHC until their other taxable income exceeds
$80,000 p.a. ($50,000 p.a. for a single persorgodple with an untaxed-source pension has any
other income added to the taxable amount of theiper{usually at least 95 % of the gross
amount) and if the combined income exceeds $8Ql@®Owill be ineligible for the CSHC. The
amount of taxable income beyond which people atelgible for the CSHC has not been
increased since its introduction 10 years ago.

This striking example of inequitable treatmentdotaxed-source superannuation pensions
demands, at the very least, the increase in thidskaggested in Table 3 above.
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Appendix 1: Relativies for untaxed-source and taxed-sourceipess

In its final report of December 2009 tAestralia’s Future Tax Syste(AFTS) review referred to
the matter of the taxation of non-superannuaticonme of people in receipt of untaxed-source
superannuation pensions as follows:

People in untaxed superannuation funds, such as pablic sector funds, are currently taxed
differently from people in the more common taxedesannuation funds. Untaxed funds do not pay
tax on some, or all, of the contributions and eagsiin the fund. Benefits from these funds remdin
taxed to achieve a broadly equivalent tax outcoete/éen people in taxed and untaxed funds.

11%
(2]

Superannuation pensions paid from an untaxed supeaion fund are taxed at marginal tax rat
less a 10 per cent offset. Lump sums from an udtéxed are taxed at 15 per cent up to a
threshold, currently $1.1 million (indexed), andts top marginal tax rate beyond that.

Several submissions raise concerns that memberg@ted funds pay more tax on their non-
superannuation income than members of taxed fungension from a taxed fund is not includedl
in assessable income while a pension from an udtixel is. This means that non-superannuatfon
income is added to a pension from an untaxed f&éad result, the person can pay a higher

marginal tax rate on that income than they woublkhthe pension was paid from a taxed fund

The considerable differences between taxed anceatands make it very difficult to achieve

complete parity between the benefits paid from th®@mbalance, it is considered that the currer
tax treatment of benefits paid from an untaxed ftexdains appropriate given the recommendeq
changes to the taxation of superannuation contabsitand earnings in taxed funds. The treatm¢
of contributions to untaxed funds would need tatefully considered.

—+

14

nt

Australia’s Future Tax SysteReview Report to the Treasurer Final Report Decer2bg9 Part 2,
Vol 1 pp 116-117

This discussion is very superficial. To make a prdgnt about parity of benefits being paid from
untaxed and taxed funds the AFTS review neededparately compare taxed and untaxed
accumulation funds then taxed and untaxed defieeefit pension funds.

Untaxed accumulation funds versus taxed accumulatiofunds

For the same contribution payments made to an adtagcumulation fund, earning at the same
rate as a taxed accumulation fund, a member airkexed fund will pay less tax, (and have a
larger final benefit) than the corresponding mendjex taxed accumulation fund. The reason is the
delay in the collection of tax which remains, gndws, in the untaxed accumulation fund over
the member’s working lifetime. This property of axnéd accumulation funds was made clear by
the West Australian superannuation authoritief@irtrecent approach to the Federal Government
over a possible shift of the West Australian fumgrently untaxed) to the taxed superannuation
environment. An account of the negotiations invdlfere includes the statements:

“Members generally are tax advantaged from theic8@ributions being paid to a
untaxed accumulation scheme. Members do not pagrtaontributions and
earnings in an untaxed scheme but instead pay ad6%n the untaxed componer
of their balance when exiting the fund. In gendtak results in pre tax
contributions providing a tax advantage througmieas accruing on a higher
balance...”

and

“As most contributions are pre tax in nature, mosmbers gain a tax advantage i
an untaxed accumulation scheme relative to mendfersaxed accumulation
scheme.”

SourcePutting Members FirstA Review Of Public Sector Superannuation
Arrangements for the West Australian Governmieot Withear, February 2010
p160

=)

—

-
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Untaxed defined benefit funds versus taxed defindoenefit funds
For the same contributions and earnings ratesdtaxals delivered larger after-tax benefits than
untaxed funds to most members until July 2007.rElasons are:
1. the common marginal tax rate on personal inchasealways been greater than the rate of
tax payable by taxed funds and
2. the 15% tax offset available to recipients gktisource pensions applies to the entire
taxable amount of the pension even though tax whspayable by the fund on employer
contributions made to fund benefits accruing aftéuly 1988.

The intrinsic superiority of taxed pension fundeountaxed pension funds before July 2007, as far
as delivering after-tax benefits to members is eamed, has been confirmed by a 2004 review of
the taxation status of the South Australian superation funds (all untaxed at that time). This
review describes the effect of moving an untaxdthdd benefit fund into the taxed environment

as follows:

..."there is a net tax advantage in moving from atax®d environment to a taxed
environment. These advantages could be used teasemembers’ benefits and/gr
reduce employer costs. If members’ benefits aretamied at current levels (after
allowing for tax effects) then savings of the orde$450 million are estimated for
the employer”

Source:Review of Taxation Status of the SA Government&umpeation Funds
Martin Stevensen, Mercer Human Resource Consullegember 2004, p7.

3. A formula connecting untaxed-source and taxed-swoce pension values

Stevensen explained why there was “ a net tax ddgann moving from an untaxed environment
to a taxed environment” by reference to a formhét tonnects the gross value of an untaxed-
source pension to the value it would have if treetssneeded to fund the pension were moved into
the taxed environment. This formula is:

T=Ux(1- 0.15A/B x P)

Where:

T = gross value of the taxed source pension; Uosgvalue of the untaxed-source pension
A = the member’s post 30 June 1988 service; B =ntbmber’s total service

P = the proportion of the pension financed by tigleyer

For a South Australian untaxed-source pensionribertial actuarial reviews have estimated the
employer-financed component at 80-86% of the gpession value. The value of 86% is the most
recent reflecting the impact of the Global Finah€@asis on fund assets. If we consider people
retiring from the South Australian pension schemgvieen 1995 and 2010, after 35 years service
and assuming a value of 86% for the employer-fisdrebmponent, we can use the formula above
to calculate the percentage of their current pensiat they would be receiving if the South
Australian pensions were paid from a taxed souecehe equivalent taxed-source defined

benefit pension. These percentages are shown in the Table.

Super SA pensions and their taxed-source equivsalent

Retirement year Super SA pension Equivalent taxemleg pension
2010/11 100 92 (8% reduction)
2005/6 100 94 (6% reduction)
2000/1 100 96 (4% reduction)
1995/6 100 98 (2% reduction)
1986/87 100 100 (0% reduction)

Pension reductions to the extents shown in Tablave the effect of meeting the employer tax cost
associated with shifting a pension fund from theaxed to the taxed superannuation environment.
The same reductions, prior to July 2007, saw mashbers of taxed funds end up better off than
would have been the case if their fund had remaimélde untaxed superannuation environment.
For example, even when the pension was reduce&din& member lost 8% of his/her gross
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pension but only about 5.5% of the after-tax valtithe pension because 31.5% of the pension lost
was already being lost as tax and medicare levg.after-tax value of the 15% tax offset that a
person was able to claim on the taxed-source sapeaion pension increased its after-tax value
by 15% of 92% = 14% of the gross value of the aagpension. The net result was that the
member ended up with additional net income of 18%6% = 8.5% of the gross value of the
original untaxed-source pension.

The statement by Stevensen quoted above includgsosibility of an employer making a saving
from the move of a pension fund into the taxed mmment. But for an employer to make such a
saving it would have to persuade the fund Trusigeduce pensions by more than the tax cost
arising from the change. A Trustee doing this wdagdn breach of its obligation to prefer no other
interest over that of fund members. Stevensen’gesigpn of an employer getting an advantage,
instead of members, probably reflects an awaremesss part of the fact that there are no Trustees
for the South Australian superannuation funds.

The savings from the move of a pension fund inéotéixed environment on, or after 1 July 1988,
should flow to members as happened with the NevirSd{alesState Superannuation Scheme.
The Trustee for this scheme, tBAS Trustee Corporatiphas outlined the consequences for
members of a change from an untaxed to a taxedgressheme as follows:

The State Superannuation Scheme changed from axeghto a taxed fund effective from 1
July 1988. From this date the post 30 June 198&8q@oif employer financed benefits were
reduced by 15%.

Pensions that commenced prior to 1 July 1988 weteaduced as a result of the change in
tax status of the fund. The benefit reduction miowvis apply in respect of post 30 June 1988
service only.

All SSS pensioners, regardless of when their ppasiommenced, are eligible to claim up to
the 15% rebate.

The current application of the benefit reductiolmysions provides that only the part of the
employer financed benefit that is attributable tmember’s service since 1 July can be
reduced. This means that a member with a largepgribon of pre 1 July 1988 service
receives a smaller benefit reduction than a memb#r a lesser amount of pre 1 July 1988
service.

Source: Letter toSA Superannuanfsom theSAS Trustee Corporatiohb August, 2005

The second and third paragraphs above reveal thaers of taxed funds who had
retired prior to 1988 experienced no reductiorhgirtpensions but were able to claim the
15% tax rebate (offset) on the pension’s taxablewarth Compared to untaxed source
pensions this was an increase in the after-taxevaluhe pension equal to 15% of the
taxable amount. The fourth paragraph reveals beabtaximum reduction in pensions is
15% of the employer-financed component and thisegdn will only be reached in the
case of people who have no pre-July 1988 serviltafAhis is consistent with the
formula set out above.
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Appendix 2: Net income calculations for pensions commencing1®9

The Tables contain the results of calculationsiteatb net incomes for a Super SA
pension ($25,000 p.a. in 1995/6) over the peridab1®2010/11, compared with the
equivalent taxed-source pension ($24,500 p.a. #5/8). The net incomes in the Tables

are displayed in Chart 1.

Super SA pension

Comparison year 1995/6| 2000/3 2005/6| 2007/8 2010/11
Super SA pension 25,000| 26,852 31,944| 33,733 36,827
Age pension 0 0 0 13,197 16,087
Tax payable 4,097 | 4,695 | 5,276 6,194 6,459
Tax offsets 1,239 | 1,340 | 1,572 6,233 6,756
Net tax (Tax payable - Tax offsets) | 2,858 | 3,355 | 3,704 0 0
Unused tax offsets 0 0 0 39 297
Medicare 356 383 455 580 645

Net Income 21,786 23,114 27,785 46,351 52,269
Equivalent taxed-source pension

Comparison year 1995/6| 2000/1 2005/6| 2007/8 2010/11
Taxed-source pension 24,500| 26,315 31,306 33,059 36,090
Age pension 0 0 0 19,993 23,715
Tax payable 3,936 | 4,522 | 5,094 595 1,757
Tax offsets 4,749 | 5,090 | 6,033 2,702 4,704
Net tax (Tax payable - Tax offsets)| 0 0 0 0 0

Unused tax offsets 813 568 939 2,107 2,947
Medicare 349 375 446 0 0

Net Income 24,151 25,940 30,859 52,992 59,805
Extra net inc.ome for the taxed- 2365 | 2.826 | 3.074 |6.641* | 7,536
source pension :

** See discussion below of pre-1 July 1983 compoaedtage pension since 1 July 2007

At each comparison point in the tables the two ersshave been adjusted for the CPlI movements
since July 1995. Tax and age pension parametedswes® those applying in each year. Age
pension income was received in the 2007/8 and 2Q1y#ars but not the earlier years.

In calculating tax payable amounts up until 2008366 of the gross value of each pension has been
used as the taxable amount. For 2007/8 and 20B&%dlof the Super SA pension was used to
determine both tax payable and the age pensiongraymhe taxed-source pension was tax-free in
both years and the proportion of the pension’sggemsount counted in the determination of age
pension payment under the income test declined 86% to 46%. This is due to the taxed-source
pension having a 1-July 1983 component of 49%sofibss value assigned to it from 1 July 2007
(see discussion and Table below).

Pre-1 July 1983 component of superannuation beneit

Before 1 July 1983 only 5% of a superannuation lsom was taxable and the amount of tax was
determined by adding 5% of the value of the lummp o the person’s other taxable income for that
year and taxing it at the resulting marginal r&e.1 July 1983 lump sum superannuation benefits
became subject to increased tax rates on the e denefit accruing from that date. This created
a benefit component known as the pre-1 July 1983pcment i.e. a component of the lump sum
that was attributed to service completed beforelyl 1983 and the old tax rates (close to zero)
applied to this component. Defined benefit pensaidsot have a pre-1 July component although,
if the pension was commutable, the resulting luonp slid. This remained the case for both
untaxed-source and taxed-source pensions untiy2007 when the ‘Simpler Super’ reforms were
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implemented and a pre-1 July component was assigrniasted-source defined benefit pensions but
not to untaxed-source pensions. This newly-creedegponent of taxed-source defined benefit
pensions is not only tax-free from age 60, it 8aiot counted in the Centrelink income test.

The pre-1 July 1983 component for a defined bepefiision that commenced in the 1995/96
financial year, and was still being paid on orattduly 2007, is calculated by expressing the
number of days service completed before 1 July H888 percentage of the total days between
when the person commenced work for the employatifignthe pension and 1 July 2007. Where a
pension commenced after 1 July 2007 the retiremniatat is used in place of 1 July 2007. (see
Australian Tax Office fact she@alculating the tax-free component after a trigggent — non-
account based superannuation income sthealfor people retiring between 1995 and 2010 after
35 years service the pre-1 July 1983 componeritedf pension estimated this way is shown in the
table as a percentage of the taxed-source pessionss amount.

Retirement Pre 1 July 1983 component of the taxed-source pensi
Date
1-7-2010 23%
1-7-2005 35%
1-7-2000 43%
1-7-1995 49%
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Appendix 3: Net income calculations for pensions commen@6g0/11

The tables contain the results of calculations@rnincome values for the 2010/11 year for a Super
SA pension of $50,000 p.a. and the equivalent taoenice pension of $46,000 p.a. Calculations
have been performed for three different retirenagyas. For the Super SA pension net income has
also been calculated under AFTS Recommendaticexige threshold of $25,000 and marginal
tax rate of 35% for income above this amount).

Super SA pension, $50,000 p.a. Currentubes apply

Retirement Age
55-59 years| 60-64 years 65+ years
Super SA pension 50,000 50,000 50,000
Age pension 0 0 8,266
Tax payable on taxable income 7,800 7,800 9,040
Tax offsets 3,086 7836 8,129
Net tax (Tax payable - tax offsets) | 4,714 0 911
Unused tax offsets 0 36 0
Medicare 713 713 774
Net Income 44,574 49,287 56,580
Super SA pension, $50,000 p.a. AFTS Recommendatapplies
Retirement Age
55-59 years| 60-64 years 65+ years
Super SA pension 50,000 50,000 50,000
Age pension 0 0 8,266
Tax payable on taxable income 7,875 7,875 9,322
Tax offsets 2,286 7,036 6,074
Net tax (Tax payable - tax offsets) | 5,589 839 3,247
Unused tax offsets 0 0 0
Medicare 713 713 774
Net Income 43,699 48,449 54,244
Equivalent taxed-source pension, $46,080 p
Retirement Age
55-59 years | 60-64 years | 65+ years
Taxed-source pension 46,000 46,000 46,000
Age pension 0 0 15,456
Tax payable on taxable income 4068 0 518
Tax offsets 8,629 3,786 3,554
Net tax (Tax payable - tax offsets) | O 0 0
Unused tax offsets 4,561 3,786 3,036
Medicare 497 0 0
Net Income 45,503 46000 61,456
Extra (reduced) net income for the | 929 (3,287) 4,876
taxed-source pension under current
tax rules
Extra (reduced) net income for the | 1,804 (2,449) 7,212
taxed-source pension undeAFTS
Recommendation 2

In the calculations for the taxed-source pensipreaJuly 1983 component of 23% was assigned to
the pension (see Table of pre-1 July 1983 propustio Appendix 2) with the result being that 72%
of the pension’s gross amount was used in caloglasix payable during the retirement age interval
55-59 y. This percentage was also used to calcatggension payment under the income test.
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Appendix 4: Age pension payments to Super SA and allocatedg@enscipients

The tables show age pension amounts payable ta Sépand allocated pension recipients over 20
y and for initial superannuation pension valuesb8i7,300 p.a. (initial age pension entitlement is
50 % of a full age pension) and $50,000 p.a. éhédge pension entitlement is 29% of a full age
pension).

The consumer price index(CPI) is assumed to be p.58%and both pensions are increased by this
factor annually. The full basic age pension is as=dito increase by 4% p.a. and the supplementary
payment by the CPI. The earning rate used for ltbeaded pension account balance was 6.5% p.a.

Personal use (non-income producing) assets of 88Mave also been assumed for the allocated
pension couples. The proportion of the defined bepension counted in the income test is
assumed to be 95%. The age pension entitlemethdallocated pension couples is the smaller of
that determined under the income and assets testadset test amount is the smaller for most of
the 20 y interval with a switch to the income t@sturring towards the end.

Initial pension value $36,800 p.a.

Years of receipt| Super SA pension| Age Allocated (account-based) | Age pension
of age pension pension pension
Annual super % of a full | Annual super| Account % of a full
income ($p.a.) age pension income balance ($) | age pension
($p.a.)
1 37,300 50 37,300 581,000 50
5 41,172 53 41,172 566,042 62
10 46,583 56 46,583 513,884 77
15 52,704 59 52,704 408,042 90
20 59,630 61 59,630 224,129 87
Average % of a full age pension over Average % of a full age
20 y with 95% of the Super SA 56 pension paid over 20 y 75
pension counted in the income tes.
Average % of a full age pension over \
20 y when 75% of the Super SA 67
pension is counted in the income test. &\
Initial pension values $50,000 p.a.
Years of receipt| Super SA pension| Age Allocated (account-based) | Age pension
of age pension pension pension
Annual super % of a Full | Annual super| Account % of a Full
income ($p.a) Age income balance ($) | Age Pension
Pension ($p.a.)
1 50,000 29 50,000 736,000 29
5 55,191 33 55,191 703,682 46
10 62,443 37 62,443 613,379 68
15 70,469 41 70,469 443,568 80
20 79,933 45 79,933 158,767 77
Average % of a full age pension over Average % of a full age
20 y with 95% of the Super SA 37 pension paid over 20 y 63
pension counted in the income test.
Average % of a full age pension over \
20 y with 75% of the Super SA 53
pension counted in the income test &\
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