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Balancing act: managing the trade-offs in retirement incomes policy

Overview

The Federal Government’s Retirement Income Review is a welcome

opportunity to set objectives for Australia’s retirement incomes system

and to assess how well the system is meeting them. This working

paper sets out what the objectives of the retirement incomes system

should be, and what pillars can best achieve those objectives. It also

updates Grattan Institute’s past assessments of the adequacy of

retirement incomes.

The Review should set objectives for the retirement incomes system

as a whole. Broadly, the system should guarantee some minimum

‘adequate’ standard of living for people otherwise at risk of poverty

in retirement. And second, it should help people to maintain a more

consistent standard of living across their lives. But these objectives

need to be balanced against the costs of achieving them.

Crucially, the Review should clarify the role of superannuation within

this system. Super today primarily aims to smooth incomes over a

lifetime, making Australians better off. But the role of super shouldn’t

be overstated. Compulsory super should be set at a level that ensures

middle-income earners replace their pre-retirement living standards

– an objective which the current Superannuation Guarantee rate of

9.5 per cent, together with the pension and other savings, already

achieves. Setting compulsory super policy for those Australians who

would otherwise not replace their pre-retirement living standards would

mean forcing everyone else to save more than they need (or are likely

to spend), which is a recipe for larger inheritances.

Without clear objectives, the super system has also provided

excessively generous tax breaks that cost the budget $35 billion each

year in lost revenue, with half the benefits flowing to the top 20 per cent

of income earners, who already have enough resources to fund their

own retirement. These excessively generous tax breaks should be

wound back.

Grattan Institute’s 2018 report, Money in retirement, showed that

Australia’s retirement incomes system provides adequate retirement

incomes for most retirees today and in future. The updated analysis

presented in this paper confirms these findings. Retirees today

feel more comfortable financially, and suffer less financial stress,

than younger Australians who are working. And, on reasonable

assumptions, most workers today can expect to be at least as well

off in retirement as they are while working. Retirement incomes also

remain adequate for most Australians even when they work part-time

or take significant career breaks, such as to care for children. When

careers are interrupted, workers save less super, but will tend to get

larger part-pensions, offsetting much of any potential fall in retirement

income.

Australia’s retirement income system doesn’t work for everyone.

Senior Australians who rent in the private market are more likely

to suffer financial stress than homeowners, or renters in public

housing. Falling rates of home ownership among younger Australians

mean more Australians will rent in retirement. A growing number of

older Australians, including many women, are at risk of poverty and

homelessness in retirement. And Australians who suffer from major

shocks, such as forced early retirement due to illness, are not as well

protected by our income support system as they should be.

These are the real challenges to ensuring our retirement incomes

system lives up to its promises to all Australians. But the Age Pension

and Rent Assistance, rather than superannuation, remain the best tools

to help people at risk of poverty in retirement.
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1 What should Australia’s retirement incomes system aim to achieve?

Australia’s retirement incomes system should ensure Australians have

enough income to enjoy a reasonable standard of living in retirement.

The system should guarantee every retiree a minimum standard

of living to avoid poverty, and it should provide the opportunity for

all retirees to smooth their standard of living across their lifetime. It

should also help manage the risks that retirees face in achieving these

objectives.

The four pillars of Australia’s system each perform distinct roles in

achieving these goals.1 The Age Pension, along with other elements

of the social safety net such as Rent Assistance, provides a guaranteed

safety net for all retired Australians. For middle-income Australians,

superannuation tops up the Age Pension so that living standards in

retirement match those before. Most retirees own their homes, and

that ownership also supports their living standards. In addition to these

pillars, access to universal health and aged care services supports the

living standards of all retirees.

But higher retirement incomes always come at a cost: either people

have lower living standards while working; or governments give up

more revenue for superannuation tax breaks; or taxpayers pay more for

pensions. The key challenge for retirement incomes policy is balancing

these trade-offs.

Policy makers should not overstate the role of any one pillar of the

retirement incomes system, especially superannuation. Compulsory

1. The consultation paper for the Retirement Income Review identifies three pillars

(Age Pension, compulsory superannuation, and voluntary savings), but we

identify owner-occupied housing as a separate pillar of the system because of

its substantial role in supporting retirement incomes, it’s broad coverage, and

because of its distinct treatment in both the tax system and Age Pension means

test.

super should aim only to smooth living standards for most people, lest

it force other Australians to save too much for their retirement, lowering

their living standards during their working lives. And super is poorly

placed, compared to the Age Pension and the broader social safety

net, to provide an adequate retirement for people on low incomes, or to

manage many of the risks that retirees face.

This chapter outlines the four pillars of the retirement incomes system

and articulates what policy makers should be trying to achieve with

each.

1.1 The four pillars of Australia’s retirement incomes system

Each pillar of Australia’s retirement income system plays a unique

role in ensuring Australians achieve an adequate retirement. The Age

Pension aims to alleviate poverty. Superannuation and other forms of

private savings are used to give people a more consistent standard

of living across their lives. Finally, home ownership supports living

standards for the majority of home-owning retirees who do not need

to set aside income for rent.

The Age Pension, provided by government, helps poorer people avoid

poverty in retirement. It guarantees a minimum ‘safety net’ income

in retirement for people who earned low incomes over their working

lives, including because they had periods of unemployment, caring

responsibilities, or worked part-time. The Age Pension is targeted

through age, residency, and means tests. Rent Assistance is paid to

Age Pension recipients who rent privately or from community housing

providers.

However, the pension does more than just alleviate poverty. It also

contributes substantially to the retirement incomes of middle-income
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Australians, both now2 and well into the future. Together with the

broader tax-transfer system, it redistributes income towards low-

and middle-income retirees, reducing income inequality in old age.3

And it supports people who live longer than expected and exhaust

their private savings (i.e. it provides insurance against ‘longevity

risk’).4 Other elements of the income support system, including

Commonwealth Rent Assistance, Newstart, and the Disability Support

Pension also support retirement incomes for people who do not own

their homes in retirement or are unable to keep working until retirement

age.

Compulsory private saving via the Superannuation Guarantee,

currently set at 9.5 per cent of workers’ wages, supplements or

substitutes for the Age Pension. Compulsory super requires Australians

to give up a portion of their wages while working, in exchange for

a higher standard of living in retirement.5 The Super Guarantee is

legislated to rise incrementally to 12 per cent of wages between 2021

2. About 60 per cent of Age Pension recipients started receiving payments within one

year of reaching the eligibility age, although a larger share of retirees receive an

Age Pension at older ages (Productivity Commission (2015a, p. 44)). More recent

data suggests half of people aged 67 do not receive the Age Pension, but this

includes those that are still working and therefore ineligible for the Age Pension as

they are still earning substantial income. Mather (2019).

3. Whiteford (2014a) and Productivity Commission (2015b).

4. Longevity risk is the risk of a person living longer than expected, so that their

savings run out. Longevity risk also encompasses the prospect that retirees die

earlier than expected, leaving unexpected bequests.

5. Grattan’s 2020 working paper, No free lunch: higher super means lower wages

showed that, on average, about 80 per cent of the cost of increases in compulsory

super is passed to workers through lower wage rises within the life of an enterprise

agreement, typically 2-to-3 years. This finding is conservative: it ignores the

prospect that employers pass on some of the cost of super into higher prices, or

by reducing other non-wage benefits to workers. And the proportion of compulsory

super that comes from wages is likely to be even higher in the longer-term. In

practice, full pass-through from super to wages can’t be ruled out. Coates et al

(2020).

and July 2025.6 Superannuation is also taxed concessionally compared

to most other savings.

Voluntary private savings, including pre- and post-tax voluntary

super contributions, other financial assets, and investment property,

provide people with additional resources for retirement and for other

major purchases. Taxes are lower on some forms of savings, especially

voluntary pre-tax super contributions, negatively geared investment

property, and assets that accrue capital gains. These voluntary savings

are large for many households, particularly the wealthiest 20 per cent.7

Home ownership supports living standards in retirement, because

home-owning retirees do not need to set aside income for rent. The

family home tends to be Australians’ largest single asset. Home

ownership also partly insures against longevity risk and rising housing

costs, and is often used to fund aged care.

Retirement living standards also depend on other parts of the social

safety net – especially subsidised health and aged care. The costs of

specific health and disability needs are best met via targeted supports

or universal health services, rather than by ensuring all retirees have

the resources to meet these costs themselves.8 Government already

funds most aged care costs: more than three quarters of the $23 billion

spent annually on aged care services is funded by government.9

6. The Superannuation Guarantee was introduced in 1992, with compulsory

contributions rising from 3 per cent of wages in that year to 9 per cent from

2002-03 and 9.5 per cent in 2013-14. The rate is scheduled to remain at 9.5 per

cent until 2021, then increase by half a percentage point each year until it reaches

12 per cent in July 2025.

7. Daley et al (2018b, Appendix A).

8. Harmer (2009, section 3.4.3).

9. In 2017-18 government aged care expenditure was $18.1 billion while consumer

expenditure was $4.9 billion(Aged Care Financing Authority 2019).
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1.2 The objectives of Australia’s retirement incomes system

The first priority of Australia’s retirement incomes system should be

to alleviate poverty among the aged. The system should provide a

minimum, ‘adequate’ standard of living for people unable to fund their

own retirement. The precise level of this minimum standard is the

subject of much debate, and is discussed further in Chapter 2.

The system should also help people use their own money to maintain

a consistent standard of living across their lives. People tend to

focus too much on the short term, leading many to save less for their

retirement than is needed if they want to consume at about the same

rate across their lifetime.10 And if people decide not to save enough,

the government will be on the hook for the cost of their retirement

through the Age Pension.11

The retirement incomes system should deal appropriately with

investment, inflation, and longevity risks.12 The combination of

a means-tested public pension and privately held super and other

retirement savings means those risks are spread between the public

and private sectors.13

10. Financial System Inquiry (2015, p. 119).

11. Studies comparing pensions in different countries suggest that each dollar of

pension decreases private savings by between 23 cents and 44 cents. Hurd et

al (2012) and Alessie et al (2013). The Super Guarantee combats the potential

problem that people capable of saving for their retirement will save too little on

the expectation the government will foot the bill via the Age Pension, or what

economists call ‘moral hazard’ (Drew and Stanford (2003, p. 22)).

12. Investment risk is the risk of lower investment returns. Inflation risk is the risk

of higher inflation. Both risks result in a pot of savings at the point of retirement

buying less than expected through retirement.

13. Relying too much on the public sector to insure against market and longevity risks

can increase the cost of the system, affecting its sustainability. Relying too much

on the private sector can expose people to excessive risks when saving for their

retirement (Henry (2009a, p. 31)).

The retirement incomes system needs to be fiscally sustainable,

especially in the context of Australia’s ageing population. The federal

government spends about 2.7 per cent of GDP on the Age Pension.

In addition, governments today give up about $35 billion a year – or

1.9 per cent of GDP – in superannuation tax breaks.14 Age-related

spending is also growing quickly, reflecting population ageing15 and

an increase in government transfers to older Australians.16 Aged-care

and health spending have been increasing much faster than welfare

spending, and are expected to continue to do so.17

The retirement incomes system should maintain reasonable

incentives to work, save, and invest. While means-testing the Age

Pension targets support to those most in need, it also increases the

effective marginal tax rates of older workers.18 But international studies

show that effective marginal tax rates don’t really affect the decisions of

older people to work.19 And empirical evidence from around the world

14. Treasury (2018a) and Coates (2018). People often caution against simply

adding together the Treasury’s ‘revenue foregone’ tax expenditure estimates

for contributions and earnings tax breaks. However, we estimate the degree of

‘double counting’ in combining the ‘revenue gain’ tax expenditure estimates from

abolishing each of these tax breaks at less than $1 billion a year over that period

(Coates (2018)). The revenue gain estimates from Treasury estimate ‘the impact

of abolishing a benchmark variation taking account of the potential changes in

taxpayer behaviour’. See: Treasury (2020, p. 3).

15. Australia’s old-age dependency ratio was 25 in 2015 and will be 41 in 2050,

compared to the OECD averages of 28 and 53 respectively: OECD (2017a) and

Hockey (2015).

16. Daley et al (2015, p. 7); and Wood et al (2019).

17. Hockey (2015, p. XVI).

18. Ingles and Stewart (2015); and Daley et al (2016a, p. 23).

19. While lower taxes on wages encourage seniors to work more, the resulting

increase in income and savings discourages further work. Evidence from Australia

is thin because most Australian studies have focused on how taxes affect the

choice to work of people under age 65 (Daley et al (2016a, p. 24)).
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confirms that people on higher incomes tend to save about the same

amount irrespective of the tax rate on savings.20

The retirement incomes system should also avoid boosting inher-

itances, because inheritances tend to increase wealth inequality21

and to reduce incentives to work. It follows that policy should aim to

provide adequate retirement income assuming that retirees will largely

run down their savings through retirement, while acknowledging that

some people will choose to have a lower retirement income, but leave a

larger bequest.22 Of course, if retirement income policy is set assuming

substantial drawdown, then it needs a substantial safety net to protect

the minority of people who significantly outlive their life expectancy.

1.3 These aims must be balanced

The various objectives of our retirement incomes system must be

balanced. After all, higher retirement incomes always come at a cost.

While policy generally aims to provide a consistent standard of living for

most Australians before and after retirement, there are costs to doing

so. For instance, there are potentially big budgetary costs in boosting

retirement incomes to ensure that people with very high incomes

maintain their living standards after retirement. The government has

formalised this idea by proposing that the objective of the super system

is to ‘provide income in retirement to substitute or supplement the

Age Pension’.23 Implicitly, the super system, and super tax breaks in

20. Daley et al (2015, figure 2.4).

21. The wealthiest 20 per cent of individuals of a given age receive 38 per cent of

inheritance money, the poorest 20 per cent receive only 8 per cent. Wood et al

(2019, Figure 6.3).

22. Other analyses of retirement income adequacy also make this assumption. For

example, Rothman and Bingham (2004) and Rothman (2007, p. 5) measure

replacement rates on the basis of potential net expenditure before and after

retirement, assuming retirees leave minimal estate at average life expectancy.

23. Superannuation (Objective) Bill 2016, cl.5.

particular, should not aim to provide additional savings beyond the point

at which a person no longer qualifies for a part Age Pension.24

Retirement income policies should also pay close heed to the costs

they impose on Australians’ living standards during working life. After

all, higher compulsory super means working people will have less

money to buy a home, invest in their children’s education, or start a

business. And working-age Australians consistently report higher rates

of financial stress than older Australians.25 Self-assessed financial

comfort is particularly low among students, renters, single parents

with young children, the unemployed, and casual workers – groups

that all tend to have less money.26 Meanwhile living standards have

increased much more slowly for working Australians today than for

previous generations.27

And in practice, some parts of the retirement incomes system are

better placed to manage these trade-offs than others. For instance, the

Age Pension, and the income support system more broadly, is typically

better placed to redistribute income to people who may otherwise have

an inadequate retirement income. Therefore any objectives set for the

retirement incomes system as a whole, or for specific pillars, should

allow policy makers flexibility to use the right combination of policy

tools – superannuation, the Age Pension, and others – to achieve these

ends.

1.4 The role of superannuation today

The super system exists primarily to promote consumption smoothing

– requiring people to save while they are working so they have more

to spend in retirement. People tend to focus disproportionately on the

24. Daley et al (2015, p. 16).

25. Wood et al (2019, Figure 4.4).

26. ME Bank (2020).

27. Wood et al (2019, Figure 4.4).
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short term, and so without a compulsory savings scheme, many would

save less for their retirement than is required to maintain relatively

consistent consumption levels across a lifetime. People save less of

their disposable income because of superannuation, but it leads to

higher total retirement savings overall.28

Super also requires workers to give up their wages today so that

governments do not have to spend so much on the Age Pension

in future. This encourages inter-generational equity, since each

generation pays more of the costs of its own retirement, rather than

imposing this burden on the next generation. Although these pension

savings have to be balanced against the budgetary costs of extra super

tax breaks.

A historic view was that super should ensure that capital is available

for investment in Australia.29 But this is a general consequence of a

well-designed savings regime, rather than a particular aim for super.

While Australian super funds played a significant role in financing

the de-leveraging of corporate Australia during the Global Financial

Crisis,30 the Financial System Inquiry argued that ‘funding economic

activity is a consequence of a well-designed long-term savings vehicle

that invests in the interests of its members, rather than an objective

in itself’.31 Nor is super required to fund infrastructure. Only a small

fraction of super is invested in infrastructure, and there is no shortage

of funds for infrastructure assets with proven cash flow.32

So overall, the super system is designed to promote retirement savings

so that people enjoy a higher standard of living in retirement, but with

less support from government through the Age Pension, reducing the

burden on future taxpayers.

28. Daley et al (2015, pp. 20–21).

29. Fitzgerald (1993).

30. Daley and Coates (2016, p. 2).

31. Financial System Inquiry (2015, p. 98).

32. See Daley and Coates (2016, p. 2).

Figure 1.1: Superannuation is only one part of the retirement incomes

system

Mean wealth per household by type and age (2017-18$)
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600,000

Age Pension Super Other assets Home
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65-74

75+
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Notes: ‘Home’ is net of related mortgage liabilities; ‘other assets’ are net of other

liabilities and exclude vehicles and household contents; ‘super’ excludes at least

some defined benefit schemes. Net present value of Age Pension is based on average

annual pension payments received by households in each age group in 2017-18. The

annual average Age Pension payment is converted into a capital value using a discount

rate equal to the Age Pension indexation rate of 3.5 per cent. The net present value

of lifetime Age Pension payment assumes that the average real pension currently

received by households in each age group continues to life expectancy. It does not

account for future expected increases in private retirement saving before retirement,

especially for households aged 45-54 and 55-64, where the bulk of households are not

yet retired.

Sources: Daley et al (2015, figure 2.1), updated to 2017-18 using ABS (2019a) and

ABS (2019b).

Grattan Institute 2020 9



Balancing act: managing the trade-offs in retirement incomes policy

1.4.1 The role of super should not be overstated

Superannuation plays an important role in helping Australians to

save enough for their retirement. But the role of super should not be

overstated. Many people do not rely on just their super savings to fund

an adequate, or even a ‘comfortable’, living standard in retirement.

Rather, most retired Australians draw on a range of assets to support

their retirement – including housing, and other investments outside of

super – in addition to at least some amount of Age Pension.

Nor should super seek to fulfil every objective of the broader retirement

incomes system. In particular, super does not and should not aim to

provide limitless support for savings that increase retirement incomes –

either funded by workers (via higher super contributions) or government

(via direct transfers and tax breaks for super). The benefits of higher

retirement incomes must be balanced against the costs of achieving

them.33

1.4.2 Super remains only one part of the retirement incomes

system

Many commentators equate retirement incomes with superannuation.34

But superannuation (pillar 2 and part of pillar 3) remains the least

important part of Australia’s retirement incomes system for people who

are retired or are approaching retirement (Figure 1.1 on the preceding

page). Superannuation savings account for only 20-to-25 per cent of

the wealth of households.35 Even without counting the family home,

many Australians save as much outside as inside the super system.

33. Daley and Coates (2018a, p. 3).

34. For example, see: Industrial Relations Victoria (2020).

35. Daley et al (2018b, Figure A.2).

While superannuation will account for a larger share of retirement

savings as the system matures,36 other sources of retirement savings

will remain important. Even younger Australians hold a substantial

share of their savings outside of super.37

The enduring importance of non-super savings should come as no

surprise. While compulsory super forces people to save more via

superannuation, there’s little evidence that non-super savings have

fallen much in response. A Reserve Bank of Australia study found that

each extra dollar of compulsory super savings was accompanied by an

offsetting fall in non-super savings of between only 10 and 30 cents.38

As a result, compulsory super has added a lot to private savings in

Australia – an estimated 1.5 per cent of GDP a year over the past two

decades.39

There is little reason to expect this pattern of non-super saving to

change radically. Households hold a material portion of their wealth

outside of super so that they have an option to use it before turning 60.

Meanwhile other asset classes, such as negatively geared property,

are taxed lightly and so are likely to remain an attractive vehicle for

accumulating wealth.40 Whatever the motivation, many households

heading towards retirement have substantial non-super, non-home

assets to draw on.

The fact that many Australians save for their retirement through

vehicles outside of super has important implications for the role of

superannuation, and the amount of super people need for an adequate

retirement.

36. Compulsory super only began in 1992, with compulsory contributions of 3 per cent

of wages, rising to 9 per cent by 2002 and 9.5 per cent since 2014-15.

37. Daley et al (2018b, Figure A.2).

38. Connolly (2007). That is, there was only a small offsetting fall in other savings in

response to the introduction of the compulsory Superannuation Guarantee.

39. Gruen and Soding (2011).

40. Daley et al (2016c).
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1.4.3 Super should aim to smooth the lifetime incomes of

middle-income earners only

Super, and especially the compulsory Superannuation Guarantee,

should aim to smooth living standards for middle-income earners.

It should not force the majority to have a higher living standard in

retirement than when working. Policy makers can only justify forcibly

lowering someone’s living standards during their working life – by

lifting compulsory super – if we are protecting them from even worse

outcomes in retirement. And making Australians save more than

they need (or are likely to spend) in retirement is a recipe for larger

inheritances, which will exacerbate wealth inequality in the long term.41

Inevitably, compulsory super will not produce the best outcome for

every person to whom it applies.42 For example, given Australia’s

means-tested Age Pension, aiming to replace a given share of

pre-retirement earnings for well-above-average income earners

would mean forcing many low- and middle-income Australians to

save enough to replace more than 100 per cent of their pre-retirement

earnings (Figure 4.5 on page 56). Similarly, setting the Superannuation

Guarantee at a level that ensures people who rent or have substantial

periods out of the workforce still replace their living standards just

before retirement would require home-owners and full-time workers

to save much more than they need to replace theirs.

These trade-offs are why the Henry Tax Review recommended

that compulsory super should be ‘benchmarked by reference to

moderate potential replacement rates for retirees with a full history

of contributions at median to average earnings’.43 Past Grattan work

has aimed to ensure that all but the top 20 per cent of workers in the

41. Daley et al (2014).

42. For example, Khemka and Warren (2020) identifies how the optimal rate of

compulsory super contributions varies by income.

43. Henry (2009a, p. 11).

earnings distribution retain their pre-retirement living standards, using a

70 per cent replacement rate of pre-retirement disposable income as a

benchmark.44

This paper adopts a similar approach as the Henry Tax Review in

aiming for a 70 per cent replacement rate for people on median to

average earnings, albeit focused not only on people in full-time work

(Chapter 3). This revised approach arguably better balances the needs

of low- and high-income earners. It is much harder for Australians to

respond to a higher-than-optimal rate of compulsory super, by saving

less, than it is for them to top up their retirement savings voluntarily if

the rate of compulsory super is set at a rate lower than what the rate

that is ideal for their individual circumstances.45

1.4.4 Superannuation should not seek to replace the Age

Pension as a goal in itself

Superannuation requires governments to give up tax revenue today so

that governments do not have to spend so much on the Age Pension

in future. This encourages inter-generational equity, because each

generation pays more of the costs of its own retirement, rather than

imposing this burden on the next generation.

But the super system should not seek to replace the Age Pension for

most retirees as a goal in itself.46 Given the Age Pension needs to be

sufficient to avoid poverty in retirement for those with little other assets

or income, and the means test should be set not to overly discourage

incentives to save, it’s inevitable that middle-income Australians will

44. Daley et al (2018b, p. 58). The top 20 per cent are unlikely to rely heavily on

the pension and therefore there are fairer ways for government to intervene and

require them to make different decisions about how to work, save, and spend.

45. Khemka and Warren (2020, p. 28).

46. For example, Rice Warner (2019) argue that a rate of compulsory super below 10

per cent would result in median-income earners relying on the Age Pension for

more than half of their retirement income.
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continue to receive at least some, and in many case much, Age

Pension over the course of their retirement. And the means-tested Age

Pension provides valuable public insurance against longevity, returns

and a number of other risks for most retirees.

To ensure the majority of Australians saved enough via super to not rely

heavily on the pension, the vast majority of Australians would be forced

to save more than necessary to smooth their lifetime consumption.

Lifting compulsory super to 15 per cent or even 18 per cent – the

level required to push most people off the Age Pension – would result

in the median worker replacing 92 per cent or 94 per cent of their

pre-retirement earnings, well above the common benchmark of 70

per cent. And the bottom 30-40 per cent of workers would be forced to

save for a retirement income that exceeded their wage pre-retirement.

Therefore setting compulsory super to replace the Age Pension for

most Australians would contravene a core objective of the retirement

incomes system: to smooth lifetime consumption for most Australians.

The budgetary costs of raising compulsory super to replace the

pension, via extra tax breaks, would exceed any pension savings

for the foreseeable future. Treasury analysis in 2013 estimated that

the revenue foregone from superannuation tax breaks as a result of

moving to a 12 per cent Super Guarantee, together with past increases

in the Super Guarantee, exceed the budgetary savings from lower

Age Pension spending by 0.4 per cent of GDP a year.47 Eventually

– by 2050 – the net budgetary cost of super tax breaks will “only” be

0.2 per cent of GDP a year (Figure 1.2). The cumulative increase

in Commonwealth public debt from a 12 per cent Superannuation

Guarantee would exceed 10 per cent of GDP by 2050.48

47. Treasury (2013a, figure 2.1.).

48. Treasury (ibid, p. 11). Recent changes to curb super tax breaks and tighten the

Age Pension assets test will reduce the annual budgetary cost of support for

retirement incomes by around 0.1 per cent of GDP.

Figure 1.2: The tax breaks from compulsory super exceed the budget

savings – in both the short and long term
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Sources: Treasury (2013a, figure 2.1), Treasury (2010, p. 42) and Treasury (2014,

p. 17), Grattan analysis.

More recent modelling from actuarial firm Rice Warner paints an

even worse budgetary picture. It finds that lifting compulsory super

contributions to 12 per cent ‘will not have much impact on the age

pension for many years’, and will save the budget only about 0.1 per

cent of GDP in lower age pension spending in the second half of this

century. In contrast, the extra super tax breaks from higher compulsory

super will cost an average of 0.22 per cent of GDP ‘throughout this

century’.49

49. Coates (2019a). While tax breaks measured on a revenue foregone basis don’t

accord precisely with their true budgetary cost, these estimates strongly suggest
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1.4.5 Super is the wrong tool to ensure low-income Australians

have adequate retirement incomes

Some commentators – particularly those associated with the

superannuation sector – advocate for super to help low-income

Australians, especially women, to avoid poverty in retirement.50 Yet

super is poorly placed to boost retirement incomes for low-income

Australians at risk of poverty. Super is a contributory system: you only

get out what you put in. If you earn low wages, you will have small

compulsory super contributions.51

For people on low and modest incomes, the cost of increasing the

Super Guarantee would hurt them during their working lives, when

they’re typically under even more financial stress, by reducing their

take-home pay (Section 2.2 on page 26). In fact the poorest 30-to-40

per cent of workers can expect a pay rise in retirement, because the

Age Pension and the income they get from compulsory retirement

savings will be higher than the wage they receive during their working

life (see Figure 4.5 on page 56).

Previous attempts to use super to help low-income earners have given

money to workers who we predict might end up with poor outcomes in

retirement. Targeting those who may have low lifetime incomes on the

basis of their incomes in a given year will never be as well targeted as

using the Age Pension to target support to people otherwise at risk of

poverty in retirement. Grattan Institute’s 2017 paper What’s the best

way to close the gender gap in retirement incomes? showed that about

a quarter of the government’s support to low-income earners via the

that higher compulsory super is unlikely to improve budgetary balances for the

foreseeable future.

50. Such advocacy often takes the form of calls for higher compulsory super, or more

generous super tax breaks for low-income earners. For example, see: KPMG

(2020), Women in Super (2020) and Dawson (2020).

51. See Millane (2020) for a detailed discussion of the historical debates about the

gender implications of contributory pension schemes such as superannuation.

Low-Income Superannuation Tax Offset (LISTO) leaks out to support

the top half of households.52 Similarly, while there is a principled case

to be made for paying compulsory super contributions on government-

funded Paid Parental Leave, doing so is unlikely to make a noticeable

difference to the retirement incomes of many middle-income women,

and will do nothing for older women who have already had children.53

Instead the income support system, specifically the Age Pension

(and Rent Assistance for renting retirees), is the best tool to prevent

poverty in retirement. Eligibility for the pension is based on the income

and assets of the whole household, including those of a spouse. And

by assessing eligibility at retirement, the Age Pension better targets

retirement incomes to those who need it most. Measures to boost the

value income support payments for retirees, especially for renters, are

likely to materially reduce the number of Australians, including existing

retirees, suffering poverty in retirement.

1.4.6 Super is often a poor way to insure against the risks

retirees face

Australians face a range of risks and uncertainties during their working

lives, and in retirement, all of which can affect their living standards

52. Coates (2018, p. 23). Of course some top-up is fair for low-income earners,

because super compels people to lock-up some of their earnings as savings

until retirement. High-income earners are compensated for this delayed access

since their contributions are typically taxed at only 15 per cent, rather than at

their marginal rate of personal income tax. Without the LISTO, many low-income

Australians would receive little or no compensation for locking up their money in

super. But super top-ups should not be expanded.

53. Coates and Emslie (2018) showed that a woman earning the median Australian

income, who took two stints of leave in her early 30s, would get an extra $73 a

year – less than $1.50 a week from compulsory super on Paid Parental Leave – or

a boost to her average retirement income of just 0.14 per cent. Most of the value

of the extra super contributions would be clawed back by the Age Pension assets

test. Low- and high-earning women who took the same leave would end up with

retirement incomes up to 0.5 per cent higher.
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in retirement. During working life these risks include the prospect

of unemployment or ill-health, which reduce incomes and therefore

accumulated super. In retirement these risks include inflation, market

risk, longevity risk, the prospect of forced early retirement due to

ill-health or caring responsibilities, and unexpected expenditures during

retirement.

Some commentators suggest that compulsory super should be set

at a level sufficient for Australians to self-insure against these risks,

including involuntary early retirement.54 Yet using super, and especially

higher compulsory super, to insure Australians against these risks

inevitably forces most Australians who don’t experience these problems

to over-save, in order for a minority to self-insure against the risks of

living longer or retiring early.55

In practice, the Age Pension already supports people who live longer

than expected and exhaust their private savings (i.e. it provides

insurance against ‘longevity risk’), and it supports people who

earned comparatively little over their working life due to periods of

unemployment, caring responsibilities, or working part-time. The

pension also protects many (but not all) retirees from the risks of lower

investment returns, since they will qualify for a larger part-pension if

they have fewer assets.56

Other elements of Australia’s income support system have traditionally

provided substantial insurance against the financial risks arising

54. For example, see Mercer (2019, p. 7); ASFA (2020, pp. 13–14).

55. For example, Khemka and Warren (2020) estimates that the optimal rate of

the Superannuation Guarantee increases by 5 percentage points if Australians

are expected to self-insure against the risk of retiring five years earlier, by 3

percentage points if they live to 102 years, and by 1 percentage point if investment

returns are 1 per cent lower than otherwise.

56. Retirees already on the maximum Age Pension are not insured against the risks of

lower returns, but private savings will account for only a small portion of their total

retirement income.

from acquiring a disability, caring for a family member or periods of

unemployment. People who are forced to retire early, such as carers

or those with a disability, can get the Carer Payment or the Disability

Support Pension. People without work can get Newstart.57

Yet the adequacy of these social insurance arrangements has

diminished over time. The eligibility requirements for the Disability

Support Pension were tightened in 2012, to the detriment of many

near-retirees with musculoskeletal health problems.58 In 2009, about 12

per cent of 55-64 year-olds were on the Disability Support Pension. By

2017 that number had fallen to 9 per cent. The decline coincides with

an increase in the number of older people on Newstart (Figure 1.3).

Newstart has also become woefully inadequate as a safety net for

unemployed Australians. Unlike wages or pensions, Newstart has not

increased in real terms in more than 20 years. While the Age Pension

is indexed to wages, Newstart only increases with inflation. This has

‘squeezed’ the living standards of people living on Newstart relative

to the rest of the population.59 A typical single person on Newstart

receives just $39 a day, about 18 per cent of average (male) earnings.

Households of working age receiving welfare payments – primarily

Newstart – are under much more financial stress than households

receiving other welfare payments (Figure 2.5 on page 28).

The Retirement Income Review should therefore carefully consider

ensuring that all Australians who are unemployed or live with a

57. For example, the Henry Tax Review estimated that an average-income earner

would have a replacement rate of 70 per cent if they retired early and received

the Disability Support Pension, or 65 per cent if they received Newstart:

Treasury (2009, p. 111). But note that in the 10 years since this analysis was

published, Newstart has fallen relative to community living standards, because

it is benchmarked to inflation only: Daley et al (2019, p. 38).

58. Parliamentary Budget Office (2018).

59. Daley et al (2019, Figure 2.6).
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disability that prevents them from working have access to appropriate

benefits – regardless of their age.

Wealthier retirees may not be fully-insured against the financial

consequences of disability or caring responsibilities, since neither the

Disability Support Pension nor the Carer Payment will fully replace their

pre-retirement earnings. And high-income earners may have higher

medical costs, because they are more likely to take our private health

insurance and to be ineligible for a Commonwealth Seniors Health

Card. Yet super policy, and especially compulsory super, should not be

set to compel everyone to save more just so that a wealthier minority

can self-insure against these risks. Doing so would force low- and

middle-income earners to save more via super to insure against risks

already covered by the income support system. Instead relaxing the

Age Pension asset test taper may extend longevity risk cover to more

higher-income earners in retirement (Chapter 5).

1.5 Superannuation and age-based tax breaks remain excessive

Superannuation tax breaks mean that less tax is paid on super

savings than is paid on other forms of income. Super is taxed very

concessionally compared to other savings vehicles (Figure 1.4 on the

following page).60 And tax rates on super savings are often even lower

than shown in Figure 1.4 on the next page, which doesn’t take into

account the fact that earnings on super attract no tax after retirement.

Three previous Grattan Institute reports – Super tax targeting in 2015,61

A better super system in 2016,62 and What’s the best way to close the

gender gap in retirement incomes? in 201863 – recommended that tax

60. For a detailed discussion of the tax treatment of superannuation see: Daley et al

(2015, pp. 13–15).

61. Ibid.

62. Daley et al (2016b).

63. Coates (2018).

Figure 1.3: Changes to the Disability Support Pension have hurt people

near retirement the most

Share of Australians on each payment type by age group
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breaks for super contributions and earnings should be targeted more

tightly at their policy purpose. Half the benefits flow to the wealthiest

20 per cent of households, who already have enough resources to fund

their own retirement, are unlikely to qualify for an Age Pension, and

therefore do not need government support.64

Treasury projections in the consultation paper to the Retirement Income

Review show that the lifetime value of super tax breaks to high-income

earners remains much higher than the value of the Age Pension

for low-income earners, even after recent reforms.65 Although the

benchmark adopted by the consultation paper for measuring super tax

breaks has been contested, a comprehensive income tax benchmark

remains the most appropriate for assessing the budgetary cost and

distribution of super tax breaks (Box 1 on the following page). These

projections are likely to be conservative since they ignore post-tax

super contributions, which are largely made by high-income earners,

boosting the super earnings tax breaks they receive.66

Some commentators argue that super should be taxed consistent

with an expenditure tax benchmark where the return to saving is

tax-exempt,67 and suggest that the current tax treatment approximates

an expenditure tax treatment over the lifecycle.68

Yet the case for an expenditure tax treatment of savings is contested.

For example, the UK’s Mirrlees tax review concluded that to avoid bias

64. Daley et al (2015).

65. Australian Government (2019, Figure 4).

66. Different assumptions about life expectancy, drawdown and discount rates can

generate much higher estimates of the lifetime benefits of super. Assuming

a lower discount rate than 5 per cent boosts the net present value of both

government support provided to low-income earners via the Age Pension, and

earnings tax breaks for high-income earners.

67. For example, see: Keating and Podger (2020) and Carling (2020).

68. Keating and Podger (2020, p. 10). Although this conclusion is likely to depend on

the assumptions adopted.

Figure 1.4: Tax rates on earnings from savings through superannuation

are lower than on other savings vehicles

Real effective marginal tax rate on long-term savings vehicles, per cent

-50%

-25%

0%

25%

50%

75%

100%

Super
(pre-tax)

Super
(post-tax)

Own
home

Domestic
equities

Foreign
equities

Rental
property

Term
deposit

19% ($18,200 - $37,000)

32.5% ($37,000 - $80,000)

37% ($80,000 - $180,000)

45% ($180,000+)

Personal income tax bracket:

Notes: Effective marginal tax rates are presented relative to a pre-paid expenditure tax

(i.e. TEE) benchmark. This approach is consistent with the approach to calculating real

effective marginal tax rate rates adopted in the Henry Tax Review. For further details of

the approach see: Daley et al (2015, Figure 2.3).

Source: Daley et al (ibid, Figure 2.3).

Grattan Institute 2020 16



Balancing act: managing the trade-offs in retirement incomes policy

against savings, the normal return to savings should be untaxed.69 Yet

other recent analyses have concluded that even the normal return to

savings should be taxed, albeit at a lower tax rate than other income.70

While taxes on the income from savings theoretically reduce the

incentives to save, there is little evidence that actual savings rates are

much affected by tax rates. Most studies have found that tax incentives

for retirement savings have little effect on the total amount saved.71

Arguably, the fact that people tend to save almost the same amount

irrespective of the tax rate on savings means that savings should be

taxed more. After all, if government collects less tax revenue from

superannuation it must choose between reducing expenditures, raising

other more economically-distorting taxes, or borrowing to fund the

same provision of public services.

1.6 Too few Australians draw down on their savings in

retirement

Most retirees could afford to spend substantially more than they do,

and choose not to do so. Not only do most retirees not draw down on

their savings, many are net savers through much of their retirement.

Most retirees never spend a large part of the savings that they have on

69. Mirrlees et al (2011, p. 284). Taxes on the income from savings reduce the

incentives to save. By taxing the returns to saving, income taxes make future

consumption more ‘expensive’, since people will have less than otherwise to

consume in the future if they save a dollar today. By definition, taxes on savings

lead to consumption choices that differ from the choices people would prefer to

make in the absence of taxation.

70. Banks and Diamond (2010). The authors point to evidence of a positive correlation

between individuals’ earnings capacity and their willingness and ability to smooth

consumption over their lifetime by savings, as well as greater uncertainty about

lifetime earnings for those with low earning capacity.

71. Instead those with higher incomes, and older savers, tend to switch their savings

into whichever investment vehicle pays the least tax. Daley et al (2015, Figure

2.4).

Box 1: Measuring the value and cost of super tax breaks

The value of superannuation tax breaks, and their distribution

among taxpayers, is traditionally measured against a compre-

hensive income tax (‘TTE’) benchmark.a Some argue that an

expenditure tax approach – where no tax is paid on income from

savings – is a desirable structural feature of the tax system, and

so the cost of super tax breaks should be measured against this

benchmark.b However, arguments about the best policy for taxing

savings should not be confused with questions about how to

measure their cost. The income tax benchmark remains the best

measure of how much tax breaks cost. In the absence of super,

savings would be taxed under this regime.c

Treasury has estimated that Australia’s superannuation tax breaks

still cost $10 billion in foregone tax revenue when compared

against a pre-paid expenditure tax (TEE) benchmark, which is

recognised as a generous tax treatment for taxing savings.d

Treasury now also estimates the ‘revenue gain’ from abolishing

super tax breaks, which takes into account behavioural change.

If superannuation tax breaks were abolished, some people would

move super savings into vehicles that pay less tax than marginal

income tax rates. However, the revenue loss from tax breaks on

super contributions is largely unaffected by behaviour change:

there aren’t many ways outside of super for taxpayers to reduce

the tax payable on principal invested.

a. Treasury (2020) estimates the ‘tax expenditures’ from super tax breaks by

comparing the tax paid on contributions and earnings against the tax that

would be payable if they were taxed at marginal rates of income tax.

b. Carling (2020) and Keating and Podger (2020).

c. Daley et al (2015, p. 25).

d. Treasury (2013b). See also: Treasury (2013a, p. 15).
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the day they retire. Many retirees seem reluctant to draw down on their

capital, and instead live solely on the income their savings generate.

Grattan’s 2018 report, Money in retirement, showed that retirees

typically maintain their non-housing wealth through their retirement.72

These findings are consistent with a range of other studies that also

show that many pensioners don’t draw down on their retirement

savings. Australian Government data show that less than half of all

pensioners draw down on their assets, and more than 40 per cent are

net savers.73 A recent study found that at death the median pensioner

still had 90 per cent of their wealth as first observed.74 Another

study found that many Australian retired households – pensioners or

otherwise – do not spend down much of their financial wealth as they

age.75 And the Productivity Commission found that people aged 75-79

had a higher net worth on average than people aged 50-54.76

It is difficult to disentangle the many reasons retirees don’t spend down

their savings. Some retirees might be concerned about longevity risk.

But the effect of longevity risk on retirees’ savings behaviour appears

overstated.77 One survey of people nearing retirement found that

‘enjoying the best possible lifestyle while I am able to’ is the number

72. Daley et al (2018b, Figure 3.8). This is true for high- and low-wealth households:

the bottom third by wealth of the cohort born in 1930-34 increased their

non-housing wealth from $68,000 in 2005 to $122,000 in 2015.

73. Morrison (2015a). About 45 per cent of pensioners were net savers in the first five

years of receiving the Age Pension, while 43 per cent drew down on their savings.

In the final five years of receiving the pension, 43 per cent of pensioners were still

net savers, while just a third drew down on their savings.

74. Asher et al (2017) find that age pensioners preserve financial and residential

wealth and leave substantial bequests. While younger, wealthier retirees tend

to draw down on their savings, and some households do draw down heavily,

particularly after a divorce, most pensioners are net savers later in life.

75. Spicer et al (2015).

76. Productivity Commission (2015a).

77. For example, Alonso-Garcia et al (2017b) find that actual exposure to longevity

risks does not affect motives to spend and save in retirement.

one concern when considering spending in retirement.78 The Age

Pension provides close to full insurance against longevity risk for

low-income retirees, and substantial, albeit incomplete, insurance

for medium-income retirees, who can expect to receive at least a

part-pension for most of their retirement years. Yet retirees of all

incomes tend to save more as they age.79 And demand for financial

products that insure against longevity risk – such as annuities –

remains very low in Australia.80

Other motives, such as concern about potential future health and aged

care costs, appear to be important drivers of precautionary saving by

retirees.81 In the US and UK, where many must fund their own aged

care, retirees do not draw down much on their wealth.82 In contrast,

retirees draw down on retirement savings much faster in countries

with low out-of-pocket medical and aged care costs, such as Sweden,

Norway, Denmark, Germany, and Austria, where the median person

aged 86-90 has only 21 per cent of the net wealth of younger retirees.83

Australia’s aged care system exacerbates these issues since

accommodation costs in residential aged care are mostly funded by

78. Participants in this study also ranked ‘To ensure my savings last my entire lifetime’

as an important factor in superannuation spending, but did not separate out these

longevity risks from aged care costs. Hobman and Reeson (2018).

79. Grattan analysis of ABS (multiple years-c).

80. Productivity Commission (2015a, p. 97). Low take-up of annuities reflects a variety

of factors: annuities are less flexible than account-based pensions, especially in

dealing with unexpected health costs; many retirees want to provide a bequest;

annuities have been unfavourably taxed until recently; and the Age Pension is a

viable alternative for many, particularly late in retirement.

81. Alonso-Garcia et al (2017a).

82. Love et al (2009); Banks et al (1998); Van Ooijen et al (2015). While the UK

publicly funds health insurance via the National Health Service, not all aged-care

costs are covered (Nakajima and Telyukova (2013)).

83. Nakajima and Telyukova (ibid). More recent research on draw down behaviour in

the Netherlands finds slow drawdown of wealth during retirement. Alonso-Garcia

et al (2017a).
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aged care bonds.84 These bonds are likely to be particularly salient to

retirees, and often act as a de-facto guaranteed bequest since aged

care facilities typically return the value of the bond to the estate when

the aged care resident dies. Recent reforms have reduced the share

of accommodation costs paid by bonds.85 This may reduce retirees’

motives in future to save in retirement. In addition, Australia’s legislated

minimum draw down rates from superannuation in retirement may

‘anchor’ retirees’ expectations about how much they should spend.86

At these rates, most retirees would leave very large legacies.

1.7 Housing is an increasingly unstable pillar

Most Australians own their own homes – both in retirement and

beforehand. Home ownership has traditionally been a substantial

pillar of Australia’s retirement incomes system. But worsening housing

affordability and lower rates of home-ownership now present big

challenges to the retirement incomes system.

1.7.1 Fewer retirees will own a home in future

Owning a home increasingly depends on who your parents are, a big

change from 35 years ago when home-ownership rates were high for

84. In 2015-16, 52 per cent of all bond-paying new residents paid by lump sum only,

while 22 per cent paid by periodic payments, and 26 per cent by a combination of

the two (Tune (2017, p. 98)).

85. Ibid (p. 97).

86. Retirees must pay tax on the earnings of a superannuation fund if they do not

withdraw at least the legislated minimum each year. Hobman and Reeson (2018)

find that people aged 55 to 74 who were advised of minimum drawdown rates

reduced their intended drawdown from superannuation by 1 percentage point. In

contrast, they did not reduce their intended drawdown when researchers focused

them on the value of precautionary savings, or presented them with a scenario

with children who were potential recipients of a bequest. Alonso-Garcia et al

(2017b) use an online experiment of retirement saving and spending decisions

in Australia and the Netherlands to show that drawdown behaviour is influenced by

legislated minimum drawdown rates for account-based pensions.

all levels of income.87 Home-ownership is falling among younger and

lower-income Australians. As these cohorts age, it is likely that fewer

older Australians will own their own home. Between 1981 and 2016,

home-ownership rates among 25-34 year-olds fell from more than

60 per cent to 45 per cent, and to 22 per cent for the bottom quintile

of income earners.88 Home-ownership has also fallen for middle-age

Australians. Grattan has previously projected that the share of over-65s

who own their home could fall from 76 per cent today to 70 per cent

by 2036, 64 per cent by 2046, and 57 per cent by 2056.89 Updated

projections will be released shortly to better account for temporary

migrants who don’t own homes but are less likely to remain in Australia,

and to sensitivity-test for home-ownership catch-up among younger

cohorts as they approach retirement.90

Falling home ownership is likely to increase inequality of incomes in

retirement. Future retirees who rent are still likely to replace their pre-

retirement living standards (Chapter 4). But more retirees are likely to

be financially stressed if they rent, or to suffer poverty, particularly if

Rent Assistance does not keep pace with future increases in rents paid

by low-income renters (Chapter 5).

Fewer retirees in future will be in social housing. In the past, more than

half of retirees who rented did so from housing authorities. In recent

years that proportion has fallen to less than 40 per cent.91 Just 11 per

cent of all households that rent are in public and social housing.92

87. Daley et al (2018a, Figure 4.3).

88. Ibid (p. 70).

89. Grattan analysis of ABS (2006), ABS (2016) and ABS (2013). Assumes home-

ownership rates of younger cohorts continue to rise in line with past increases as

households age, but recognising that a smaller share of Australians aged 25-44

own their homes today than in the past. We project home-ownership rates to fall

by 18 percentage points over the 40 years to 2056.

90. See McDonald (2019) and Chomik and Yan (2019) for discussion of these factors.

91. Eslake (2017, p. 13).

92. Grattan analysis of ABS (2017a).
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Social housing subsidises housing more than Commonwealth Rent

Assistance.93 So retirees who don’t own their home are more likely

to feel the pinch in future. Measures to boost the incomes of retirees

should focus on those who rent privately.94

1.7.2 Australians are spending more of their lifetime incomes on

housing

Australians who purchase a home are spending more of their lifetime

income to accumulate more valuable homes, either by paying down

larger mortgages during their working lives, or using some of their

retirement savings to pay off any remaining mortgage at retirement.95

House prices have outstripped growth in incomes. Median prices have

increased from about four times median incomes in the early 1990s,

to five times in the early 2000s, to more than seven today (and more

than eight in Sydney) (Figure 1.5).96 While rising house prices may be

offset in part by lower interest rates, younger Australians are typically

spending about 25 per cent more of their disposable income servicing

their mortgage, compared to equivalent home purchasers 30 years

ago.97

These trends drive the rising share of Australians approaching

retirement with a mortgage, as well as using their super to pay off the

balance at retirement.98 Some may argue that the fact an increasing

93. For example, people living in public housing in Victoria are about $2,500 per

household better off than if they paid market rent and received Commonwealth

Rent Assistance (Productivity Commission (2018a, p. 177)).

94. Making housing more affordable will help. See Daley et al (2018a).

95. Daley et al (ibid, Figure 4.9).

96. Daley et al (ibid, p. 16).

97. A homebuyer purchasing the average house in 1990 spent less of their income

paying it off as the years went by given rising wages and falling interest rates. A

home-buyer today is likely to continue to spend a large proportion of their income

on the mortgage for many years (Daley et al (ibid, Figure 2.10)).

98. Coates (2019b, p. 19).

number of Australians are retiring with larger mortgages means

Australians should be compelled to save more to preserve their living

standards in retirement. Yet when housing is accounting for a larger

share of Australians’ lifetime incomes there is no reason to expect

higher housing costs to only affect living standards in retirement, not

beforehand. This would be inconsistent with the objective of lifetime

consumption smoothing. Unless Australians are willing to draw on their

home equity in retirement, rising house prices mean Australians will be

left with lower living standards both while working and in retirement.

Yet few retirees draw down the value of their home to fund their

retirement, either by downsizing,99 or by borrowing against home

equity. That will need to change. Government policy should continue

to encourage retirees to draw down on the equity of their home to

help fund their retirement. The recent expansion of the Pension Loans

Scheme is a step in the right direction.100

The rest of this paper assesses the adequacy of Australians’ retirement

incomes, and shows what policy changes are needed to ensure all

Australians enjoy a comfortable retirement.

99. Daley and Coates (2017a).

100. The Pension Loans Scheme provides an additional income stream for pensioners

by allowing them to borrow against the value of their homes. The loan must be

repaid upon the sale of the home. Productivity Commission (2015c, p. 28) and

Treasury (2018b, p. 175).
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Figure 1.5: Rising house prices mean Australians are spending more of

their lifetime income paying off the home

Ratio of median dwelling price to median annual gross household income
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Figure 1.6: Home ownership is falling particularly fast for younger,

poorer Australians
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2 Does Australia’s retirement incomes system prevent poverty in retirement?

As outlined in Chapter 1, the first priority of Australia’s retirement

incomes system should be to alleviate poverty. The system should

provide a minimum, adequate standard of living for people unable to

fund their own retirement. The income support system, specifically the

Age Pension (and Rent Assistance for renting retirees), is the best tool

to achieve this objective.

This chapter canvasses the various approaches to evaluating whether

retirees are suffering poverty in retirement. And it examines whether

the Age Pension (and Rent Assistance) is currently sufficient.

Most ways of measuring poverty suggest that the Age Pension provides

a modest, but adequate, level of income in retirement for people with

little wealth. While some measures suggest old-age poverty is high in

Australia, poverty is much lower once high rates of home ownership

and the considerable wealth of many asset-rich, income-poor retirees

are taken into account. These findings accord with the very low rates of

financial stress reported by retired Australians, including home-owning

retirees on the maximum Age Pension.

However, retirees who rent are suffering high rates of poverty and

financial stress, as are younger renters who are likely to rent in

retirement in the future. A growing number of older Australians are at

risk of becoming homeless, particularly older women. These findings

suggest that boosting Rent Assistance should be the priority to ensure

Australians do not suffer poverty in retirement.

2.1 There are a number of ways to measure poverty in retirement

Minimum budget standards measure whether older Australians are

living in poverty. Budget standards reflect community perceptions of

Figure 2.1: Poverty rates in Australia vary a lot depending on the

measure chosen

Share of 65+ households in poverty by benchmark adopted, 2017-18
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Coates and Chen (2019) for an explanation of the differences between OECD poverty

standards. Original Low Cost Budget Standard (LCBS) updated to 2018$ using growth

in total adult earnings. Private renter LCBS created consistent with Saunders et al

(1998)).

Source: Grattan analysis of ABS (2019a), Melbourne Institute (2019) and Saunders et

al (1998).
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what constitutes poverty.101 Relative measures of income poverty, such

as those produced by the OECD, evaluate poverty relative to the living

standards enjoyed by Australians as a whole. The full Age Pension,

with related supplements, is above most minimum budget standards

according to most definitions.

2.1.1 Low Cost Budget Standards

Low Cost Budget Standards calculate the cost of a list of products that

every Australian ought to be able to buy. The most prominent minimum

budget standards in Australia are the Low Cost Budget Standards

produced by the UNSW Social Policy Research Centre for Age Pension

households.102 These standards are designed to ‘allow social and

economic participation consistent with community standards and [to]

enable the individual to fulfil community expectations in the workplace,

at home and in the community’.103

Low Cost Budget Standards have been defined for single and couple

pensioner households who are homeowners, public renters, or

private renters. The maximum Age Pension, supplements, and Rent

Assistance (applicable only to private renters) are greater than the Low

Cost Budget Standards for all types of retired households (Figure 2.3

on page 26).104

101. Harmer (2009, p. xiii).

102. The Commonwealth Department of Social Security (DSS) commissioned this

work. See Saunders et al (1998). More recently, Saunders and Bedford (2017)

developed a new set of ‘healthy living’ standards for unemployed and low-income

working-age households, but following consultation with the authors these

standards were deemed to not be appropriate for retirees.

103. Saunders et al (1998, p. v).

104. Daley et al (2018b, p. 37).

However, rental costs vary substantially depending on location. Many

private renters in Sydney and Melbourne are likely to have living

standards below the Low Cost Budget Standards.105

2.1.2 The Henderson Poverty Line

Another minimum standard often used in Australia is the Henderson

Poverty Line, established by the Henderson poverty inquiry in 1973.106

It set a minimum standard of disposable income for a family with two

adults and two dependent children. Based on this standard, it also set

benchmarks for other family types. The benchmark for a couple with

the head not in the workforce was set in 1973 at $38.84 per week.

This has since been updated to maintain parity with growth in per

capita household disposable income. In June 2019 the benchmark

for a couple with the head not in the workforce was set at $608.53 per

week (or $31,643 per year).107 The maximum rate of the Age Pension

remains above the Henderson Poverty Line for both single and couple

retirees.

But the Henderson Poverty Line is an imperfect measure of a minimum

standard of living, particularly for pensioners. It ignores accumulated

wealth, which tends to be much higher for low-income pensioners than

low-income working-age households. If part-pensioners do not draw

down their wealth, they may be regarded as being in poverty under this

standard, even though they have significant financial assets available to

spend.

The standard also ignores the fact that four in five Australian

households over the age of 65 own their own homes.108 Even among

105. Rental stress tends to be higher, and is increasing faster, for low-income

households in capital cities: Daley et al (2018a, pp. 26–27).

106. Melbourne Institute (2019).

107. Melbourne Institute (ibid). Includes housing costs.

108. Daley et al (2018a, p. 71).
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the lowest-income quintile of seniors, home-ownership rates are above

70 per cent.109 Home ownership provides them with big benefits: they

have somewhere to live without paying rent, and they are insulated

from rising housing costs. The benefits that a house provides to its

owner-occupier – which economists call imputed rents – are worth

more than $21,000 a year to the median household aged 65 or older,

roughly the same value as the maximum-rate Age Pension.110

2.1.3 OECD income poverty

Another common measure of poverty in retirement in Australia is the

proportion of households with disposable incomes less than half of the

median disposable income of all Australians.

Some advocate increasing the Age Pension111 on the basis of OECD

research using this measure, which finds that 26 per cent of Australians

aged 65 and older suffered income poverty in 2013, compared to 13

per cent across all OECD countries.112

But there are a number of problems with the OECD measure. It does

not take into account drawdowns on savings outside super, and does

not adequately account for housing costs. And like other poverty

benchmarks, small changes in income can produce radically different

rates of poverty.

Old-age poverty in Australia under the OECD’s relative measure

is extremely volatile from year to year, because the Australian Age

Pension sits right on the edge of the OECD’s poverty benchmark.

For example, old-age poverty in Australia apparently fell sharply from

109. Grattan analysis of ABS (2016). Home-ownership rates are above 80 per cent for

all other income quintiles of over-65 households, rising to 90 per cent among the

wealthiest 20 per cent.

110. Grattan analysis of ABS (2019a).

111. W. Smith and Hetherington (2016).

112. OECD (2017a).

Figure 2.2: Australia’s Age Pension is higher than the safety net benefits

in many other OECD countries

Value of basic and targeted pension benefits, per cent of economy-wide

average full-time earnings
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22 per cent in 2011 to 12 per cent in 2018.113 But the big apparent

shift merely reflected the maximum rate of the Age Pension (including

related supplements) oscillating around the benchmark of 50 per cent

of median incomes.114 The minimum pension in many other countries

is much lower (Figure 2.2 on the previous page) – and in some is

available only to people who have been employed for most of the time

while they were of working age. As a result, Australia has far fewer

retirees in severe poverty whose income is much less than the OECD’s

benchmarks.115

This clustering close to the benchmark also means that outcomes

on the measure depend a lot on somewhat arbitrary definitions. For

example, the apparent poverty rate in 2017-18 changes from 14 per

cent to 25 per cent,116 depending on how households with different

family sizes are compared.117

Even then, the income poverty measure can be misleading. The 14

per cent of senior Australians classified as living in poverty on the

ABS preferred definition are often people of significant means who

are ineligible to receive a maximum-rate Age Pension and whose

113. ACOSS (2016) and ACOSS (2018a, p. 21). ACOSS uses the ABS preferred

measure of equivalisation: see Footnote 117 on this page.

114. OECD (2017b).

115. Analysis by Professor Peter Whiteford of ANU found that Australia has a large

proportion of people identified as in poverty who are just below the OECD relative

poverty line, whereas poor retirees in other countries are more likely to be far

below the line. See: CSRI (2016).

116. Grattan analysis of ABS (2019a).

117. According to the ABS preferred definition of equivalisation, previously used by

the OECD, households are ‘equivalent’ if they expend 0.5 times more for every

extra adult and 0.3 times more for every child under 15 than a single household.

According to the new OECD definition, households are ‘equivalent’ if a household

of n members expends
√

n times as much as a single household. The choice of

benchmark relative to median incomes is also arbitrary, but the most commonly

used benchmark is 50 per cent of equivalised median disposable income.

drawdowns of existing savings are not counted as income.118 More

than half of over-65s classified as living in poverty in 2017-18 based

on the ABS preferred definition were among the wealthiest half of all

retirees.119

Like the Henderson Poverty Line, a relative poverty measure based

on disposable incomes tends to overstate poverty in old age because

it ignores the fact that housing costs are low for the many Australian

retirees who own their own homes.120 One study found that Australia’s

old-age poverty rate in 2015-16 was 24 per cent before housing costs

(the third worst in the OECD), but only 10-to-14 per cent after housing

costs (around the OECD average).121 Similarly, the Harmer Pension

Review found that while 47 per cent of single people aged over 65 in

2005-06 were living in ‘income poverty’, just 7 per cent were living in

‘income poverty’ after taking account of housing costs.122

Consequently, both the Henderson Poverty Line and the OECD

measures of relative poverty are imperfect guides to the adequacy of

retirement incomes for low-income Australians. As the Harmer Pension

Review concluded, neither of these measures is ‘a particularly robust

measure of well-being’.123

118. Drawdowns on assets other than super are not captured as income by the

ABS. Earnings (i.e. interest and dividends) on these assets are included in the

definition of income, but many retirees earn low returns on their assets, especially

when held in term deposits. Drawdowns on super are counted as income – an

historical hangover from a time when most super was paid out as defined benefit

pensions.

119. Grattan analysis of ABS (2019a). Results are similar when ranking retirees by net

wealth or financial wealth only (excluding owner-occupied housing, vehicles, or

personal effects). See also: Coates and Chen (2019).

120. For a similar conclusion, see Chomik and Piggott (2016, p. 18).

121. Chomik et al (2018, p. 23), using the new OECD measure.

122. Harmer (2009, p. 35).

123. Ibid (p. 34).
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There are several ways of setting the threshold for an adequate

income. The Age Pension, together with other payments that retirees

can receive, exceeds most of these adequacy thresholds (Figure 2.3).

While some measures suggest old-age poverty is high in Australia,

poverty is much lower once high rates of home ownership and the

considerable wealth of many asset-rich, income-poor retirees are

taken into account (Figure 2.3). Similarly, the Harmer Pension Review

concluded that the maximum rate of the Age Pension is ‘broadly

adequate’.124 The Henry Review also concluded that the Age Pension

provides a sufficient safety net for living standards in retirement.125

These findings accord with the very low rates of financial stress and

high degree of financial satisfaction reported by retired Australians,

especially those who own their own homes.126 In fact, rates of financial

stress among retirees whose main source of income is the Age

Pension are lower than for working-age Australians in paid work

(Figure 4.1 on page 53).

2.2 Renters are at much greater risk of poverty in retirement

While few pensioners overall appear to be suffering financial stress,

many pensioners in private rental housing are struggling. Rates of

financial stress among renting pensioners are much higher than

among homeowners (Figure 2.5). This is not surprising – renters

typically have lower incomes. Rental stress has increased slightly for

124. The Harmer Pension Review found that pensioner couples had incomes

above the stipulated Low Cost Budget Standards for all three tenure types of

households in 2008 (homeowners, private renters, and public renters). But single

age-pensioners had incomes below the budget standards, with the exception

of single public renters whose pension (including the Seniors bonus) was just

above the budget standard (Harmer (2009, pp. 33–34)). Partly in response, the

maximum payment for singles was increased by $30 a week in September 2009

(Daniels (2011)).

125. Henry (2009a, p. 1).

126. Daley et al (2018b, pp. 26–27).

Figure 2.3: The Age Pension appears adequate compared to almost all

poverty benchmarks

Standards and poverty lines relative to Pension and Rent Assistance, 2017-18
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Notes: See notes to Figure 2.1 on page 22 for an explanation of low cost poverty

standards and OECD poverty benchmarks. For owner healthy living standard and

OECD benchmarks, the relevant welfare payment is Pension + supplements. For renter

healthy living standard and the Henderson Poverty Line, the relevant welfare payment

also includes Commonwealth Rent Assistance.

Source: Grattan analysis of ABS (2019a), ABS (2019c), Melbourne Institute (2019),

Services Australia (2020a), Services Australia (2020b) and Saunders et al (1998).
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renting pensioner households, particularly in the capital cities.127 The

proportion of renting pensioner households spending more than 30

per cent of their gross income on rent increased from 40 per cent in

2007-08 to 44 per cent in 2017-18.128

A more reliable measure of poverty for retirees, especially renters, is

income poverty after housing. This is the proportion of households

that have less than half the median disposable income once housing

is taken into account. To account for housing, this measure uses

a standard ABS estimate of the value home-owners get from not

having to pay rent. The measure raises the income of home-owners

significantly, while exposing the tough economic circumstances faced

by many renters.129

On this measure, about 10 per cent of Australians aged 65 and older

live in poverty after taking account of their housing costs, but results

vary wildly by housing tenure. About 60 per cent of retired Australians

who rent and live alone are in poverty after housing costs. In contrast

to less than 10 per cent of retired homeowners without a mortgage

(Figure 2.4).130

The National Shelter Rental Affordability Index found that private

rentals were ‘severely’ or ‘extremely’ unaffordable across all of Sydney

127. Daley et al (2018a, pp. 26–27).

128. Includes pensioners renting from state housing agencies (ABS 2019a).

129. To calculate the after-housing costs poverty threshold, ‘imputed rents’ (the

estimated market rent of an owner-occupied home) are first added to the incomes

of all homeowners. Half of the median of this broader income measure is then

taken, which gives the poverty threshold. Households with incomes, including

imputed rents where applicable, of less than this threshold are classed as being

in after-housing costs relative income poverty.

130. Of course this measure is not perfect either. Of the 10 per cent of Australians

aged over 65 who are in poverty after housing, 38 per cent of singles and 53 per

cent of couples are not among the poorest 40 per cent of that age group by net

wealth. ABS (2019a).

Figure 2.4: Nearly half of renting pensioners are in poverty after housing

costs are taken into account

Old-age poverty rate after including imputed rent, ages 65+, 2017-18
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Note: Poverty rate is the proportion of people aged 65+ who have equivalised

disposable household income (plus imputed rent) below 50 per cent of the

population-wide median.

Source: Chomik and Yan (2019, p. 48).
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and Melbourne, for single or couple pensioners.131 In most cases the

pensioner couple would need to spend at least 38 per cent of their total

income on rent to secure housing in Sydney or Melbourne, and a single

pensioner would typically need to spend at least 60 per cent.

Rental stress among pensioners in the private rental market has

worsened for a number of reasons. First, Commonwealth Rent

Assistance, which provides financial support to low-income renters,

is indexed to CPI, and so it fell behind private market rents which rose

roughly in line with wages.132 Second, rents actually paid by low-income

earners grew significantly faster than average rents.133 Third, the

stock of lower-rent social housing did not keep pace with population

growth.134

If current trends continue, a greater proportion of people reaching

retirement age will be renting – and more of them will depend on the

private rental market rather than social and public housing. More

households are under rental stress,135 and these rates are likely to

rise among retirees in future as fewer Australians own their homes

(Figure 1.6 on page 21). Rates of homelessness are already on the

rise among older Australians, including older women.136

131. Based on a single pensioner earning $27,856 a year seeking a one-bedroom

dwelling, and a pensioner couple earning $47,970 a year seeking a two-bedroom

dwelling. Housing is deemed ‘unaffordable’ where rents exceed 30 per cent of

total income, ‘severely unaffordable’ where rents exceed 38 per cent of total

income, and ‘extremely unaffordable’ where rents exceed 60 per cent of total

income: SGS Economics & Planning et al (2019).

132. Daley et al (2018a, p. 25).

133. Productivity Commission (2018b, figure 6.1); and Daley et al (2018b, p. 76).

134. Daley et al (2018a, p. 62).

135. Ibid (p. 28).

136. Although rates of homelessness remain far higher among younger Australians.

People aged 19-34 accounted for about two-thirds of the increase in

homelessness in Australia over the five years to 2016. Chivers and Coates

(2019).

Figure 2.5: Renting pensioners are under more stress than home-owning

retirees – but less than others

Percentage of households facing at least one financial stress, 2015-2016
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Notes: Financial stress is defined as whether, due to a money shortage, a household:

1) skipped meals; 2) did not heat their home; 3) failed to pay gas, electricity, or

telephone bills on time; or 4) failed to pay registration insurance on time. ‘Pension’

includes everyone over the age of 65 who receives social assistance benefits in cash

of more than $100 per week. ‘Welfare’ includes people who receive more than $100

per week from a disability support pension, carer payment, unemployment or student

allowance, or other government pension. Financial stress can also be measured

by asking whether households cannot afford goods and services that other survey

participants evaluate as ‘essential’, as analysed in Saunders and Wong (2011), which

produces similar relativities between the categories.

Source: Grattan analysis of ABS (2017a).
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Home-owning retirees receive a significant financial windfall because

most of the value of their home is effectively excluded from the Age

Pension assets test (Chapter 5).137 For pensioners who don’t own

their own home, Rent Assistance is a fortnightly payment that can help

bridge the gap.

The maximum Rent Assistance payment is indexed in line with CPI, but

rents have been growing faster than CPI over the long term. Between

June 2003 and June 2019, CPI increased by about 46 per cent,

while average (quality adjusted) rents increased by about 65 per cent

(Figure 2.6).

The Age Pension is sufficient for most retirees to have an income above

most measures of poverty. But it is not sufficient for renter households.

Commonwealth Rent Assistance should be increased by about 40 per

cent, to overcome its decline relative to average rents over the past

two decades. This would be the most targeted way to alleviate poverty

among retirees.

137. Owner occupied housing is also exempt from capital gains tax and imputed rents

are not taxable in Australia.

Figure 2.6: Rents have risen faster than Rent Assistance

Increase in actual rents paid, quality-adjusted rents, and Rent Assistance

since 1995
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Source: Productivity Commission (2019).
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3 How should we assess retirement adequacy for middle-income earners?

A core objective of Australia’s retirement incomes system is to ensure

that most Australians enjoy a similar living standard in retirement

as they enjoyed while working (also known as lifetime consumption

smoothing).

As noted in Chapter 1, assessments of whether Australia’s retirement

incomes system is helping Australians to smooth their lifetime

consumption should focus on the typical, or ‘average’ worker.138

Modelling should also consider how retirement incomes will vary

across the population, such as due to broken work histories. But

such modelling can’t ever be representative of the retirement incomes

achieved by all Australians. And no set of policies will produce the

best outcome for every person to whom they apply. Setting retirement

incomes policy for those Australians who would otherwise not replace

their pre-retirement living standards would mean forcing everyone else

to save more than they need, making a large number of Australians

worse off.

As with any modelling, projecting retirement incomes naturally involves

making assumptions: when will people retire; how long will they live;

and what living standard should they aim to sustain through their

retirement? The real test here is to make assumptions that best reflect

reality. Unlike much other work in this field, Grattan has spelt out our

assumptions in substantial detail and how alternative assumptions

change the results (Table 4.1 on page 62).

138. Recognising this challenge, the Australia’s Future Tax System Review

(Henry (2009b, p. 1)) suggested Superannuation Guarantee contributions be

‘benchmarked by reference to moderate potential replacement rates for retirees

with a full history of contribution at median to average earnings’.

3.1 Replacement rates are the best way to assess whether

retirement incomes will be adequate for most Australians

Choosing the right benchmark for retirement income adequacy is

important because retirement incomes policies are not costless. Policy

makers must balance the opportunity to consume while working, with

compulsory saving for retirement. Of course, benchmarks should

be tied to the objectives for the system – in particular, supporting

lifetime consumption smoothing and avoiding poverty, as discussed

in Section 1.2 on page 7.

Beyond avoiding poverty, replacement rates of pre-retirement earnings

should be the principal benchmark of assessing the adequacy of

retirement incomes. They help policy makers understand whether

Australians of varying incomes and work patterns will be able to smooth

consumption over their lifetime.

In contrast, budget standards apply a ‘one size fits all’ approach to

retirement planning. While useful for ensuring no Australians live in

poverty (Chapter 2), a single set of budget standards cannot be used

to assess retirement income adequacy for the majority of Australians.

In particular, the ‘comfortable’ retirement budget standards produced

by the Association of Superannuation Funds of Australia (ASFA) would,

if used as the basis for policy, require most Australians to save for a

higher living standard in retirement than most Australians enjoy while

working (Box 2 on page 32).139

139. ASFA also produces a ‘modest’ standard for retirement incomes. The original

designers of the standard from the UNSW described it as a ‘modest but

adequate’ standard, but ASFA now presents it as an income that is ‘only able

to afford fairly basic activities’. See: Daley et al (2018b, p. 37) and Rothman and

Bingham (2004, p. 8).
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If policy is set so that middle-income retirees all meet a single

comfortable standard then some will be forced to save for a standard of

living that is much higher than they ever had while working. Only 20 per

cent of singles and 40 per cent of couples spend more when working

than the ASFA comfortable standard (Figure 3.1 on the following page).

High-income earners will face the opposite problem: if they shoot for

the ASFA comfortable standard they will find their standard of living

declines in retirement.

The benefits of having a single budget standard for a ‘comfortable’

retirement is that individuals can apply a simple figure to their own

living situation.140 In contrast to replacement rates, which are often

too complex for individual savers to assess, budget standards are

often more tractable and can help people decide whether they want

to achieve a given savings level in retirement, fall short, or save more.

But budget standards such as the ASFA comfortable standard remain

an inappropriate benchmark for policy makers. And for individual

savers, budget standards would be more useful if they were tailored

to pre-retirement circumstances.

Formal measurement of replacement rates – for both current and future

retirees – can be supplemented by subjective or behavioural measures

of retirement adequacy. For example, surveys can tell us whether

retirees today feel comfortable financially – a subjective well-being

measure. Similarly, where retirees experience low rates of financial

140. ASFA’s calculations indicate that that a single person needs a lump sum of

$545,000 at retirement in order to enjoy the ‘comfortable’ standard in retirement,

or $640,000 in the case of couples. Yet ASFA uses an inflation rate of 2.75 per

cent (to reflect growth in nominal wages) in projecting forward the superannuation

balance required at retirement to achieve its comfortable retirement standards.

This overstates the balance required, since the nominal cost of maintaining the

ASFA retirement standard is likely to only grow at around CPI. Super Consumers

Australia (2020, pp. 8–9).

stress, especially compared to working-age Australians, we should be

confident that they are enjoying adequate retirement incomes.141

3.2 Retirement income modelling relies on assumptions

Modelling the retirement incomes that workers today will receive in

future inevitably involves making assumptions. And those assumptions

can be contested. The real test here is to make assumptions that best

reflect reality, and to make clear what assumptions really matter for

assessments of retirement income adequacy. This section outlines the

assumptions used in the Grattan Retirement Income Projector (GRIP),

why we’ve chosen them, and how important they are.142

The most important assumption in assessing adequacy is whether

incomes are expected to continue to rise in retirement in line with

141. Of course, spending behaviour can also reflect other concerns, such as longevity

risk – the risk that retirees may outlive their savings – or other unforeseen

spending needs. See Daley et al (2018b, Section 3.4).

142. The Grattan Retirement Income Projector (GRIP) is a ‘cameo’ model that takes

an individual who does not work between the age of 15 and 29, and begins

working at age 30 in 2015-16. It projects their income after they retire at age

67 until death at age 92, leaving their home and a small bequest. Since Money

In Retirement, GRIP has been updated in several ways. It now reflects new

tax rates as legislated in 2019. Reflecting declines in average super fees, fees

have been reduced from 1 per cent to 0.85 per cent of the total superannuation

balance. Annual fees have fallen from $320 to $74 in $2013-14, and insurance

from $360 to $214. Both fees are now indexed to wages rather than CPI. GRIP

now models that 80 per cent of any compulsory super increase comes from

wages, although the long term pass through is likely to be higher (Coates et al

(2020)). A 1 per cent decrease in wages as a result of any S.G. increase results

in a 0.57 per cent increase in Male Total Average Weekly Earnings used to index

the Age pension. down from 0.75 per cent previously. With these changes, our

baseline replacement rate figure for the median worker has fallen by only 1 per

cent from 91 to 90 per cent. To prevent ‘double counting’ of superannuation

contributions, GRIP subtracts salary sacrifice contributions from the employer

contributed amount when calculating the effective S.G. rate. For further details on

GRIP see Daley et al (2018b, Appendix C).
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Box 2: The ASFA ‘comfortable’ standard is an inappropriate retirement benchmark for most Australians

The retirement standards produced by the Association of Superannu-

ation Funds of Australia (ASFA) are often used to measure retirement

income adequacy. ASFA produces a ‘comfortable’ standard for both

single and couple retired households aged 65 and 85 that own their

homes outright. It updates these standards regularly to take account of

changes in consumer prices.a ASFA argues that at least 50 per cent of

retirees should achieve the ASFA ‘comfortable’ standard by 2050.b

But ASFA’s ‘comfortable’ standard is too high to be used as a

benchmark for the average Australian. The original designers of the

standard described it as ‘comfortable but affluent’, and designed it to

reflect a lifestyle typical for the top 20 per cent of retirees today.c So it is

unsurprising that ASFA’s ‘comfortable’ standard is more luxurious than

the living standard of most working-age households today (Figure 3.1).

ASFA has since defended the ‘comfortable’ standard on the basis that

it prescribes an expenditure level after housing costs in retirement

that is lower than the income after housing costs of median couple

households aged 55-64.d But this is a misleading comparison on three

levels: it includes the income of adult children; it compares expenditure

with income (ignoring the ‘cost’ of savings); and it ignores expenses on

children, which are higher for households aged 55-64 than for retirees.e

With average living standards before retirement lower than the

standard, the average household can only reach the ‘comfortable’

benchmark in retirement by living less than ‘comfortably’ before

retirement. As the Productivity Commission concluded: ‘It is no more

than an arbitrary benchmark that should be ignored in policymaking.’f

Figure 3.1: ASFA’s ‘comfortable’ retirement standard is more affluent

than most households enjoy either working or retired

Annual expenditure excluding housing, $2015-16
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Source: Daley et al (2018b, Figure 3.9).

a. ASFA also produces a ‘modest’ standard, which can ‘only [fund] basic family activities’. ASFA (2018a); see also Daley et al (2015).

b. ASFA (2020, p. 1).

c. Rothman and Bingham (2004, p. 8).

d. ASFA (2018a, p. 5).

e. For a more detailed discussion of these issues, see Daley et al (2018b, Section 3.5.1).

f. Productivity Commission (2018c, p. 228).
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wages. Grattan assumes that spending needs in retirement keep pace

only with inflation in prices. Even this is conservative, because actual

spending in retirement grows more slowly than this as retirees age

(Section 3.2.4 on page 38).

Other important assumptions, discussed in this section, include:

• What is the target replacement rate?

The target replacement rate is usually set as less than 100 per

cent of pre-retirement resources. People usually have lower needs

when they are retired compared to when they were working age –

they are usually paying less for housing, don’t have work-related

expenses, and have more time to do things for themselves. And

how should the target replacement rate vary for lifelong renters?

• What resources should be compared?

Replacement rates can compare pre- and post-retirement

expenditure, with or without housing costs; or they can compare

income, before or after tax.

• Over what period should resources be compared?

Replacement rates can compare income or expenditure over the

entire working life, the last five or ten years before retirement, or

the last year before retirement. And they can compare this with

average resources over the entirety of retirement, or the first five

years of retirement, or the first year of retirement.

• At what age should people retire?

Projections of replacement rates must assume the age at which

people retire. They can be calculated based on the actual age at

which people retire today, or the age at which people qualify for

the Age Pension today, and legislated changes to the Age Pension

age in the future.

• What assets should be taken into account?

Replacement rates can be calculated on the assumption that

only compulsory superannuation savings are used to support

retirement, or they can take account of other assets such as

voluntary super and non-super investments.

• How fast are savings spent in retirement?

Replacement rates must make an assumption about what

proportion of savings for retirement are spent each year. This

drawdown rate requires assumptions about how long savings

should continue to contribute resources, particularly if a person

outlives typical life expectancy.

• How are housing costs treated?

Home owners who have paid off their mortgage have much lower

housing costs in retirement than renters, who typically need a

higher replacement rate to maintain their living standards.

• Which households should reach the target?

In setting retirement standards, is the aim for every household to

meet a target replacement rate, or the median household, or some

other proportion of households? And should modelling focus on

adequacy for singles, couples or both?

• What proportion of compulsory super comes out of wages?

When compulsory super goes up, employers may pass all or part

of the cost on to workers in the form of lower wages. Modellers

must make an assumption about the super-wages trade-off.

The following sections set out the key modelling assumptions we

recommend in projecting replacement rates for future retirees.
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3.2.1 What is the right replacement rate?

Retirees need less income than when they were working to enjoy the

same standard of living.143 Yet the current Federal Government has not

nominated a retirement income benchmark.

In 2011, the then-Minister for Financial Services, Bill Shorten,

nominated a target replacement rate of between 65 per cent and

70 per cent of average earnings prior to retirement as the ‘winning

tape for adequate retirement’.144 In 2013, a Charter Group advising

the Treasurer and the Minister Assisting for Financial Services and

Superannuation, noted a replacement rate of between 60 per cent and

70 per cent of pre-retirement income was a common benchmark for an

adequate retirement.145

In this paper we use replacement rates of pre-retirement, disposable

income – that is, income after tax, and including government benefits

and draw down on savings. Ideally, we should be trying to replace

expenditure – not income. But expenditure is typically harder to

measure. And of course, the expenditure of future retirees is hard to

predict, because it depends on how fast they draw down their savings.

Consequently income is often used as a proxy for expenditure, and

the target replacement rate is adjusted to take into account typical

spending and savings patterns.146

143. Rothman and Bingham (2004, p. 6); and Chomik and Piggott (2016, p. 14).

144. Shorten (2011). Although not specified, it is likely that he was referring to a

replacement rate of 65-to-70 per cent of disposable income over the retiree’s

lifetime, and excluding non-super savings, deflated at CPI, because this was the

modelling approach adopted by the Australian Treasury at the time. For example,

see:Henry (2009a) and Rothman (2011).

145. Treasury (2013a, p. 21).

146. Even expenditure is not quite the same as consumption, because it does not

include free or subsidised government services (which are worth much more in

retirement), home production (such as cooking meals), and leisure. For a detailed

discussion see: Daley et al (2018b, p. 50).

Grattan uses a benchmark replacement rate of 70 per cent of

disposable income on the basis that most retirees own their own home,

are no longer saving (beyond compulsory super) for their retirement,

no longer incur expenses related to work, and substitute eating out for

eating more at home.147

Retirees can also benefit from discounts on rates, electricity, and

other services, and can use their free time to make other savings

such as holidaying during non-school-holiday periods. A 70 per cent

replacement rate benchmark has also been used by others, including

the OECD.148

While we use a 70 per cent replacement rate, there are good reasons

to also consider a lower figure. Most replacement rate targets were

created more than a decade ago, and Australians are now saving more

and spending much less of their income.149 And rising house prices

mean many Australians will be paying a larger share of their incomes

to service their mortgages than those currently approaching retirement,

despite lower interest rates than in the past, implying lower expenditure

on goods and services for a given income while working than that

enjoyed by previous generations (Section 1.7.2 on page 20).

Our benchmark replacement rate is measured by comparing

retirement to disposable income in the 5 years before retirement. But if

replacement rates are measured over full working life, including periods

where people are paying to bring up children, there is a case for using

an even lower replacement rate benchmark.150 Most working-age

Australians are still paying for the costs of children, whereas retirees

147. Retirees spend an average of 5 per cent of their incomes on housing (mainly

council rates), compared to 20-to-25 per cent on average for working-age

Australians (Figure 3.2 on page 36).

148. OECD (2012, p. 161).

149. Wood et al (2019, figure 4.5).

150. The OECD typically measures replacement rates in the first year of retirement

compared to the last year of working life.
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typically are not. In fact the spending of working-age Australians

starts to decline from the ages of 45-50 onwards as children begin to

leave home, declining by 15 per cent by ages 60-64 (Figure 3.11 on

page 47).151

Of course some retirees may prefer a higher replacement rate than

the 70 per cent target. Setting system defaults at a conservative level

will result in some people saving less than they might hope, but gives

flexibility for those who are especially worried about their retirement to

save more. After all, workers can currently do little about a compulsory

contribution rate that is set too high for them, but can add more if it is

set too low.152

The Review should establish a benchmark replacement rate for the

typical, or median worker, based on analysis of observed expenditure

patterns pre- and post-retirement, as well as self-assessments of

financial wellbeing and financial stress. Such a benchmark should

vary based on whether the retiree owns their own home, or will rent

in retirement.

Alternatively, different replacement rate benchmarks could be set for

low-, middle- and high-income earners. For example, the UK Pension

Commission in 2006 established a ‘sliding scale’ of replacement rates

ranging from 80 per cent of pre-retirement earnings for the lowest

earners, to two-thirds for average earners, and 50 per cent for the

highest earners.153 Yet in practice the combination of a minimum

adequacy standard in the form of the Age Pension, and a 70 per cent

replacement rate target for median to average earners, effectively

151. In contrast, disposable incomes continue to rise faster than inflation (Figure 3.12

on page 47).

152. See also Khemka and Warren (2020).

153. These replacement rates are based on gross income. Replacement rates based

on disposable income – such as those adopted in this report – would be higher.

Department of Work and Pensions (2006, p. 46).

creates a graduated replacement rate benchmark similar to that

adopted in the UK.

3.2.2 Replacement rates should be higher for renters

Housing costs are typically a household’s largest single expense, and

they can have a big impact on living standards in retirement. Implicit in

the choice of a 70 per cent replacement rate target is the assumption

that retirees will be home-owners.

Retirees who have paid off their mortgage spend much less on

housing (on average 5 per cent of disposable income) than working

home-owners or retired renters (25-to-30 per cent) (Figure 3.2 on

the next page).154 Consequently, a retiree who rents needs a higher

replacement rate to achieve the same living standard as a retiree who

owns their own home.

The right replacement rate for renters is about 90-to-100 per cent

of their pre-retirement income. Middle-income retirees who rent

spend about 33 per cent of their income on housing, 28 percentage

points more than homeowners without a mortgage (Figure 3.3). A

replacement rate of 100 per cent should therefore allow renters to enjoy

a similar living standard in retirement as a home-owning retiree on a

similar income enjoys with a replacement rate of 70 per cent. A higher

replacement rate may be required for renters if rents outpace wages in

coming decades.155 This underscores the importance of benchmarking

Commonwealth Rent Assistance to actual rents paid by low-income

Australians (Chapter 5).

Renters at the lower end of the income distribution tend to spend more

than 30 per cent of their income on rent. However the prime concern

154. The main housing costs for home-owners are council rates and insurance.

155. Quality-adjusted rents have typically tracked wages over the past 20 years. Daley

et al (2018a, Figure 2.12).
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Figure 3.2: Homeowners’ housing costs decline sharply as they

approach retirement

Median housing costs as a percentage of household disposable income by

age and tenure type, 2017-18
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Notes: Housing costs include mortgage interest and principal repayments and general

rates for homeowners, and rental payments for renters. Does not include imputed rent.

Source: Grattan analysis of ABS (2019a).

Figure 3.3: Lower-income private renters spend more on housing than

homeowners

Median housing costs as a percentage of household disposable income for

over 65s, 2011-17
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Excludes public and community sector renters. 2011,13,15 and 17 waves of survey

included to ensure a sufficient sample size. Fifth-quintile retiree renters excluded due

to sample size.

Source: Grattan analysis of ABS (multiple years).
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for low-income Australians is less whether they are smoothing their

lifetime consumption, and more whether they are in financial stress and

poverty, both in retirement and beforehand.156

Rents will also vary as a proportion of incomes across Australia.157 Yet

it is impractical to set different replacement rate benchmarks for renters

across different Australian regions.

3.2.3 Target household

Replacement rates will vary depending on people’s incomes. The

combination of a single rate of compulsory super and Australia’s

means-tested Age Pension means that people with lower incomes

will in general have higher replacement rates than the median income

earner. High-income earners will typically have lower replacement rates

than the median earner. It is generally accepted that the retirement

incomes system should not seek to fully replace the pre-retirement

living standard of the wealthiest Australians (Section 1.4.3 on page 11).

Retirement incomes policies, and compulsory super in particular,

should also be set so they are appropriate for most people. That means

balancing the trade-off between higher living standards when retired

against lower living standards when working. Inevitably, policies will not

produce the best outcome for every person to whom they apply.

Consistent with the objectives for superannuation set out in Chapter 1,

our approach aims for a 70 per cent replacement rate for home-owning

retirees, and 100 per cent for retirees who rent, for those on median to

average earnings.158 The typical worker earns about $58,000 a year,

156. Low-income renters that avoid poverty in retirement are likely to have

replacement rates well in excess of 100 per cent of their pre-retirement earnings.

157. Rents as a share of gross incomes for private renters vary from an average of 24

per cent in NSW to 16 per cent in the NT. Rent-to-income ratios are also higher in

major Australian cities than in regional areas. ABS (2019d, Table 12.4).

158. Grattan’s previous work targeted a replacement rate of 70 per cent for workers

earning up to the 80th percentile of earnings. See Daley et al (2018b, p. 58).

Figure 3.4: Retirees should expect their incomes to rise in line only with

inflation, not wages

Real (inflation adjusted) retiree spending as a proportion of their spending at

age 70
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Notes: Assumes annual real wages growth of 1 per cent. Stylized spending example

taken from Daley et al (2018b, p. 29).

Source: Grattan Retirement Income Projector.

rising to $78,000 for the typical full-time worker and $90,000 for the

average full-time worker, roughly equal to the average annual wage

of workers at the 70th percentile of workers captured in GRIP.159
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3.2.4 CPI vs wage deflation of retirement incomes

Retirement income modellers need to choose an index to compare the

value of a dollar before and after retirement.

Given a core objective of the retirement incomes system is lifetime

consumption smoothing (Section 1.2 on page 7),160 and the consumer

price index (CPI) measures the change in the cost of purchasing

a given basket of goods and services over time, prices should be

compared using CPI rather than a wage price index.

Some argue that replacement rates should use a wage price index

instead.161 This approach aims to ensure that retirees keep up with

living standards prevalent as they age.162 Because wages tend to

grow faster than inflation, these approaches effectively aim for higher

standards of living in retirement than during working age. They imply

that 90-year-olds will spend 22 per cent more than they did at age

70. Yet targeting a replacement rate indexed to wages will encourage

workers to save for a higher standard of living during retirement than

159. Coates and Cowgill (2019). Using OECD equivalence scales, the equivalent

income for couples would be up to $145,000 a year, or the 60th percentile of

unequivalised gross incomes among couple income units aged 25-54 years.

Grattan analysis of ABS (2019a).

160. Historically, Treasury has deflated future expenditures by CPI. See Rothman and

Bingham (2004, pp. 6–7), Henry (2009a, chart 4.1.) and Gallagher (2011, p. 4).

For example, in evidence to the Senate Select Committee on Superannuation

in 2002, then Treasury analyst Phil Gallagher noted that the appropriate way

to deflate expenditure for the purposes of calculating replacement rates is CPI

(Select Committee on Superannuation (2002)).

161. See Table 4.2 on page 64. ASFA’s ‘comfortable’ standard increases by wages

from the point of retirement until age 85, but the starting figure is adjusted on

an ad-hoc basis, and has been rising roughly with inflation over the past two

decades. The OECD deflates retirement incomes by wages, and assumes that

wages will grow 1.25 percentage points faster than consumer prices: OECD

(2017b, p. 100).

162. Clare (2008, p. 29); and OECD (2017b).

Figure 3.5: The choice of CPI or wage deflation of retirement incomes

makes a substantial difference to measured replacement rates

Annual disposable income in retirement as a share of last 5 years of working

life for a 30-year-old in 2015, deflated by CPI
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Source: Daley et al (ibid, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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their working life. Much of this money will never be spent, leading to

larger inheritances and worsening inter-generational inequality.

In contrast, CPI inflation is consistent with retirees determining a

living standard that can be afforded at retirement, and then seeking

to maintain that living standard through the rest of their life.163 And in

reality, spending for current retirees is not flat – it falls. It is 15-to-20 per

cent lower at age 90 than age 70 (Figure 3.4 and Figure 3.6).164 Most

international studies come to the same conclusion.165 In particular,

spending needs appear to fall fastest for high-income earners – the

precise group for whom higher retirement incomes come at the most

direct cost to their working-age incomes.166

These findings are not consistent with a report commissioned by the

Australian Institute of Superannuation Trustees (AIST) based on the

Household Income and Labour Dynamics (HILDA) survey.167 But there

are insurmountable problems with using the HILDA expenditure data in

this way: because of excluded categories and incomplete surveying,

it captures only half of the household expenditure identified by the

Household Expenditure Survey.168

163. A HSBC survey found that only 22 per cent of workers expect their standard of

living to increase in retirement: HSBC (2017).

164. Since replacement rates in GRIP are calculated by comparing retirement incomes

over the entire retirement to the last five years of working, GRIP implicitly allows

for wage deflation of working-age incomes, but CPI-deflation of retirement

incomes.

165. For example, see: Blanchett (2014), Banks et al (1998) and Hurd and Rohwedder

(2003). For a review of the Australian literature see: Cooper and Minney (2018).

166. Analysis of bank accounts shows that older households today spend much less

than younger households today. Richer older households spend a lot less than

richer younger households; poorer older households a little less. Even a retiree

aged 85-plus among the top quarter of retirees by wealth is still spending at or

below the Aged Pension. See: Daley et al (2018b, Figure 3.7) and Gebler (2018).

167. Auster and Maddock (2016).

168. Nolan and Coates (2019a).

And the choice of index makes a big difference. Using GRIP’s base

case assumptions, replacement rates for the median worker are

90 per cent using CPI, and 77 per cent using a wage price index

(Figure 3.5).169

However the choice of deflator interacts with the period over which

replacement rates are measured. Since Grattan compares retirement

incomes to projected working-age incomes in the last five years leading

to retirement, Grattan effectively deflates working-age incomes by

wages, and retirement incomes by inflation. Our approach is consistent

with most defined benefit pension plans in Australia which are typically

bench-marked off a proportion of workers’ final earnings before

retirement, indexed to CPI rather than wages.170

Alternatively, working age incomes could be deflated by wages,

and retirement incomes by CPI, with replacement rates calculated

across the whole life cycle. Adopting this approach in GRIP produces

replacement rates 10 per cent lower at the median relative to our

baseline approach of CPI deflation and comparing retirement

incomes to incomes in the last five years of working life.171 Measuring

replacement rates across a full lifetime complicates the assessment of

retirement adequacy since it benchmarks living standards in retirement

against periods where most people are spending a significant portion

169. As noted above, the choice of index matters less if replacement rates are

calculated on the basis of expenditure in the first few years of retirement rather

than over the whole of retirement. But a wage deflator produces particularly

low replacement rates if they are calculated by comparing income for the whole

of retirement with income for the whole of working-age life. The wage deflator

effectively reduces the value of income late in retirement, and increases the

calculated value of income early in working-age life.

170. The OECD recommends that pension plans be indexed to inflation: Antolin (2009,

p. 13). In calculating replacement rates, the World Bank also deflates future

retirement expenditures by consumer prices: World Bank (1994, pp. 293–294).

171. Rice Warner (2019) deflates retirement incomes by CPI and working-age income

by wages, producing similar replacement rates to GRIP.
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Figure 3.6: Retiree spending on food, transport, and recreation declines
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these results are indicative only. Expenditure on housing does not include principal

repayments on mortgages. The increase in expenditure on housing is largely due to
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Source: Grattan analysis of ABS (various years).

Figure 3.7: Spending of high-income people falls most in retirement

Median equivalised household annual expenditures for cohort born in 1929-
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Sources: Grattan analysis of ABS (various years).
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of their income raising children. If comparing retirement incomes to

incomes over a full working life, and deflating working life incomes

by wages, the actual replacement rate benchmark should also be

reconsidered since retirement living standards are being compared

against a period where most people are spending a significant portion

of their income raising children, as discussed at Section 3.2.1 on

page 34.

One concern is that CPI may no capture specific increases in the

cost of living for retirees due to their different spending patterns to

Australians as a whole. To address this concern, the ABS produces

specific cost of living indexes for older Australians that reflects their

different expenditure patterns: a cost of living index for pensioner

households, and another for ‘self-funded’ retirees. There is almost

no difference between the change in the cost of living for self-funded

retirees, as measured by these indices, and growth in the CPI over the

past 20 years. The two measures grow almost in lock-step, as shown in

Figure 3.8. The CPI therefore is a good measure of changes in the cost

of living for middle- and high-income earners that largely or wholly fund

their retirement from their own savings.

3.2.5 Singles vs. couples

In judging a retirement incomes system, a key issue is whether to

assess the means of each individual or each household.

In retirement – and during working life – most Australians live with a

spouse or partner, and the household pools resources.172 That’s why

the Age Pension means test is based on household-level income and

assets.173

172. Coates (2018).

173. Department of Human Services (2016). When people live together there are

opportunities to share some items of expenditure and some economies of

scale. For example, the 2009 Harmer Pension Review estimated the costs of a

Figure 3.8: The CPI closely tracks changes in the cost of living for

retirees
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Sources: ABS (2020a), ABS (2019c) and ABS (2020b).
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Box 3: The Age Pension should remain benchmarked to wages

Consistent with the purpose of lifetime consumption smoothing,

retirement incomes are best deflated by CPI for the purposes of

calculating replacement rates. Doing so is consistent with the objective

of lifetime consumption smoothing, and the observed spending needs

of retirees as they age.

Yet the Age Pension should continue to rise with wages. The primary

purpose of the pension is not to ensure smooth lifetime consumption

but to alleviate poverty. Poverty is not experienced relative to what

retirees earned when working, but relative to the living standards

enjoyed by all Australians today. The Age Pension is indexed to wages

so that it keeps up with rising living standards as each generation

reaches retirement.

The Age Pension must be indexed to wages so that retirees have

the option to increase their spending in line with the community’s

expectations for what constitutes a minimum standard of living.

For instance, a 95-year-old today is unlikely to have budgeted for a

high-speed internet connection when they retired in 1990, and yet most

minimum budget standards dictate that retirees should be able to afford

such a connection.a

Indexing the pension to wages is also important because retirees at the

bottom are less likely to reduce their spending as they age. Spending

by 80-84 year-olds at the top of the income distribution fell by 20 per

cent over the past two decades as they bought fewer luxuries such as

holidays and furniture (Figure 3.7 on page 40). Low-income retirees

tend to spend more on essentials such as council rates and electricity,

and therefore their spending has kept up with CPI.

The pension also acts as a buffer for retirees who live longer. As the

pension rises in real terms throughout retirement, it forms a larger

share of retirees’ income. The pension creates a form of longevity

insurance for middle-income earners, ensuring they can maintain their

consumption levels even if their savings dwindle. While it’s unlikely

that many 95-year-olds will spend the entirety of their pension every

fortnight, older full-rate pensioners have fewer assets to rely on in the

event of a sudden financial shock, and therefore benefit from the extra

cushion that a wage-indexed pension provides.

Raising the pension in real terms every year throughout retirement

is not without cost. Some of the extra money given to older retirees

will likely flow through to inheritances. But the cost of excess pension

spending is completely born by the government. In contrast, if target

replacement rates are indexed to wages it is the workers of today

who must endure a lower standard of living to save for a higher living

standard in retirement than they enjoy while working – money that

many will never spend.

Of course, CPI deflation of retirement incomes and a wage benchmark

for the Age Pension does imply that the optimal private retirement

income declines in real terms as the Age Pension increases with

wages. But as noted in Chapter 1, the retirement incomes system aims

to provide an adequate retirement income through the system as a

whole, rather than with a single pillar. And drawdown of private savings

over the course of retirement inevitably inevitably means that private

retirement income will decrease in real terms for most retirees as they

qualify for a larger part-pension under the income and assets tests for

the Age Pension.

a. For one example, see ASFA (2018b, p. 13).
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But in calculating replacement rates for people not yet retired, this

paper assesses the adequacy of individual retirement incomes,

because modelling relationship transitions over time is too complex

and uncertain. Grattan is not alone in modelling retirement incomes for

singles. Both the OECD’s pension statistics and the Melbourne Mercer

Global Pension Index model retirement incomes only for singles.174

Replacement rates for most Australians will be lower for couples

than singles, because two people living as a couple usually have

lower pension entitlements than the same people living apart.175 For

those on high incomes who are ineligible for the Age Pension, the

replacement rate for a couple will by definition be somewhere between

the replacement rates of the two individuals.176 But as shown in

Figure 4.7 on page 58, replacement rates for singles on lower incomes

are typically much higher than the targeted 70 per cent. Replacement

rates for couples, while lower than we report, would therefore still be

higher than the benchmark replacement rate of 70 per cent used in this

paper.

Nor should one assume most retirees are in a couple for their entire

retirement. At age 65, about 70 per cent of Australians are in a couple.

By age 80 it is only 50 per cent, and by age 92 it is down to about

25 per cent (Figure 3.9). Overall, about 54 per cent of Age Pension

recipients today are in a couple.177 Lower rates of marriage mean

people in future may spend even less time in retirement as part of a

couple.178 Therefore the true replacement rates for those Australians

single-person household are 60-to-70 per cent of the costs of a couple household

(Harmer (2009, p. 45)).

174. OECD (2017b); and Mercer (2018).

175. Coates et al (2019).

176. The replacement rate of the couple is the sum of their retirement incomes divided

by the sum of their pre-retirement incomes.

177. DSS (2019).

178. ABS (2018, table 1). People approaching retirement today are somewhat less

likely to be in a marriage (or de-facto relationship) than people aged 65 in

Figure 3.9: Retirees are just as likely to be single as in a couple

Proportion of Australians coupled by age, 2016
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that enter retirement as part of a couple are likely to be somewhere

between those modelled for singles and for couples.

And focusing on singles alone does not imply that couples will have

inadequate incomes. Retired couples tend to be wealthier than

singles even after adjusting for household size (Figure 3.10).179

Recent retirement modelling by actuarial firm Rice Warner finds that

median-income singles and couples would replace 70 per cent of their

pre-retirement earnings in retirement, and all but the wealthiest 20 per

cent of singles and 30 per cent of couples would achieve a 70 per

cent replacement rate – and that’s ignoring all voluntary savings.180

Similarly, while replacement rates among couples already retired

are lower on average than for singles, they are still well above the 70

per cent replacement rate target adopted in our work.181 And retired

couples today are on average replacing a higher proportion of their

pre-retirement expenditure than retired singles,182 and are less likely

than singles to suffer financial stresses or poverty in retirement.183

While couples models of retirement income have advantages, they

introduce much complexity. Modelling choices should be made carefully

by observing the real behaviour of Australian couples.184

2006. According to Census data, about 70 per cent of people aged 65 were in

a relationship in 2016, compared to 73 per cent in 2006. The downward trend is

likely to continue: people aged 45-60 were much less likely to be in a relationship

in 2016 than people in that age group in 2006: ABS (2016) and ABS (2006).

179. ABS (2019e).

180. Rice Warner (2019, graph 6, graph 7).

181. Daley et al (2018b, Figure 3.11).

182. Ibid (Figure 3.12).

183. HILDA (2016, p. 30).

184. For instance, while Gallagher (2019) assumes that couples tend to partner with

someone from the same point along the income distribution, our analysis of the

Household, Income, and Labour Dynamics in Australia survey shows that high

income-earners are just as likely to have a partner who earns in the middle or

bottom of the income distribution. HILDA (2019).

Figure 3.10: Couples tend to have more spending power than singles in

retirement

Equivalised annual disposable household income at top of selected

percentiles, singles and couples aged 65+
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3.3 Employment patterns during working life

Retirement modelling should, as much as possible, reflect the actual

work patterns of workers today. Grattan’s model assumes that future

retirees begin working at age 30, and the model tracks their earnings

for 37 years until retirement at age 67.

Our approach is conservative: we assume a working life of 37 years

from ages 30 to 66, whereas in reality most Australians start working

well before age 30, thereby accumulating higher super balances

than we project.185 Our approach, in effect, builds in a career break

of 5 years (or more) given most Australians start work by age 25.

People who take longer career breaks than we project in our baseline

approach can still replace their pre-retirement living standards

(Figure 4.7 on page 58).

Models should also take into account how people move up and down

the income distribution. The initial distribution of earnings for GRIP is

based on wage and salary data from the ATO sample file of personal

income tax returns for 2015-16. GRIP models these transitions by

imitating how people of a given age and income actually moved

between income bands in the HILDA survey between 2005-09 and

2010-14. Changes in position in the earnings distribution may be due

to shifts from full- to part-time work, changing occupation or industry,

or caring for children. When predicted in this way, there is less spread

in lifetime incomes: fewer people are expected to have very low or very

high incomes, and more are predicted to be close to the average.

Therefore GRIP predicts that a person who starts at the 10th percentile

of workers at age 30 will earn about 29 per cent of average earnings

over their lifetime, the equivalent of working three days a week at the

minimum wage. If the person remained at the 10th percentile of workers

185. 63 per cent of 24-year-old Australians were working 15 hours or more in 2016,

the same as for all 25-64 year-olds. ABS (2016).

for their whole working life, they would earn only about 20 per cent of

average earnings.186

3.3.1 At what age should workers retire in future?

GRIP models a retirement age of 67, based on the current legislated

age for receipt of the Age Pension.187 Older working-age Australians

today already expect to retire at around age 67 – younger Australians,

like those that we model, may expect to retire even later.188

Forcing all Australians to self-insure by saving even more for retirement,

just in case they retire early, makes them poorer while working

and is simply a recipe for larger inheritances.189 The dangers of

over-insurance are even greater given that low- and middle-income

earners are already insured to some degree against the costs of an

early retirement, because their lower superannuation at age 67 is offset

by a larger Age Pension.190 The Henry Tax Review was clear on this

point when it argued against increasing compulsory super contributions

beyond 9 per cent.191

186. Daley et al (2018b, p. 46).

187. Department of Human Services (2019).

188. The average age of retirement among people aged 45 and older today is 67 for

men and 66 for women. ABS (2017b, Table 9.1).

189. As Khemka (2019, p. 28) notes, the benefit of self-insurance needs to be weighed

against the possibility that members may end up over-saving if the risks of

concern do not come to fruition.

190. For example, Khemka (ibid, p. 15) estimates that the optimal Super Guarantee

rate for someone earning $60,000 a year (just above median earnings) rises from

3.5 per cent assuming a retirement age of 67 to 8.5 per cent assuming retirement

at age 62, to hit a 70 per cent replacement rate over their retirement. Whereas

the optimal SG rate for someone earning $120,000 a year (more than twice

median earnings) would increase from 7.5 per cent if retiring at age 67 to 13 per

cent if retiring at age 62. Both scenarios ignore the prospect that workers receive

Newstart, or possibly the Disability Support Pension, in the event of involuntary

early retirement.

191. Treasury (2009, p. 111).
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People who are forced to retire early, such as carers or those with

a disability, may be able to get the Carer Payment or the Disability

Support Pension. But as shown in Figure 1.3 on page 15, recent

changes to eligibility requirements for the Disability Support Pension

mean fewer older Australians access the scheme then previously. And

Newstart remains inadequate, having not been increased for the past

two decades.

3.3.2 Measuring pre-retirement earnings

We calculate replacement rates by comparing average income over

retirement against post-tax incomes in the last five years of working

life. This replacement rate benchmark is chosen to effectively smooth

incomes before and after retirement. Our approach mimics that of

many defined benefit pension schemes, where pension entitlements

are typically set as a proportion of workers’ final earnings.

Calculating replacement rates using the last five years of working life

incomes avoids complications that arise from including the costs of

children, and government family payments. Most Australians aged

40-55 are still incurring the costs of raising dependent children,

whereas in retirement they are not.192 If the objective is to sustain

people’s living standards in retirement, the fact that typical retirees

do not have dependent children should be taken into account. Our

analysis shows that spending by Australian households falls by about

15 per cent as they move from ages 45-49 to 60-64 and their children

leave home (Figure 3.11 on the following page). And that holds for both

wealthier and poorer households (Figure 3.12).

Employment earnings for older Australians today begin to taper off from

about the age of 60, reflecting lower retirement ages. Grattan does

192. The average number of dependent children in each household falls from 1.5 per

household aged 35-44, to 1 per household aged 45-54, to just 0.2 per household

aged 55-64. ABS (2019e, table 10.3).

make some allowance for changing work patterns for older workers

when modelling retirement incomes for future retirees. We assume

that 60-64 year-olds in 30 years will have higher incomes relative to

similar-aged workers today, shown by the dotted line in Figure 3.14 on

page 48. This reflects the fact that Grattan isn’t modelling retirement for

Australians today – we’re modelling the retirement incomes of people

aged 30 today and who won’t retire for another 37 years. Rates of

workforce participation are much higher today for older workers than

they were 30 years ago, especially for women, and we predict they will

continue to rise.

The result is that working-age incomes in GRIP peak on an

inflation-adjusted basis just before retirement – the precise period we

use as the denominator for calculating replacement rates (Figure 3.13

on page 48). But alternative approaches to specifying replacement

rates based on the last 10 years of working life, or comparing

retirement incomes to inflation-adjusted working-age incomes over

a full working life, produce similar replacement rates (Table 4.1

on page 62). Comparing retirement incomes to inflation-adjusted

working-age incomes over a full working life – the most reasonable

alternative – would actually increase the replacement rates for the

median earner from 90 per cent to 95 per cent.193

3.3.3 How long should retirement savings be expected to last?

Grattan assumes that retirees will live until 92. That is based on

the prediction, in the 2015 Intergenerational report, of average life

expectancy for people reaching age 70 in 2055.194

Some retirees will live past 92, but the wage-benchmarked Age

Pension already provides substantial protection against longevity

risk for most Australians, especially later in retirement. By the time a

193. Coates and Emslie (2019, p. 24).

194. Hockey (2015, table 1.1).
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Figure 3.11: Australian households spend less as they approach

retirement because the children move out
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Notes: Inflated to 2015-16 dollars using CPI. To compare couples and singles,

spending in couple households is reduced by 50 per cent using a process called

equivalisation. No adjustment is made for children – this shows how much people aged

45 to 49 spend on children. Annualised from weekly figures.

Sources: Grattan analysis of ABS (multiple years).

Figure 3.12: Australian households of all incomes spend less at age 60

than they do in their peak earning years
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Source: Grattan analysis of ABS (ibid).
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Figure 3.13: Wages grow as workers age, and so we model that earnings

peak just before retirement

Real annual income for median earner, adjusted to 2015-16 dollars by CPI
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Figure 3.14: 60-year-olds earn less than 50-year-olds today, but we

predict future 60-year-olds will narrow the gap

Salary income as a proportion of AWOTE for median earner, 2015-16
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median wage earner aged 30 today reaches 92, the full Age Pension

will be worth 73 per cent of their average annual income across their

retirement.195 Since retirees’ spending needs also appear to fall by

15-to-20 per cent from the beginning of retirement to age 90, and the

Age Pension rises through retirement, the full pension provides quite a

safety net against longevity risk for most retirees.

Of course, longevity risk is more of a problem for the wealthiest

20 per cent of retirees. That’s why Grattan’s modelling assumes

retirees aged 92 will still have 10 per cent of their retirement wealth

set aside. The OECD allows for 10 per cent of the superannuation

balance at retirement to cover the cost of buying an annuity, thereby

removing longevity risk for the individual.196 Those who own a home

will also be able to use the Pension Loans Scheme to supplement their

spending. And we have ignored the prospect that retirees will receive

an inheritance, which is more likely for many wealthier retirees.197

As noted in Chapter 1, retirement incomes policies should be set to

best suit the many, not the few.

3.3.4 Which assets should be counted?

Many traditional approaches to retirement modelling have assumed

that retirement incomes will primarily be generated by formal pension

savings. For example, when the OECD assessed the adequacy of

retirement incomes, it included only income drawn from mandatory

pension schemes, and voluntary schemes that cover at least 40

195. Coates et al (2019, Figure 3.9).

196. Mercer (2019, p. 7).

197. The probability that someone in the wealthiest 20 per cent receives an

inheritance in a given year (2 per cent) is more than double that for someone

in the poorest 20 per cent. Someone living until 92 has about a 1-in-5 possibility

of receiving an inheritance after their 67th birthday. For someone in the wealthiest

20 per cent, this is closer to 1-in-4. Wood et al (2019).

per cent of the working population.198 Applied to Australia, this

approach would ignore voluntary superannuation contributions, as

well as substantial non-super savings. In the past, many Treasury

assessments of the adequacy of retirement incomes have typically

included only superannuation savings,199 as did a number of industry

assessments (Table 4.2 on page 64).

But this approach is outdated. Australians save for retirement using a

number of vehicles, including super, housing, and non-super assets

that generate income such as investment housing and shares. These

non-super savings have persisted even as the superannuation system

has matured, and they generate income in retirement. Ignoring these

non-super savings paints an unfairly bleak picture of retirement income

adequacy, particularly for the wealthiest 20 per cent of retirees.200

3.3.5 Voluntary super contributions

Voluntary super contributions are a particularly important source of

savings for high-income earners. GRIP includes voluntary pre-tax

super contributions, but ignores all post-tax super contributions.201

198. OECD (Table 4.5 2017b, pp. 102, 150). Mandatory schemes with near-universal

coverage were also included, provided they cover at least 85 per cent of

employees (OECD (ibid, p. 98)).

199. Rothman and Bingham (2004, p. 7); and Henry (2009a).

200. Burnett et al (2014) find that omitting one or more of the ‘pillars’ of retirement

savings leads to significant underestimation of potential living standards during

retirement, particularly among those with higher levels of disposable income and

net worth. Ignoring non-super savings also leads to misrepresentation of the total

risk profile of retirement savings and income.

201. Post-tax super contributions make up about 30 per cent of all super contributions

made each year. Such contributions are typically made by a relatively small

number of higher-income Australians, typically with large super balances already.

Daley et al (2015, Figure 4.1). Some analysts have incorrectly claimed that we

include voluntary post-tax super contributions in GRIP. Gallagher (2019).
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Nonetheless assumptions about voluntary pre-tax super contributions

are difficult to make with the data available to Grattan. Only a minority

of people in the ATO’s sample of tax returns make voluntary pre-tax

super contributions in any year, but many more people probably make

a material contribution at some time over their working life. Ideally

any model should use tax data from the same individuals over many

years to accurately record voluntary contributions. Our model does

not have this level of detail and so it assumes that every year people

make the average contribution for a person of their age and income

level observed in the ATO sample file. In real life people are more likely

to make no voluntary contributions in many years, and then contribute

much more than the average in one or two years, especially as they

approach retirement.

This assumption has featured prominently in the debate about

retirement incomes modelling, but it is relatively unimportant.202 Good

modellers get excited about assumptions only if those assumptions

significantly change the answers. Even if you assume no one makes

voluntary super contributions, Grattan’s model of replacement

rates for the median worker would only fall from 90 per cent of their

pre-retirement earnings to 86 per cent – still a long way above the 70

per cent benchmark. Excluding all voluntary pre-tax super contributions

has a larger impact on replacement rates for the top end, but this is

precisely the group that is much more likely to make larger voluntary

super contributions in real life.203

3.3.6 Drawdown strategy

Retirement incomes depend a lot on whether retirees draw down on

their savings or largely retain their capital throughout retirement.

202. Industry Super Australia (2018).

203. Coates and Daley (2018).

Retirees can maximise their total lifetime income by drawing down

on their assets faster, and becoming entitled to more Age Pension

earlier in their retirement. Alternatively, people might draw down

on their assets in line with legislated minimum drawdowns from

superannuation.204 This would result in much lower retirement incomes,

but higher bequests. It would also imply much lower replacement rates

– the rate for the median earner would be 81 per cent, compared to 90

per cent on GRIP’s base case assumptions (Table 4.1 on page 62).205

On this basis, the median retiree would leave a legacy of $190,000 in

today’s dollars, 33 per cent of their savings at retirement, in addition to

any home they own.

Retirement incomes policy might be criticised if it assumes that people

draw down their savings faster than they really do. But policy should

be set so that individuals have enough resources to fund an adequate

retirement on the expectation that they do draw down on their wealth.

The alternative would effectively set policy, including compelling higher

savings, to fund bequests.

GRIP assumes that people withdraw from their superannuation

accumulation and pension accounts, as well as from non-super

assets, in equal (CPI-adjusted) amounts across the 26 years between

retirement and age 92. Under this assumption, the real incomes of

low- and middle-income retirees rise as they age, because their Age

Pension entitlement increases.

Ideally retirees would be modelled withdrawing more in their earlier

years in order to draw a constant real (inflation-adjusted) income over

their retirement years.206 For instance, the Actuaries Institute recently

released a simple ‘rule of thumb’ to guide retirees, which could form

204. ATO (2018).

205. For impact across the distribution, see Daley et al (2018b, Figure D5).

206. In practice, generating a constant real retirement income from all sources implies

drawing a decreasing income from private sources over time to offset the rising

value of Age Pension payments. The value of the pension increases due to
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the basis of future modelling of drawdown behaviour.207 An optimal

approach would likely lead to higher retirement incomes as retirees

draw down their private savings faster in early retirement and therefore

receive more Age Pension over the course of their entire retirement.

In fact even assuming drawdown at government-mandated minimum

drawdown rates only marginally reduces replacement rates for the

median earner (Table 4.1 on page 62).

3.3.7 Investment returns

Grattan assumes nominal investment returns of 7.5 per cent during

working life and 6.5 per cent during retirement (before fees). These

assumed returns are consistent with a number of other studies208

and are substantially lower than the average returns enjoyed by

superannuation fund members in recent years.209

Policy makers are concerned that future returns on savings may be

lower than in the past. A number of studies have pointed to risks of

lower returns for future retirement incomes.210 But lower returns are

unlikely to occur without a corresponding decrease in real wages

growth (i.e. lower productivity growth), and lower inflation.211 These

combinations affect replacement rates more than returns on their own.

Replacement rates in a low-return environment are also cushioned for

the median worker by a corresponding increase in the Age Pension

(Figure 3.15). Meanwhile declines in long-term ,risk-free interest rates

in the past decade have substantially boosted returns over the past

decade.

wage indexation increasing it’s real value, and the fact many retirees will become

eligible for a larger part-pension as they draw down on their private savings.

207. Ravin et al (2019).

208. For example, Stone et al (2019) assumes returns before fees of 7.5 per cent in

the accumulation phase and 6.5 per cent in the drawdown phase.

209. ASFA (2018c).

210. See Burnett and Wilkinson (2016).

211. Rachel and T. Smith (2015).

Figure 3.15: Lower investment returns reduce replacement rates,

particularly for higher-income earners

Annual disposable income in retirement as a share of last five years of

working life for a 30-year-old in 2015, deflated by CPI
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Notes: Returns are before fees during working life. Returns are one per cent lower

during retirement. Results from modelling the retirement income of a person born in

1985, who works from 30 to 67, and dies at age 92. Retirement savings drawn down

so that a small bequest is left, in addition to the home. Assumes no reduction in wages

growth or inflation in low returns scenario, which would otherwise increase effective

replacement rates.

Source: Grattan Retirement Income Projector (GRIP).
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3.3.8 The wages trade-off

Compulsory superannuation contributions are paid by employers. But

just because employers write the cheque does not mean they ultimately

bear the cost of compulsory super. The cost can be passed through

to consumers in the form of higher prices for goods and services,

to workers in the form of lower wages, or borne by shareholders as

reduced profits.

The question of who ultimately pays for compulsory superannuation is

an empirical one: it can only be resolved with data. A recent Grattan

Institute working paper, No free lunch: higher super means lower

wages examined the super-wages trade-off using a large administrative

database of enterprise agreements.212 It found that, on average,

about 80 per cent of the cost of higher super is passed through to

workers in the form of lower wages growth over the life of an enterprise

agreement, typically 2-to-3 years.213 The paper finds there are no

compelling reasons to expect that the trade-off will be much different for

workers on other pay-setting arrangements, and few reasons to expect

the trade-off to be different in the future than it was in the past. In the

long-run, the degree of pass-through from higher super to lower wages

is likely to be even bigger. In practice, full pass-through from super to

wages can’t be ruled out.214

The super-wages trade-off is important for policy makers considering

increasing compulsory superannuation. The negative effect on wages

is an important part of the costs of higher super, which ought to be

weighed alongside super’s benefits.

212. Coates et al (2020).

213. The Reserve Bank of Australia also estimates that about 80 per cent of higher

super will be paid for through lower wage growth over several years, with the

effect greatest in the private sector. Kehoe and Cranston (2020).

214. International studies of similar schemes typically find that all of the cost is borne

by workers through lower wage growth in the long term. Coates et al (2020,

Figure 2.1).

Past Grattan modelling of retirement incomes published in Money

in retirement assumed that 100 per cent of the cost of higher

superannuation came via lower wages.215 But No free lunch showed

that varying the assumption about share of higher super that is paid for

via lower growth in wages makes little difference to our findings about

retirement incomes adequacy for most Australians.216 In this paper

we assume that 80 per cent of the cost of higher compulsory super is

ultimately paid for by workers via lower wages.

215. Daley et al (2018b).

216. Coates et al (2020, Figure 6.1).
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4 Retirement incomes are adequate for most working Australians

Chapter 2 showed that most retirees in Australia are likely to avoid

poverty in retirement, unless they are renting on a low income. This

chapter shows that our retirement incomes system is also achieving its

other key adequacy objective: helping smooth lifetime consumption for

most Australians.

Most retirees today feel more comfortable financially than younger

Australians who are still working. Retirees today are less likely than

working-age Australians to suffer financial stress such as being unable

to pay a bill on time. Across the income distribution, people typically

have enough money to sustain the same, or a higher, living standard

in retirement as when working. Most own their own homes. And most

retirees are more likely to be able to afford optional extras such as

annual holidays. Many retirees are net savers, and current retirees

often leave a legacy almost as large as their nest egg on the day they

retired.

On reasonable assumptions, the retirees of tomorrow are likely to be

even better off, due to a combination of compulsory super contributions,

non-super savings, and the Age Pension. The typical home-owning

worker can expect to replace about 90 per cent of their pre-retirement

earnings, well above the 70 per cent benchmark used by the OECD

and others. On our modelling, all but the wealthiest 20 per cent of

workers can expect a replacement rate of 70 per cent or more. Many

low-income workers can expect a pay rise in retirement, because the

Age Pension and the income they get from compulsory retirement

savings will be higher than the wage they receive during their working

life. Retirement incomes typically remain adequate for most Australians

even when they take significant career breaks, such as to care for

children, although renters, including many older women, remain at risk

of poverty in retirement.

Figure 4.1: Retirees suffer less financial stress than working-age people

Home-owning households facing at least one financial stress, 2015-2016
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Notes: Financial stress is defined as whether, due to a money shortage, a household:

1) skipped meals; 2) did not heat their home; 3) failed to pay gas, electricity, or

telephone bills on time; or 4) failed to pay registration insurance on time. ‘Pension’

includes everyone over 65 who receives social assistance benefits in cash of more

than $100 per week. ‘Welfare’ includes people who receive more than $100 per week

from a disability support pension, carer payment, unemployment or student allowance,

or other government pension.

Source: Grattan analysis of ABS (2017a).
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4.1 Today’s retirees feel comfortable

Retirees today are more financially comfortable than working-aged

Australians. Most retirees have paid off their mortgage, and no longer

have the financial stress of bringing up children. They are far less

likely to suffer financial stress such as not being able to pay a bill

on time (Figure 4.1 on the previous page), and are more likely than

working-age households to say they feel financially comfortable

(Figure 4.3 on the following page).

Just as retirees are less stressed about essentials, their discretionary

expenditure is also less financially constrained than that of working-age

people. Retirees are less likely to miss out, due to cost, on things

like taking a holiday (Figure 4.2 on the next page). Retirement is

a particular relief for low-income earners, whose income typically

increases in retirement with access to the Age Pension.

Rather than running out of money each week and dipping excessively

into savings, higher-income Australians maintain their nest egg well

into retirement. Most retirees never spend a large part of the savings

that they have on the day they retire. Many retirees seem reluctant

to draw down on their capital, and instead live on the income their

savings generate.217 While precautionary savings may explain part of

retirees’ savings behaviour (Section 1.6 on page 17), the combination

of a lack of spending and high rates of financial satisfaction suggests

that retirees’ needs are being met.

4.2 Current retirees are typically replacing 70 per cent or more

of their pre-retirement income

Most retirees today have successfully smoothed their standard of living

into retirement and typically replace 70 per cent of their pre-retirement

earnings (see Figure 4.4). The median couple household aged 65-84

217. Daley et al (2018b, p. 32).

years earns about 86 per cent of what they earned 20 years ago.

Lower-income households typically have more income in retirement

than when they worked. And retirees today of all incomes appear to

have incomes of at least 70 per cent of their pre-retirement incomes.

The experience of retirees today should be reassuring for current

workers. Retirees today did not have the benefit of a lifetime of

superannuation, although most benefited from the housing boom,

which helped boost their retirement savings. And the Age Pension

replaces a large share of their pre-retirement income. If home-owning

workers have similar replacement rates, there’s little reason to expect

they won’t enjoy similar levels of financial satisfaction in retirement.

4.3 Most of today’s workers will replace 70 per cent of their

pre-retirement income

Our updated retirement incomes modelling using our GRIP model

shows the median worker aged 30 today can expect a retirement

income of 90 per cent of their pre-retirement post-tax income – well

above the 70 per cent benchmark used by the OECD and others, and

more than enough to maintain pre-retirement living standards.

The vast majority of workers aged in their 40s and 50s are also on track

for a comfortable retirement (Figure 4.5).218 In fact workers in their 40s

and 50s are typically on track to replace at least 80 per cent of their

pre-retirement, post-tax earnings in retirement, well above the 70 per

cent benchmark used in our research.

218. People who will retire over the next two decades may not save as much out

of their pay packets as younger generations, but the Age Pension will replace

a larger share of their pre-retirement incomes. And lower compulsory super

contributions are offset by historically high returns on assets and significant

non-super savings by the wealthy: Daley et al (2018b, chapter 5).
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Figure 4.2: Retirees miss out on fewer experiences because of cost than

working-age people

Share of households that missed out on an experience because of cost in the

past 12 months
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age cohort. ‘Missing out experiences’ includes not being able to afford a holiday once a

year or not being able to afford a special meal once a week.

Source: Grattan analysis of ABS (2017a).

Figure 4.3: Retirees today feel more comfortable financially than any

other group in society

Self-assessed financial comfort, scores out of 10
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Notes: Median of survey results from 2011 to 2019. Excludes anomalous December

2014 survey. Middle-aged singles and couples without children, and younger singles

and couples without children, have been excluded for readability. Middle-aged

households with no children are sometimes imagined to be the most financially secure,

but even their self-assessed financial comfort is worse than retirees, having averaged

just below 5.5 across the survey period.

Source: Daley et al (2018b, Figure 3.1) updated using ME Bank (2020, Figure 15).
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Figure 4.4: Retirees today have higher incomes than when they were of

working age

Annual disposable income for households aged 65-84 in 2015, relative to

income for households aged 45-64 in 1995, 2015-16$
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Notes: Based on disposable income from the 1995-96 and 2015-16 iterations of the

Survey of Income and Housing. Disposable income includes head of household and

their partner, but not children. Incomes in 1995 adjusted to take account of changes in

ABS definitions of income between surveys. For more information about how the ABS

definition of income has changed, see Wilkins (2014).

Source: Grattan analysis of ABS (various years).

Figure 4.5: Both older and younger workers can expect to replace at

least 70 per cent of their pre-retirement income

Annual disposable income in retirement as a share of last five years of

working life for 30-, 40-, and 50-year-olds in 2015, deflated by CPI
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Source: Daley et al (ibid, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates and Emslie (2019, pp. 22–23). 40- and 50-year old

model not updated to reflect changes in fees described at Section 3.2 on page 31.
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4.3.1 Our modelling includes women and part-time workers

Contrary to the claims of some commentators,219 GRIP includes all

Australian workers, including women and part-time workers. The initial

distribution of earnings used in GRIP is based on Australian Taxation

Office data for 2015-16 (Section 3.3 on page 45). This includes

everyone who submits a tax return. The median woman earned around

$39,000 in 2016-17, or between the 20th and 30th percentiles of all

workers in GRIP.220 Women account for 48 per cent of all workers, and

54 per cent of those with wage and salary incomes in the bottom 30

per cent in a given year (Figure 4.6). Most workers on lower incomes

work part-time. For example, GRIP predicts that a person who starts at

the 10th percentile of workers at age 30 will earn about 29 per cent of

average earnings over their lifetime, the equivalent of working three

days a week at the minimum wage. GRIP also models transitions

up and down the earnings distribution due to shifts from full-time to

part-time work, among other factors (Section 3.3 on page 45).

4.3.2 Most workers who take career breaks can also expect an

adequate retirement income

Our baseline projections assume Australians work for 37 years,

between the ages of 30 and 67. This allows for a career break of at

least five years, given that most Australians start work by age 25 and

expect to work for around 37 years (Section 3.3 on page 45). Many

Australians, especially women, take large breaks from the workforce,

which can have a big impact on their superannuation balances. People

might spend a period of their life not paying super because they are a

contractor, unemployed, or are taking time away from the workforce to

care for children.

219. For example, Industry Super Australia incorrectly claims that Grattan’s work

ignores women: Myers (2019).

220. Grattan analysis of ATO (2019).

Figure 4.6: Women are included in our modelling, and tend to earn lower

incomes

Number of taxpayers in salary band, 2015-16
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Notes: Distribution captures taxpayers aged 25 to 64. Each histogram column

represents a salary band of $10,000. People with a salary greater than $250,000 (less

than 1 per cent of taxpayers) are excluded from the histogram for readability, but are

still included in GRIP modelling.

Source: Grattan analysis of ATO (2016).
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Crucially, most Australians will smooth their lifetime consumption even

when they take significant career breaks. By only starting work at age

30, GRIP implicitly models that every worker takes a five-year career

break between the ages of 25 and retirement. Yet if a median-income

earner takes a further five-year career break (10 years in total), and

works for 32 rather than 37 years, their replacement rate will only

fall from 90 per cent to 88 per cent – still well above the 70 per cent

benchmark used by the OECD and Grattan. If they take a 15-year

break, their replacement rate only falls to 86 per cent (Figure 4.7).221

When careers are interrupted, workers save less super for retirement,

but will tend to get a larger Age Pension instead. Workers on higher

incomes will be less reliant on the pension in retirement, and are

therefore more sensitive to changes in their super balance.222 A single

worker at the 70th percentile of earnings who takes a 15-year career

break will fall 1 percentage point short of the 70 per cent replacement

rate target under current government policy.

4.3.3 Most renters can expect to replace their pre-retirement

earnings, but many are at risk of poverty

Most renters can expect to replace at least 100 per cent of their pre-

retirement income (Figure 4.8 on the next page). The median 30-year-

old today who rents will have about the same disposable income before

retirement as after under current government policy. And most retired

221. Our baseline model implicitly assumes that workers take time off from the ages of

25 to 29. We measure replacement rates based on the last five years of working

life, which means that the replacement rate denominator is unaffected by career

breaks earlier in life.

222. These findings are consistent with retirement modelling done for the Henry Tax

Review, which found that career breaks did not substantially alter replacement

rates, and in some cases increased replacement rates when replacement rates

were measured over the full period of someone’s working life. Henry (2009a,

Chart 4.4).

Figure 4.7: Career breaks don’t change replacement rates much for

people in the middle

Annual disposable income in retirement as a share of last five years of

working life for a 25-year-old in 2010, deflated by CPI
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Source: Daley et al (2018b, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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renters in future are likely to have earned less than median earnings

when working.223

Renters who qualify for the Age Pension can expect to receive

Commonwealth Rent Assistance. And renters with a given level of

retirement savings will qualify for more Age Pension than homeowners

since they can have more assets outside the home before they begin

to lose their pension entitlement. Retirees who rent are entitled to

have an extra $210,500 in assets, compared to retirees with a home,

before they begin to lose access to the maximum rate Age Pension.224

Depending on where retirees are positioned on the asset test taper, this

can equate to up to an extra $16,400 each year in pension payments

for a single renter, compared to a home-owning pensioner with

equivalent non-housing assets.225

Many renters are at risk of financial stress and poverty in retirement

(Section 2.2 on page 26). Home ownership has fallen fastest for the

poorest 40 per cent of Australian households at all ages (Figure 1.6

on page 21). Since renters have lower incomes and have fewer other

223. Around 67 per cent of renting income units aged 35 to 64 years today have

below-median employment incomes. Below-average earners are likely to account

for a larger share of those still renting at retirement. Grattan analysis of ABS

(2019a).

224. Home-owning singles are allowed $263,250 in assessable assets before

their pension is reduced, compared to $473,750 for a single without a home.

Home-owning couples are allowed $394,500 in wealth before their full pension is

reduced, while a couple without a home can have $605,000 (Services Australia

2020a).

225. Under the current Age Pension assets test, the pension reduces by $78 for each

$1,000 in assessable assets that retirees have beyond the relevant thresholds.

Services Australia (ibid).

Figure 4.8: Low- and middle-income renters will replace their

pre-retirement living standards

Annual disposable income in retirement for renters as a share of last five years

of working life for a 30-year-old in 2015, deflated by CPI
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Notes: Based on currently legislated retirement income policy settings, including 12

per cent Super Guarantee (S.G.), and assumes 80 per cent of the cost of higher

compulsory super contributions comes via lower wages. Also assumes renters

are eligible for the maximum rate of Commonwealth Rent Assistance, which is

benchmarked to inflation only. The bulk of retired renters in future are likely to be

among the poorest half of all workers today.

Source: Daley et al (2018b, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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assets than homeowners,226 they are therefore at greater risk of poverty

and financial stress in retirement (Section 2.2 on page 26).

Higher income renters may not replace their pre-retirement living

standard (Figure 4.8 on the previous page). But there are relatively

few high-income renters today, and unlikely to be substantially more

in future. After all, home ownership rates among younger, high-income

Australians have fallen only marginally (Figure 1.6 on page 21). And

this analysis ignores the prospect that wealthier renters save more

– either in super or elsewhere – to compensate for not accumulating

wealth by paying off a mortgage by retirement.

4.4 Our findings are robust to different assumptions

As Chapter 3 showed, the assumptions behind GRIP have been

considered carefully. Using the most plausible bases for calculation,

the GRIP model predicts that most people entering the workforce today

aged 30, and working for 37 years, will have incomes in retirement at

or above 70 per cent of their pre-retirement incomes. A median-income

worker will have a replacement rate of 90 per cent.

But replacement rates are very sensitive to assumptions, which are not

always made explicit.

Our modelling results are robust to a range of alternative assumptions,

as specified in Table 4.1 on page 62. Replacement rates for the median

worker will still be adequate even if:

• retirement earnings are expected to grow with wages;

226. Most renting retirees qualify as ‘low economic resource’ households – income-

and asset-poor households that are at risk of high levels of financial hardship.

By contrast, only a minority of home-owning retirees qualify as ‘low economic

resource’ households. Coates (2018, p. 8).

• replacement rates are measured comparing retirement incomes

to the working life incomes in the last 5 years before retirement, or

the last 10 years before retirement, or over a full working life;

• investment returns are lower;

• people do not make any voluntary super contributions;

• people do not save outside of superannuation;

• drawdown rates are lower (implying greater bequests or greater

expected longevity);

• people have substantial broken work histories and accumulate less

super by retirement;

• the Superannuation Guarantee remains at 9.5 per cent, instead of

rising to 12 per cent as currently legislated.

As shown in Table 4.1 on page 62, the most important assumption

is whether retirement incomes are deflated by inflation or by wages.

Deflating by inflation is consistent with the objective of lifetime

consumption smoothing, because living standards are driven by the

level of consumption that people can afford, and inflation reflects

changes in the actual cost of what people are able to buy.227

We calculate replacement rates by comparing average income over

retirement against post-tax incomes in the last five years of working

life.228 But comparing retirement incomes to living standards during

the last 10 years of working life produces similar replacement rates for

the median earner (90 per cent), as does comparing against incomes

across the entire working life (95 per cent).

227. Rothman and Bingham (2004, p. 6).

228. As noted in Chapter 3, our approach mimics that of many defined benefit pension

schemes, where pension entitlements are typically set as a proportion of workers’

final earnings.
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Another approach adopted by some retirement income modellers is

to deflate retirement incomes by inflation during retirement, but by

wages during working life, while calculating replacement rates across

the whole of retirement (as the numerator) and working life (as the

denominator). Deflating working life incomes by wages is inconsistent

with the objective of lifetime consumption smoothing. Nonetheless,

retirement incomes are still adequate using this approach, with the

median earner replacing 80 per cent of their pre-retirement earnings,

rather than 90 per cent in our baseline approach (Table 4.1 on the next

page).

In fact, even if future retirement incomes are deflated using wage

inflation – implying that retirement incomes will keep up with living

standards as they rise across the community – replacement rates reach

the 70 per cent target for the median worker. And if retirees draw down

on their retirement savings more slowly – motivated by the risks of

living longer – replacement rates would still exceed our 70 per cent

benchmark for the median worker, although they would be lower for

the 70th percentile and above.229 This is a reasonable balance between

providing adequate replacement incomes in retirement and subsidising

a lot of bequests.

4.5 Our findings are consistent with past work from the

Treasury, but contradict flawed industry research

Our research aligns closely with previous Treasury modelling, including

for the Henry Tax Review, which also concluded that retirement

incomes will be adequate for most Australians.230 Crucially, Treasury

has consistently benchmarked retirement incomes to inflation, rather

than to wages.231

229. Daley et al (2018b, Figure D5).

230. For example see: Morrison (2015b), Rothman (2011), Henry (2009a) and

Treasury (2009). More recently see Treasury (2019).

231. Daley et al (2018b, table 4.4).

Recent modelling by actuarial firm Rice Warner also generates similar

outcomes to Grattan’s retirement incomes modelling.232 And unlike

much other industry research, Rice Warner benchmarks retirement

spending needs to inflation, not wages (Table 4.2 on page 64).233

Similarly, researchers at ANU recently concluded that the retirement

incomes system, including compulsory super of 9.5 per cent, typically

delivers adequate retirement incomes for many workers assuming CPI

deflation of retirement incomes.234

Our findings contradict the claims of some in the superannuation

industry that Australians are not saving enough for their retirement.

Such claims have typically been based on research that overlooks, or

is silent about, three important issues.

First, a lot of research assumes that incomes in retirement should keep

up with wages growth. Implicitly they assume that a retiree needs

an income 28 per cent higher at age 92 than at age 67, even after

accounting for inflation (Figure 3.4 on page 37). But our analysis shows

that Australians tend to spend less after they retire, even when they

have money to spare.235 Therefore, retirement incomes should be

measured after accounting for inflation, rather than wages.236

232. Rice Warner (2019, graph 6, graph 7).

233. Rice Warner (ibid) continues to deflate working-age income by wages.

234. Khemka (2019). The authors use a number of retirement adequacy benchmarks,

including a 70 per cent replacement rate and the ASFA comfortable and modest

standards. However the authors find the optimal rate of compulsory super to

achieve these benchmarks varies substantially depending on workers’ earnings

level, the age at which they retire, and a range of other factors.

235. Daley et al (2018b, Figure 3.5, Figure 3.6).

236. Since replacement rates in GRIP are calculated by comparing retirement incomes

over the entire retirement to the last five years of working, GRIP implicitly allows

for wage deflation of working-age incomes, but CPI deflation of retirement

incomes. In contrast, wage indexation remains appropriate for the Age Pension

since the pension is designed to ensure older Australians do not fall into poverty

in retirement, and poverty is experienced relative to community living standards:

Daley et al (ibid, p. 54).
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Table 4.1: Some assumptions matter more than others to calculations of replacement rates

Replacement rate for median-income worker (lighter colours indicate higher replacement rates)

Period measured

Working life Last 5 years Last 10 years Whole working life Whole working life Whole working life

Retirement Whole of retirement Whole of retirement Whole of retirement Whole of retirement Whole of retirement

Deflator used

Working life CPI CPI CPI Wages Wages

Retirement CPI CPI CPI CPI Wages

Current policy

Preferred assumptions 90% 90% 95% 80% 70%

Lower investment returns 87% 87% 92% 78% 67%

Minimum drawdown 81% 81% 85% 72% 62%

Extra 10 years out of workforce 86% 86% 110% 95% 83%

Extra 15 years out of workforce 82% 83% 120% 105% 92%

No voluntary super contributions 86% 86% 93% 79% 68%

No non-super savings 90% 90% 95% 80% 70%

Revised policy

SG @ 9.5% 89% 89% 94% 79% 69%

Taper rate @ $2.25 94% 94% 99% 83% 73%

SG & taper changes 92% 92% 97% 81% 71%

Notes: ‘Current policy’ refers to policy as currently legislated, including: the 12 per cent Superannuation Guarantee from 2025; retirement age at 67; and existing superannuation tax breaks

with indexation of relevant caps and thresholds. The interaction between choice of period and choice of deflator is discussed in Footnote 169 on page 39. Career break scenarios based on

workers starting work at age 30 and taking 10 or 15 years of career breaks before retiring at age 67. Low investment returns scenario based on returns being 0.5 percentage points lower –

in both working life and retirement.

Source: Grattan Retirement Income Projector (GRIP).
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Second, some research compares retirement incomes to ASFA’s

‘comfortable’ standard. But that is too high – the standard was set

to reflect a lifestyle typical for the top 20 per cent of retirees at the

time.237 Average living standards in Australia before retirement are

lower than the ASFA benchmark for living standards in retirement. The

average household can only reach ASFA’s ‘comfortable’ benchmark in

retirement by living less than ‘comfortably’ before retirement (Box 2 on

page 32).

Third, some research ignores non-super savings, which are material,

especially for wealthier households. Not all wealthier retirees have an

investment property portfolio, shares, bank deposits, and a business,

but most have something beyond their super and their home.238 Failing

to include these non-super savings particularly skews findings for the

wealthiest 20 per cent of retirees.

237. Ibid (p. 34).

238. Daley and Coates (2018a); and Daley and Coates (2017b).

4.6 Our findings are consistent with the lived experience of

retirees today

Most importantly, Grattan’s retirement modelling accords with the actual

experiences of retired Australians today.

Much previous retirement incomes modelling simply assumed

retirement incomes would be inadequate, especially by forecasting that

retirees’ spending needs would rise in line with wages as retirees aged.

In contrast, Grattan looked at what retirees spend in retirement, and

how retirees’ actual income and spending compared to their income

and spending 20 years ago, before they retired.

As shown in Figure 4.4 on page 56, across the income distribution,

retirees today typically have enough money to sustain the same, or

a higher, living standard in retirement as when working. Subjectively,

most retirees today also feel more comfortable financially than younger

Australians who are still working (Figure 4.2 on page 55).239 Some

retirees are suffering financial stress, especially if they rent, but rates

of financial stress are much lower for retirees than for people of working

age (Figure 4.1 on page 53). Many retirees are net savers, and current

retirees often leave a legacy almost as large as their nest egg on the

day they retired.240

239. Daley et al (2018b, p. 18).

240. Daley et al (ibid, Figure 3.8).
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Table 4.2: Much of the Australian literature on retirement incomes adequacy uses wage inflation, and uses the ASFA comfortable standard

Study Metric Assets included Drawdown

strategy assumed

Deflator in

retirement

Do median-income

retirees meet the

standard today?

Will median-income

workers meet the standard

when they retire?

Rothman and Bingham

(2004)

Individual replacement rates,

five years either side of age

65. No ‘adequate’ rate defined

Superannuation only Full drawdown by

life expectancy

CPI

Rothman (2011) and

Rothman (2012)

Individual replacement rates,

five years either side of age

65. No ‘adequate’ rate defined

Superannuation,

non-super financial assets,

and non-home property

Moderate drawdown

with some inheritance

CPI and wages

Henry (2009a) Individual replacement

rates for both working life

and final working year

Compulsory and

salary sacrifice

super contributions

Full drawdown through

purchase of annuity

CPI and wages

Khemka et al (2020) 70% replacement rate;

ASFA comfortable standard

Only superannuation Optimised subject to

minimum drawdown rules

CPI Yes. Only 3.5% required

for 70% replacement

rate at $60,000 earnings.

Rice and Bonarius

(2020)

ASFA comfortable

standard, and 75% of net

income replacement rate

No personal wealth other

than superannuation

Full drawdown by

life expectancy

CPI (wages in

working life)

Yes. Both singles

and couples hit 75%

replacement rate.

Majority hit ASFA

comfortable standard

Rice Warner (2015) 62.5% of pre-retirement

gross earnings

Superannuation only,

with small additional

estimate of investment

property value for

high-income earners

Full drawdown by

life expectancy, with

additional model for

75th and 90th percentile

of age expectancy

Wage index Not reported for

median earner

No (median figures

only given for

population of all ages)

Gallagher (2016), as

cited in CSRI (2016)

ASFA comfortable standard,

replacement rates,

and other measures

Superannuation only Age-based

minimum plus 7%

Wage index Most scenarios are

below ASFA comfortable

standard or a 70 per

cent replacement rate

Single females achieve

standard, but single

males and couples do not

Burnett et al (2014) ASFA comfortable standard Superannuation,

non-super financial assets,

and non-home property

Full drawdown by

life expectancy

Wage index No Couples aged 40-64

today meet standard,

but not singles

Actuaries Institute (2015) ASFA comfortable and

modest standards

Superannuation,

non-super financial assets,

and non-home property

Full drawdown by

life expectancy

Wage index Couples – comfortable

Singles – modest

Couples and men

– comfortable

Women – modest

Industry Super Australia

(2015)

ASFA comfortable standard Superannuation,

non-super financial assets,

and non-home property

Savings drawn down,

leaving ‘some bequest’

Not stated – but

wages used

elsewhere

No Couples and men

but not women

Notes: Grey shade indicates assumptions different from those used in this paper. Dark orange shade indicates that retirees fall short of designated adequacy benchmark. Light orange

shade indicates some retirees fall short of designated adequacy benchmark. See Daley et al (2018b, Table 4.4) for further details.
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5 How to improve Australia’s retirement incomes system

The analysis presented in this paper shows that most Australians can

look forward to adequate retirement incomes today, tomorrow, and for

the foreseeable future. People who are actually retired feel and are

reasonably secure financially. The incomes of retirees today and in

the future are likely to be substantial relative to their pre-retirement

incomes. This is true even if incomes grow more slowly in future, and

investment returns are weaker.

Retirement incomes also remain adequate for most Australians even

when they take significant career breaks, such as to care for children.

When careers are interrupted, workers save less super for retirement,

but will tend to get larger part-pensions, offsetting much of any potential

fall in retirement income from accumulating less compulsory super.

The Age Pension and Rent Assistance, rather than higher compulsory

super, remain the best tools to help women at risk of poverty in

retirement.

Nevertheless, many people who are still working are worried about their

retirement incomes. In part this is because they fail to anticipate that

their expectations will change as they age. And in part it is because

they are bombarded with messages from parts of the superannuation

industry that they will not have enough for retirement, based on a living

standard that is higher than most Australians have while working.

Overall, Australia’s retirement incomes system is serving us well.

It delivers adequate retirement incomes to most citizens at lower

budgetary cost than in most other ‘rich world’ countries. Tight targeting

of pension payments via income and assets tests means that Australia

spends just 4.2 per cent of GDP on government pension benefits,

compared to the OECD average of 8.0 per cent.241

241. OECD (2017c).

But Australia’s retirement incomes system can be improved, and the

remainder of this chapter identifies potential reforms to do so. These

reforms are discussed in more detail in several previous Grattan

Institute reports, especially our 2018 Money in retirement report.

5.1 Establish a new retirement incomes standard

A priority for the Retirement Income Review should be to establish

standards for assessing the adequacy of retirement incomes.

Standards matter because boosting retirement incomes always comes

at a cost: either workers have lower living standards while working; or

governments give up more revenue for super tax breaks; or taxpayers

pay more for pensions. And standards would help future governments

identify where the retirement incomes system is falling short, and for

whom.

Past governments have been reluctant to specify adequacy targets, and

so the super industry has filled the void. But the one-size-fits-all ASFA

‘comfortable’ standard won’t do because it implies that most Australians

should aim for a higher living standard in retirement than they enjoy

while working.

Standards should be set for the Age Pension (plus Rent Assistance for

renters) to ensure Australians don’t suffer poverty in retirement. While

no poverty standard is perfect (Chapter 2), the Age Pension should

be assessed on whether it is sufficient to keep older Australians out

of poverty based on the OECD’s measure of 50 per cent of median

income after housing costs.

Standards should also be set for assessing whether the retirement

incomes system is helping most Australians enjoy a similar living

standard in retirement as they enjoy while working. As a starting point,
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the Review should consider the approach adopted by the OECD and

used in this paper, and aim for retirement incomes that are 70 per

cent of pre-retirement (post-tax) incomes for Australians on median

to average earnings who own their own homes. However a lower

replacement rate target may also be warranted since housing costs

account for a larger share of pre-retirement income (25 per cent)

than in the past, and working age spending falls sharply by around

15 per cent from aged 45-50 once the kids leave home. The aim for

life-long renters should be to replace between 90 and 100 per cent of

their pre-retirement incomes. The Review should set out a preferred

approach and assumptions for modelling the future retirement incomes

of workers today, as well as sensitivity analysis of how results vary

using different assumptions.

In addition, the government should consider establishing a set of

retirement income standards for consumers. Such standards could

be created by converting a 70 per cent replacement rate (or 100 per

cent for renters) to a specific retirement income standard taking into

account information on workers’ current incomes. Alternatively, a small

number of consumer retirement standards could be established for

low-, middle-, and high-income earners, reflecting the broad living

standards that retirees of different incomes enjoy today.

These new standards should form the basis for government guidance

about the adequacy of retirement savings, including on the Australian

Securities and Investments Commission (ASIC) Money Smart website.

References to the Association of Superannuation Funds of Australia

(ASFA) comfortable retirement standard should be removed from

official government guidance. And ASIC guidance for retirement

income calculators should be updated to require retirement incomes

to be deflated by inflation only in retirement (rather than wages).242

242. Australian Securities & Investments Commission (2019). Calculators should

retain the option of deflating by wages, or inflation, for working-life incomes.

5.2 Boost Rent Assistance by 40 per cent

Australia’s retirement incomes system does not always work for

low-income people who won’t own their home in retirement. Senior

Australians who rent in the private market are more likely to suffer

financial stress than homeowners, or renters in public housing. And

this problem will get worse because younger people on lower incomes

are less likely to own their own home than in the past.

Consequently the real policy priority should be to boost Commonwealth

Rent Assistance. Rent Assistance materially reduces housing stress

among low-income Australians.243 But the value of Rent Assistance

has not kept pace with rent increases. The maximum Rent Assistance

payment is indexed in line with CPI, but rents have been growing faster

than CPI for a long time.244

Our 2018 report, Money in retirement, recommended a 40 per cent

increase in the maximum rate of Rent Assistance – that is, $1,435 a

year for a single retiree. This would cost about $300 million a year

if provided just to retirees, or $1.3 billion a year total if extended to

working-age Australians who are on income support and who rent.245

Commonwealth Rent Assistance would then provide the same level

of assistance to low-income earners as it did 15 years ago, taking

into account the rising cost of their rent. In future, Rent Assistance

should be indexed to changes in rents typically paid by people receiving

income support, so that its value is maintained, as recommended by

243. In June 2016, 68 per cent of Rent Assistance recipients would have paid more

than 30 per cent of their income on rent if Rent Assistance were not provided.

With Rent Assistance provided, this proportion was reduced to 41 per cent (Daley

et al (2018b, p. 76)).

244. Ibid (p. 76).

245. Costing updated since Daley et al (ibid).
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the Henry Tax Review.246 Increasing Rent Assistance would do more

to alleviate poverty in retirement per government dollar spent than the

alternatives.

A common concern is that the growing number of renting retirees

means that compulsory super needs to rise to ensure most Australians

enjoy an adequate retirement income. Yet an increase in Rent

Assistance would do far more to boost the retirement incomes of

renters, including many high-income renters (Figure 5.1). And a boost

to Rent Assistance would help retirees without further impoverishing

low-income Australians struggling to pay the rent before they retire.

Some worry that boosting Rent Assistance would lead to higher rents,

eroding much of the gains in living standards for low-income retirees.247

But an increase in Rent Assistance is unlikely to substantially increase

rents. Households are unlikely to spend all of the extra income on

housing. And only half of low-income renters actually receive Rent

Assistance, since eligibility is linked to receiving an income support

payment.248

Beyond boosting Rent Assistance, there is powerful case for more

government support to fund social housing, including for vulnerable

older renters at risk of homelessness. But boosting social housing will

be expensive: increasing the stock by 100,000 dwellings would require

additional ongoing public funding of about $900 million a year, or

upfront capital expenditure of $10-to-$15 billion.249 Therefore providing

enough social housing to accommodate all renting pensioners, let

alone working-age Australians on low incomes, is likely to prove

prohibitive. Any boost to social housing will be expensive, and

246. Henry (2009a, p. 595). While the rental component of the CPI is a readily

available and transparent measure, an index of rents paid by Rent Assistance

recipients would provide a more accurate assessment of their rental costs.

247. Senate Economics References Committee (2015, chapter 22).

248. Daley et al (2018b, p. 77).

249. Daley et al (2019, p. 75).

Figure 5.1: Increasing Rent Assistance is more effective for low- and

middle-income renters than increasing the Super Guarantee

Annual disposable income in retirement as a share of last five years of

working life for a 30-year-old in 2015 who rents, deflated by CPI
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Employment earnings percentile

Notes: Includes a 40 per cent increase in Rent Assistance. See Daley et al (2018b,

Figure 1.2). Based on current retirement income policy settings, including 12 per cent

super, and assumes 80 per cent of the cost of higher compulsory super contributions

comes via lower wages. Assumes renters are eligible for the maximum rate of

Commonwealth Rent Assistance, which is benchmarked to inflation only in the

baseline, and by rents (which grow with wages) in the revised policy scenario.

Source: Daley et al (ibid, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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therefore should be reserved for people at greatest risk of long-term

homelessness. Any further support for vulnerable retirees should be

focused on direct financial assistance for low-income renters rather

than building more social housing.250

Our 2018 report, Housing affordability: re-imagining the Australian

Dream, showed that reforming planning laws to increase housing

supply and improve housing affordability more generally would also

help low-income earners struggling with high housing costs.251

5.3 Raise Newstart

Newstart, together with the Disability Support Pension, provides

an important safety net for Australians who are unable to work until

retirement age. Yet while the Age Pension and Disability Support

Pension are indexed to wages, Newstart only increases with inflation.252

This has ‘squeezed’ the living standards of people living on Newstart

relative to the rest of the population. Households of working age

receiving Newstart are under much more financial stress than

households receiving other welfare payments.253

As many commentators have argued, Newstart payments are much

too low.254 A ‘catch up’ increase to Newstart of $75 a week would

have a material impact on the incomes of low-income households,255

and would bring payments closer to community living standards. The

payment should then be indexed to wages growth going forward, as

250. Daley et al (2019, p. 69).

251. Daley et al (2018a).

252. Wages typically increase faster than prices. So the Age Pension has grown more

rapidly than Newstart over the past two decades. Several one-off changes have

increased the Age Pension even more (Daley et al (2013a, p. 20)).

253. Daley et al (2018b, p. 27); and Daley et al (2013b, p. 19).

254. ACOSS (2018b); Bagshaw (2018); Australia (2012); BCA (2018); CEDA

(2018); Deloitte (2018); Iggulden (2018); and KPMG (2018, p. 14).

255. Deloitte (2018, p. ii).

recommended by the Henry Tax Review.256 Increasing Newstart would

do more to reduce poverty rates per budgetary dollar spent than most

other welfare changes.257 An increase in Newstart would mostly benefit

older Australians, since half of Newstart recipients are aged 45 or

older.258 The budgetary costs of a $75 a week increase in Newstart are

substantial, around $3.3 billion a year on some estimates.259

The Government should also review whether current eligibility rules for

the Disability Support Pension are appropriate.

5.4 Relax the taper rate on the Age Pension assets test

While retirement incomes are adequate for most retirees, Money in

retirement showed that recent moves to tighten the Age Pension assets

test taper have gone too far, excessively penalising people who save

more for their retirement.260

Before 1 January 2017, retirees with assets above the ‘asset free’

area lost $1.50 of pension payments every fortnight for every $1,000

of assets they owned above the asset threshold, or $39 a year. The

Government then lifted the taper rate on the Age Pension to $3 of

pension lost for every $1,000 in assets per fortnight, or $78 a year.

This reduced the Age Pension for about 370,000 part pensioners, but

a simultaneous increase in the asset free area boosted retirement

incomes for about 170,000 part pensioners with fewer assets.261

However the changes also resulted in very high effective marginal tax

rates on long-term retirement savings. The median-income worker who

256. Henry (2009a).

257. Phillips et al (2018).

258. Emslie and Wood (2019).

259. Henriques-Gomes (2018).

260. See Daley et al (2018b).

261. About 92,300 part pensioners no longer qualified for the pension and a further

277,700 had their part-pension reduced. Community Affairs Legislation

Committee (2018) and Morrison (2015c).
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saves an extra $1,000 at age 40, and retires at age 67, would increase

their retirement income by only $25 each year, or $658 over 26 years

of retirement.262 This is a negative real return on money saved for more

than 30 years, including compulsory savings under the Superannuation

Guarantee.

We recommend that the Age Pension be withdrawn at a rate of $2.25

per fortnight for each $1,000 of assets above the asset free area, rather

than the current rate of $3 per fortnight. For middle- and high-income

workers, this change would have a bigger impact on retirement

incomes per government dollar expended than increasing the Super

Guarantee (Figure 5.2). The wages of low-income workers would not

be reduced. This change would cost the Budget about $750 million a

year.263 Relaxing the Age Pension taper rate would also do more than

raising compulsory super to help the retirement incomes of middle- and

high-income women who take significant career breaks (Figure 5.3 on

the next page). And it would also extend the number of higher-income

Australians that are insured against longevity and other risks as more

older Australians become eligible for a part Age Pension.

Some commentators argue for a more uniform treatment of income

and assets in the Age Pension means test.264 The Henry Tax Review

recommended abolishing the separate income and assets tests and

replacing them with a single income means test, including deemed

income from assets.265 Within the current two-part means test – the

income test and the assets test – some assets are assessed under

both tests, while others are assessed only under the assets test. For

262. In 2015-16$. Assumes an assets test taper of $3 per $1,000 in assets, and that

the $1,000 is invested at age 40 in 2025-26: GRIP.

263. Daley et al (2018b, Chapter 8).

264. For example, see: Treasury (2009, p. 533) and Commission of Audit (2014,

p. 84).

265. Deeming assumes that financial investments earn a certain rate of income,

regardless of their actual earnings. For example, see: Department of Social

Services (2020).

Figure 5.2: Fixing the taper rate does more to help the people in the

middle than increasing the Super Guarantee

Annual disposable income in retirement as a share of the last 5 years of

working life for a 30-year-old in 2015, deflated by CPI
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Notes: Based on current retirement income policy settings, including 12 per cent super,

and assumes 80 per cent of the cost of higher compulsory super contributions comes

via lower wages.

Source: Daley et al (2018b, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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example, the home is exempt from the pension means test, while other

assets such as term deposits are treated differently under the income

and assets means tests.266 This results in people receiving different

levels of government payments even though they have the same level

of wealth. This reduces the fairness of the means testing system, and

can also affect where people choose to hold their assets.

There are merits to broader reforms to the pension means test,

including creating a single means test. However, such changes

would raise substantial design questions, and have significant and

complicated distributional consequences that may prove difficult to

justify to the general public.

5.5 Include more of the family home in the Age Pension means

test

Grattan’s 2018 report, Housing affordability: re-imagining the Australian

dream, showed that more of the value of the family home should be

included in the Age Pension assets test. This reform would make

pension arrangements fairer without compromising the incomes of

retirees, contribute between $1 billion and $2 billion a year to the

Budget,267 or fund other retirement income reforms set out in this

paper, and also improve the allocation of housing assets a little.

Many Age Pension payments are made to households that have

substantial property assets. Half of the government’s spending on the

Age Pension goes to people with more than $500,000 in assets.268

Once a person is retired, their house is treated differently to other

266. Treasury (2009, pp. 538–539).

267. Daley et al (2018a, p. 99).

268. Daley et al (ibid, p. 98). Excludes impact of changes to the Age Pension assets

test that took effect from 1 January 2017, reducing the pension entitlements of

326,000 pensioners. However these changes will only reduce overall pension

payments to part-rate pensioners by about $1 billion in 2017-18, which is unlikely

to substantially change the distribution of pension payments by net wealth, given

Figure 5.3: Fixing the taper rate is more effective for people with broken

work histories than increasing compulsory super

Annual disposable income in retirement as a share of the last 5 years of

working life for a 30-year-old in 2015, deflated by CPI
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Notes: Modelled based on a person who starts work at age 30 and takes a further

15 years of career breaks before retiring. Based on current retirement income policy

settings, including 12 per cent super, and assumes 80 per cent of the cost of higher

compulsory super contributions comes via lower wages.

Source: Daley et al (2018b, Figure 1.2), updated for latest Grattan retirement incomes

projections published in Coates et al (2019, pp. 22–23) and reflecting passage of the

Government’s 2019 personal income tax cuts.
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assets. Under current rules only the first $210,500 of home equity is

counted in the Age Pension assets test; the remainder is ignored.269

Inverting this so that all of the value of a home is counted above some

threshold – such as $500,000 – would be fairer, and contribute to the

Budget.

This reform would have no impact on potential retirement incomes as

measured in this report. Instead it would primarily reduce inheritances.

But it would also encourage a few more senior Australians to downsize

to more appropriate housing, although the effect would be limited

given that research shows downsizing is primarily motivated by lifestyle

preferences and relationship changes.270

Seniors who have little income but live in a high-value property should

be allowed to borrow income up to the rate of the Age Pension against

the security of their home, via the Pension Loans Scheme. This would

give them financial capacity to stay in their home if they chose to. The

threshold would ensure that homeowners would still have substantial

equity to pass on to their beneficiaries. But it would ask people with

high levels of wealth that would otherwise be passed on to heirs to use

some of this wealth to support themselves in retirement.

Alternatively a greater portion of the family home could be included

in the means tests for residential aged care. Since residential care is

typically a person’s final place of accommodation, the family home is

no longer an accommodation option, nor a vehicle for precautionary

total pensions spending of $45 billion in 2017-18 (Morrison (2015a) and Treasury

(2017)).

269. Home-owning singles are allowed $263,250 in assessable assets before their

pension is reduced, compared to $473,750 for a single without a home. Home-

owning couples are allowed $394,500 before their full pension is reduced, while a

couple without a home can have $605,000 (Services Australia 2020a).

270. Daley et al (2018a, p. 38); Productivity Commission (2015c); and Valenzuela

(2017).

saving. Instead the primary motivation for retaining the home in such

situations is for bequests.

Including more of the value of the family home in the aged care means

test would improve equity between homeowners and non-homeowners,

and help to ensure that care recipients with the financial ability to do so

pay for more of their own accommodation and care costs.

5.6 Investigate raising the pension and super ages to 70

Previous Grattan Institute reports have shown that increasing

retirement ages would produce one of the largest boosts to economic

growth271 and to budget balances272 in the long term. Increasing the

super preservation age to 65 (from 60) could improve the budget

bottom line by about $7 billion (in 2015 prices) in 2055 – mainly due

to tax revenue increases from wealthier households – while also

boosting old-age workforce participation by 2 per cent.273 It may then

be appropriate to index the Age Pension and superannuation access

age to life expectancy.274

Older workers in Australia are less likely to work than older workers in

many comparable economies.275 The age at which people can access

superannuation or the age pension affects the retirement decisions of

at least some workers.276 In 2014, the Abbott government proposed

increasing the pension eligibility age to 70 by 2035.277 But this change

was never legislated, and was abandoned by the Morrison government

in September 2018.278

271. Daley et al (2012).

272. Daley et al (2013b, pp. 29–32).

273. Productivity Commission (2015a, p. 2).

274. Daley et al (2013b, p. 30).

275. Daley et al (2019, p. 28).

276. Daley et al (2013b, p. 30).

277. Parliamentary Library (2015).

278. Yaxley (2018).
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Opposition to raising the pension access age focuses on concerns

that people on lower incomes are more likely to retire younger, are

less likely to be able to work to the age of 70, and have shorter life

expectancies.279 But the needs of this group may be best addressed

by allowing earlier access to super for people who have a disability.

Assessments of eligibility for the disability pension might also use

less stringent tests of whether a person over 60 has such a severe

impairment that they are unable to work.

Raising the super preservation age would have little, if any, impact

on the workforce participation of individuals who retire involuntarily

– almost half of men and more than one-third of women who retire

between the ages of 60 and 64.280

The Productivity Commission should therefore investigate the

economic, social, and budgetary costs and benefits of gradually raising

the age of access to the Age Pension and superannuation to 70 years.

The inquiry should consider whether there should be a new regime for

easier access to the pension and superannuation for people over 60

whose health has been so impaired that it is difficult to work.

5.7 Abandon the legislated increases to compulsory super

Given the reality that most Australians will have enough money in

retirement, there is no need to boost retirement incomes across the

board. Increasing the Super Guarantee as planned would effectively

compel most people to save for a higher living standard in retirement

than they enjoy in their working lives. It will do little to boost the

retirement incomes of many low- and middle-income earners, as shown

in Figure 5.4.

Even if governments wanted to boost retirement incomes, the planned

increase in compulsory super contributions to 12 per cent is an

279. See: Whiteford (2014b); Chomik (2014).

280. Productivity Commission (2015a).

Figure 5.4: Raising the Super Guarantee to 12 per cent won’t help many

low- and middle-income workers much

Change in total retirement income if the Super Guarantee increases to 12 per

cent compared to staying at 9.5 per cent, 2015-16$, CPI-deflated
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Notes: Assumes 80 per cent of the cost of higher compulsory super contributions

is passed through to lower wages, in line with Coates et al (2020). This approach

probably underestimates the long-term impact. Assumes 72 per cent of workers in

the Male Total Average Weekly Earnings (MTAWE) benchmark are covered by higher

compulsory super contributions.

Source: Daley et al (Figure 9.2 2018b), updated to reflect more recent data and

methodological improvements to the Grattan Retirement Income Projector (GRIP).
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ineffective way to get there. Raising the Super Guarantee to 12 per

cent would reduce wages today281 and do little to boost the retirement

incomes of many low- and middle-income workers tomorrow. It

would lead to lower pensions for both current and future retirees by

suppressing the value of the wage-benchmarked Age Pension. Pushing

for more retirement savings when they are not needed is simply a

recipe for larger bequests, leading to widening wealth inequality over

time as those unused savings are passed on to future generations.

Scrapping the increase in compulsory super to 12 per cent would also

save the Budget $2 billion a year.

Nor would an increase in the Super Guarantee do much to close the

gender gap in retirement incomes. In fact recent Treasury advice

suggests that increasing compulsory super would widen the gender

gap in superannuation savings.282 Closing the gender gap in lifetime

earnings would do the most to improve the retirement savings of

women. This would require a range of policy responses that go well

beyond the scope of retirement incomes policy, including cultural

changes to promote gender wage equality and achieve a better

balance in caring responsibilities between men and women, as well as

measures to further improve the workforce participation of women.283

And nor would higher super overcome some of the key design flaws

in Australia’s retirement incomes system: Commonwealth Rent

Assistance is too low, and the pensions assets test taper is too harsh.

Fixing these policies would do more to boost the retirement incomes

281. Coates et al (2020) finds that 80 per cent of the cost of higher compulsory super

contributions comes at the cost of lower wages for workers. And the long-term

trade off is likely to be even higher.

282. A Treasury briefing released under Freedom of Information laws noted that ‘While

the increase in the rate of SG would increase retirement balances for women, it

would likely lead to an even larger increase in male retirement balances due to

their higher lifetime earnings.’ (Treasury (2019)). See also Kehoe and Cranston

(2019).

283. For example see: Daley et al (2012).

of low- and middle-income Australians than further Super Guarantee

increases. And it would do so without forcing low- and middle-income

Australians to save for a higher standard of living in retirement than

they enjoy beforehand.

5.8 Reform super tax breaks

Superannuation tax breaks cost a lot – about $35 billion a year in

foregone revenue, or well over 10 per cent of income tax collections –

and the cost is growing fast (Section 1.5 on page 15). Half the benefits

flow to the wealthiest 20 per cent of households, who already have

enough resources to fund their own retirement, and whose savings

choices aren’t affected much by tax rates.284

Three reforms would better align tax breaks with the goals of

superannuation, while saving the Budget about $4 billion to $5 billion

a year.285

First, contributions from pre-tax income should be limited to $11,000 a

year. This would improve budget balances by $1.7 billion a year. There

would be little increase in future Age Pension payments, since the

reductions in tax breaks would mainly affect people unlikely to receive

an Age Pension anyway.

Alternatively, contribution tax breaks could be reformed along the

lines proposed by the Henry Tax Review, where superannuation

contributions would be taxed at marginal rates of personal income tax,

less a 15 per cent or 20 per cent discount. Such an approach could

also be combined with a tighter cap on pre-tax super contributions,

such as $15,000 a year.286 This approach is worth exploring, however

284. Daley et al (2015, Figure 2.4).

285. Ibid (p. 2).

286. For example, see: ACOSS (2020, p. 15).
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Grattan’s 2015 report, Super tax targeting, showed that for some

employers it could be difficult to administer.287

Second, contributions from post-tax income should be limited to

$250,000 over a lifetime, or to $50,000 a year.288 It won’t save the

budget much in the short term, but in the longer term it will plug a large

hole in the personal income tax system.

Third, earnings in retirement – currently untaxed for people with

superannuation balances below $1.6 million – should be taxed at 15

per cent, the same as superannuation earnings before retirement. A 15

per cent tax on all super earnings would improve budget balances by

about $2 billion a year today, and much more in future.

The generosity of retirement tax arrangements for some retirees

could be wound back without threatening the adequacy of retirement

incomes. Tightening super tax breaks would largely affect the top

20 per cent of income earners, who are unlikely to ever receive the

Age Pension. Replacement rates for the median worker would be

unchanged.289

Better targeting super tax breaks to the purposes of superannuation

would also reduce the gender gap in superannuation savings. As our

287. Daley et al (2015, p. 52). Many employers have traditionally operated one system

for regular earnings and pay-as-you-go tax (PAYG) payments, and another

system for superannuation payments. The earnings PAYG system does not

necessarily have information about the amount of superannuation contributed

(which can vary depending on awards, individual employment agreements, and

salary sacrifice arrangements). It is unclear whether these issues will be resolved

by the transition to single-touch payroll by the ATO.

288. A lifetime cap would be superior to an annual cap in ensuring people with

broken work histories are not disadvantaged. But since three quarters of

post-tax contributions are made by people aged over 55, there is likely to be little

difference in practice between a lifetime cap and an annual cap (Daley et al (ibid,

p. 54)).

289. Daley et al (2018b, Figure 10.2).

2015 report Super tax targeting shows, super tax breaks provide the

greatest boost to high-income workers who don’t need them.290 Most

of these high-income workers are men. Better targeting of super tax

breaks could free-up revenue to provide more targeted support for

retirement incomes for people who need it most, and reduce marginal

effective tax rates for low- and middle-income workers to encourage

greater female participation in the workforce.

5.9 Wind back age-based tax breaks

Grattan’s 2016 report, Age of entitlement,291 showed why age-based

tax breaks for seniors should be wound back. Two generous age-based

tax breaks were introduced in the past 20 years: the Seniors and

Pensioners Tax Offset (SAPTO), and a higher Medicare levy income

threshold for senior Australians. They are part of a series of policy

choices that result in seniors paying less tax than younger workers on

the same income.

The tax-free thresholds for seniors and for younger people have

diverged over the past 20 years. Seniors do not pay tax until they

earn $32,279 a year, whereas younger households have an effective

tax-free threshold of $20,542. These outcomes are hard to justify. A

retired couple pay about $4,000 a year in tax on annual earnings of

$70,000 from their assets (assuming their assets outside of super are

worth $1.4 million). Any extra income they draw from a super account is

tax-free. By contrast, a working couple with both people earning the

minimum wage would have the same income of $70,000 a year but

pay tax of about $7,000 a year. Unlike the retired couple, they probably

don’t own their own home, and they have little chance of accumulating

$1.4 million in assets, or accruing significant super savings, or owning

their home before they retire.292

290. Daley et al (2015, p. 26).

291. Daley et al (2016b).

292. Daley et al (2016c).
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Government should wind back SAPTO so that it is available only to

pensioners, and so that those whose income bars them from receiving

a full Age Pension pay some income tax. Seniors should also start

paying the Medicare levy at the point where they are liable to pay some

income tax. They would then pay a similar amount of tax to younger

workers with similar incomes. This package would improve budget

balances by about $700 million a year.293

5.10 Reduce super fees to substantially boost retirement

incomes

Reducing average super fees, and increasing investment returns,

by channelling people into the better-performing superannuation

funds would also boost retirement incomes by more than other

policies, including raising the Super Guarantee to 12 per cent. This

change would also save the Budget in the long-term via lower pension

payments and higher productivity (Figure 5.5).294

Australians pay more than $30 billion a year in super fees – almost

2 per cent of Australia’s annual Gross Domestic Product, and more

than they spend each year on energy.295 Fees in Australia are also

much higher than in many other countries.296 Grattan’s past reports,

Super Sting and Super Savings showed that superannuation funds

charge widely varying administration and management fees that range

from about 0.5 per cent to 2.0 per cent of assets.297 The higher-priced

293. Daley et al (2016a, p. 3).

294. For example, Rothman (2012) estimated that if super returns were 1 per cent

lower than expected then annual government pension outlays would rise by 0.3

per cent of GDP by 2050. Lifting net returns by the same magnitude (by reducing

super fees) could generate similar budgetary savings in the long term.

295. Daley and Coates (2018b).

296. Nolan and Coates (2019b).

297. See: Minifie et al (2015, Figure 9) and Productivity Commission (2018c,

Figures 5 and 6).

Figure 5.5: Reducing superannuation fees would boost retirement

incomes more than increasing the Super Guarantee to 12 per cent

Average retirement income per year by employment earnings percentile,

2015-16$, CPI deflated
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Source: Grattan Retirement Income Projector (GRIP).
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funds typically produce worse returns before fees – and therefore much

worse returns after fees.298

To fix the mess, the Productivity Commission proposed that Australians

be allocated a default super fund only once, when they first started

working.299 An expert panel would select a ‘best in show’ shortlist of

default funds, using criteria including investment performance and fees.

Unless they chose another fund, new workers would be defaulted into a

shortlisted fund and stay there even if they changed jobs.

‘Best in show’ would improve returns as funds competed to make the

shortlist and stay there. Market discipline would come from experts with

the time, resources, and expertise to decide which funds to shortlist,

rather than individuals who don’t. And poor-performing funds would be

forced to merge or miss out on the default market entirely.

5.11 A range of policy changes could encourage greater draw

down of retirement incomes

Retirement income policy is set on the assumption that savings will

be consumed. Yet, as noted in Chapter 1, many Australians do not

draw down on their retirement savings. As a result, many retirees

are consuming much less than is implied by the purported aim of the

system to smooth consumption over the lifetime.

To encourage greater draw down, governments might:

• Increase minimum draw down rates from superannuation

balances, given that these anchor the expectations of many

people;

298. Minifie et al (2014, p. 11), Productivity Commission (2018c, Figure 3.24) and

Productivity Commission (2018d).

299. Productivity Commission (2018c).

• Continue to shift the default basis for funding aged care so that

most people do not have to lodge a substantial ‘bond’ that is

typically preserved until death;

• Promote more forcefully that Australia has a genuine safety net for

people who live long but run out of money, in the form of the Age

Pension and government support for health and aged care.

Governments should also explore Comprehensive Income Products

for Retirement (CIPRs), which could help retirees to insure against

longevity risk. However policymakers should proceed carefully

on CIPRs since such products are not well understood by most

Australians, and many Australians are largely insured against longevity

risk by the Age Pension.

5.12 Act now, but look to the long term

This paper proposes specific reforms that would make Australia’s

retirement incomes system simpler and fairer. Our proposals would:

target government support better to the system’s purpose, especially in

alleviating poverty; better balance the trade-off between consumption

during working life and retirement; reduce administrative complexity

and cost; and put the system on a more sustainable budgetary footing.

It is often argued that further changes to retirement incomes

policies, and superannuation in particular, would shake confidence

in the system, undermining retirement outcomes.300 Some have

called for a moratorium on further changes to super, with policy

settings reconsidered only every five years in the context of the

Intergenerational Report.301

Yet recent policy changes to super, such as reining in tax breaks in

2016, have made the system fairer and aligned super tax breaks better

300. National Seniors Australia (2020) and ASFA (2020, p. 4).

301. ASFA (2020, p. 25).
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with the purpose of superannuation.302 And few would argue against

the more recent reforms to consolidate duplicate accounts and remove

unnecessary insurance for younger, low-balance members.

Arguably the bigger threat to confidence is posed by past decisions to

expand the generosity of the system without heed to their long-term

costs. For example, the 2007 decision to make super withdrawals

tax-free has proved both inequitable and unsustainable. As a result,

governments have since made incremental policy changes to wind

back the generosity of super tax breaks.303

The priority, for the Review panel and policy makers, should be

to create a policy framework for assessing the long-term policy

implications of further changes to retirement incomes policy. And if

change is highly desirable in the long term, it is better done sooner than

later.304

302. Daley et al (2016a).

303. See Treasury (2013a, Table 3.1) for a summary of policy changes to super

between 2005-06 and 2013-14.

304. Fitzgerald (1993).
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