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Abstract

Recent ycars have scen the Labor Government in
Australia bringing in liberal 1ax wreaunents of
superannuation. These changes haye prompied
some analysts to predict a huge growth in
superannuation heralding in a trillion dollars to
the industry. Taking a cue from the growth of
the Central Provident Fund in Singapore, we
argue that such a phenomenal growih is unlikely
in Australia unless the government forces the
emplayers and the employees to contribute more
(a la Sinpapore). We explore political and
economic implications of the iwo systems,
Finally, we compare and contrast the annuity
muwrkets in the rwo countries.

Inroduction

Benefits paid to retired individuats in Australia is
called superannuation. A superannuation scheme
pays currently working individuals when they
telire. A similar program exists in Singapore: the
Central Provident Fund (CPF). There are some
major similarities between the sysiems: (1) the
participants pay into an accumulated fund; (2) the
deposits, earnings of the fund are treared
favourably by rax authorities; (3} the withdrawal
cian be made after retirement in a lurnp sum or in a
stream of {annuity) income,

These schemes are different from the so called
pay-as-you-go (pay-go) social security scheme in
existence in other developed countries. It also
differs from the means (esied povernment
sponsored pension scheme.

The age pension scheme in Australia is similar 10
the Social Security scheme in the Uniled States.
It was not means tested in any way until the
1980s. In 1983, all 2ge pensioners were income
tested for the first time. In 1985, an asset test
was also introduced. As a result, in the lute
1980s, about 60% of the aged are receiving a full
age pension {worth about 25% of average weekly
earnings).

In publicly funded pension schemes there is no
pooled capital. At every point in time, an
intergenerational mansfer takes place: the current
working population is taxed and the money thus
raised is given immediately to the current retirees,
IT the workers are not taxed, retirees cannot be
paid. Consequently, any pay-go scheme will
have difficulty if the benefits are increased and
taxes are not. For example, if the number of
workers in the population falis relative 10 the
number of retirees, Lhe retirees cannot be paid the
same benefits as before unless the taxes are raised

on the working population. Similarly, if benefiis
10 the retirees are 10 be increased, the workers
must be taxed at a higher rate vunless the pool of
new entrants to the work force can bear the
burden of the extra cost.

MINTEL (1991) siudy estimates that the current
burden of age pension is about 5% of the GDP in
Australia. However, this burden is going to rise
1o 9% of the GDP by 2020 when the current baby
boomers retire. The burden will peak at 12% of
the GDP in 2040. If this report is correct, there
will be a massive increase in government budget
devoted 10 old age pension. There are only a few
avenues open [0 the government: increase taxes
or reduce benefits. Neither will be a popular
choice. The government in Australia has recently
recognized the problem with pay-go schemes.
Hence it is pushing for superannuation schemes.

In the United States, the Social Security Scheme
faced such a difficully in the mid 1980s. Until
then, most of the Social Security benefits were
increased without proper consideration on where
it was going 1o come from! For example,
payments were indexed 1o the consumer price
index following massive inflatdon of 1974-5. It
became clear that such increases will become
unsustainable in the future. As a result, the
Federal Government legislaied changes so as 10
meet the increased demand for such payment (in
the future) as baby boomers of the 1960s
approach redrement. Perhaps the more important
consequence of the pay-go system is on the long
run growth rate of a country: a pay-go scheme
can potentially reduce the long term growih rate
of an economy {the evidence on such a
consequence is mixed, see Sinha, 1988).

The problem with a pay go system has long been
recognized in Singapore, In 1959, the Stale of
Singapore Development Plan for 1961-64
decided to eschew any grand social insurance
scheme: "Ambitious plans for immediale
improvement of social services have to be
eschewed. Such a plan can only be implemenied
by diverting much of the available capital
resources from other even more pressing needs.
The most pressing need is to inmcrease
employment and consaquently national income 10
maich the population growth." {p. 6} Insicad i1
gnncd 1o encourage saving for retirement via the
PE.
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T'he eitects ol the CPF and possible
conseguences of superannuation

Between 1955 and 1965, the CPF funds were
used mainly for financing long rerm government
projects. Stariing in 1965, the CPF members
were allowed 10 buy Housing Development
Board (HDB) flats using pant of the CPF money.
The role of the CPF to finance other residential
properties was expanded over the next ten years.
In 1978, a scheme was introduced to buy
Singapore Bus Service (SBS) shares. The
contribution rates of the CPF stayed under 20%
(that is, 10% by employer and 10% by employee)
until July 1972 reaching a peak of 50% (both for
the ernployer and the employee) in 1986. The
massive growth in the CPF funds have produced
several results: (1) It has contributed to a
spectacular boom in the residential property
muarket. It has prompted policy makers in
Singapore 10 cite as a goal a 100% home
ownership rate. This approach has received
critical comments from some quarters. For
exampie, Lim et al (1988, p. 37) wrote "A
question as 1o whether such massive allocation of
capital resources into infrastructure development
is desirable at the expense of other investments
cun be raised.” (2) It has built a huge foreign
exchange reserve for Singapore. In fact,
Singapore has one of the highest international
reserves (per capita) in the world (International
Monetary Fund Yearbook 1989), (3) It has
resplied in an 80% invesiment in governmeni
equity by the CPF funds. It has also produced
the highest per capita rate of savings in the world.
The conventional wisdom in economics dictates
that the higher the rate of savings, the higher the
rate of capital accumulation, the higher the rate of
growth in a country (see, for example, Feldsicin
1976). However, when the savings comes from
a forced channel (via a compulsory scheme),
many researchers argue that 100 much forced
savings may have a negative impact on voluntary
savings (Datta and Shome 1981). However,
there is a great deal of controversy over the actual
results (see, Wong 1986).

The superannuation schemes in Australia are
much smaller in scope. (To get a perspective on
the size of the superannuzation industry, we can
compare it with the CPF. 1n 1985, the size of
capital in the CPF was 589,000 per capita. At the
same rime the figure for Australia was aboui
5§%3,500.) The combined contributions of the
employer and the empioyee rarely reaches over

" 12% of wages. Unlike the CPF in Singapore,

superannuation money in Ausiralia cannotr be
withdrawn for buying residential properties or
other kinds of invesiments.

There is a good prospect for superannuation
funds to be invested in intemationally diversified
portfolios. The Government hopes that such a
move will result in the lowering of Australia's

foreign debt and channel resources into
productive capizal investments.

Australia already has the highest home ownership
rate in the OECD counmies (The wend of high
home ownership in Australia is likely 10 continue
in the foresceable future). Therefore, the
government docs not want any more capital to go
into propeny markets.

Legislative Changes for Future Growih of
Superannuation in Australia

Changes in law 10 accelerate savings vie
superannuation in Australia has been taking place
over the lasp eight years. Most of the future
growth in superannuation will come from 1wo
major sources: changes in legal requirements of
superannuation schemes and preferential tax
weatment of contributions 10 superannuation.
Government also wants the individeals 10 keep
most of the accumulated capizal in the form of an
annyity 10 prevent any possibility of imprudent
sperding of money at retirement and then
becoming a burden of the State.

The major changes in superannuation schemes in
the 1980s are listed in appendix A. (A
chronological account of the CPF in Singapore
can be found in Lim et al 1986, pp 11-12). The
effect of such legisiative changes will not be
merely cosmeric. Sampson (1990) repons expen
opinions on the potential growth of
superannuation funds over a period of twenty
yeuars: ¢

TABLE I:
Actual and Projected size of the Superannuation

funds in billions of Australian dollars
(zovemment plus private) year Sampson

" (1990)MINTEL (1991)
1980 17
1985 46
1989 108

1995 (estimate} 250-400 356
2000 (estimate) 500-650 915

Sources: Sampson {1990) and MINTEL Repon
(1991)

There seems to be no broad agreement among the
experts in the superannuation industry (especially
about what might happen at the i of the
century). The MINTEL siudy gives some
rationale for their projection. It argues that in the
past ten years, the size of the industry has grown
at the compounded rate of 22% per annum.
Hence, it claims if the rate of growth is sustained,
it will result in a willion dollar industry at the tum
of the cenury. A simple matter of arithmetic
shows that a growth rate is exaggerated when it
stants from a stnall base {a rise from $1 w0 $2 isa
100% rise, but a rise from $10 to $11 is only a
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1U0% rise, although the amount ot growth in both
cases equals $1). Can such a growth rae be
sustained? Is there any precedence of such
phenomenal growth in pension funds? The CPF
in Singapore provides an example, The size and
the growth rate of the CPF is reported in Table 2.

TABLE 2:
The size and growth of the CPF in Singapore
Year Size of CPF growth rate (%)
7

1970
1971 988 27
1972 1316 33
1973 1771 34
1974 2412 36
1975 3235 4
1976 4066 26
1977 4954 22
1978 5981 21
1979 7516 26
1980 9551 27
198] 12150 27
1982 15656 29
1983 19505 25
1984 22670 16

Annual compounded growth rate of 27% (1970
1984)
Source: CPF Annual Reports, various issues

An annual growth rate of 27% sustained for
fificen years is remarkable indeed. However, we
need 1o go beyond the numbers to see why such
growth has taken place. The principal source of
growth in the CPF has been he increase in the
rate of contibution stipulated by the government,
If we compare 1970-1984 with the preceding
period of 19651970, we find annual growth of
the CPF has been about 15% (notwithstanding
the facl that at the same period, the coverage of
the CPF was growing rapidly). Thus, we believe
the projected growth tate of the superannuation
funds in Australia has been overestimated: the
changes in legislation can only produce a "one
shot" increase in superannuation funds. It is
unlikely 1o be sustained for a decade.

A comparison superannuation and the CPF

(1) Voluntary versus forced saving: Conmibution
1o the superannuation on the part of the employer
is mandatory. However, a major portion of ihe
employee contribution is voluntary, In the CPF
scheme, coniributions by both the employer and
the employee are mandatory, The mandatory
nature of the CPF has attracted a lot of criticism
both in Singapore and abroad. For example, Lim
et. al.(1988) argue that "... by absorbing a large
proportion of individuals' incomes and by
restricling access to them, the CPF tends to limit
the freedom of the contributors to use their own
incomes." (p. 222)

{Z) Propormon of income absorbed: “I'he CPH
takes in a very large proponiion of income (some
40-50% of gross income). However, 1l allows
the contributors to withdraw funds for housing,
medical expenses, and now more recently, lor
education. The superannuation scheme in
Australia is relatively modest (6-15% of gross
income). However, none of it can be withdrawn
unless the contributor dies or leaves the couny

permancntly.

(3) Cenuralized versus decentralized: The CPF is
a cenwralized fund. Much of it is invested in
government stocks. The superannuation funds
are decentralized: there were over 300 of them in
1990 (Bateman ct. al,, 1990, p. 50). However,
there is a supervisory federal government body
called the Insurance and Superannuation
Commission (ISC) which sees its role "io
promote the sound working and orderly
development of superannuation in accordunce
with legislation designed 10 ensure that
superannuation schemes are managed prudently
in the interest of their members and 1o encourage
the use of superannualion benefits for genuine
retirement need.” {Insurance and Superannuation
Commission, 1989). The actual functioning of
the ISC scems 1o be to proteci the contributors
from fraud and financially shady dealings by the
funds, There is no role of the ISC to supervise
the investment strategies of the funds,

{4) Performance of the fund investment: There is
no alternative o the CPF for conmribuiors in
Singapore. As a result, the performance of the
CPF has not received a good deal of serutiny.
Over the pericd of 1975-1989, the real rate of
rewum on the CPF fund has been about 2.78% per
annum (the real raies of return in 1973 and 1974
were -11.6% and -12.9% respectively). Al the
same time, some of the small private funds in
Singapore had provided over 6% real return per
annum. When such a situation is compared with
superannuation funds in Auswalia, we find even
starker contrast: the asset weighted average real
rate of return of the superannuation funds over

. the same 1ime period was over 7% per annum.

This brings out the real drawback in a centralized
pension scheme without any allernatives. Lim et
&l (1986) wrote "Other provident funds in
Singapore have earned rates of return for their
members higher than the [rate] paid by the CPF,
They have accomplished this by holding asset
portfolios composed of equiries, fixed deposits,
and government securities. The CPF could
increase its interest income significantly by
following a similar investment strategy.” (p. 36)
In Australia, one interesting trend has emerged:
large funds have vasily outperformed smaller
ones (Bateman et. al. 1990).

(5) award superannuation; Australian
government has introduced a new scheme in 1990
to bolster the superannuation industry further.
Insiead of paying higher wages to compensate for




tnflanon (which itsetf would contribute 10
subsequent rise in inflation rate), the increase in
pay would be added to the superannuation
benefits. However, as conrribution to
supcrannuation attracts a much lower tax rate, this
"sward supcrannuation” scheme is attractive 10
fund members with (i) no liquidity constraint; (if)
a high marginal tax rate. The long term economic
implications of this scheme is not clear (see, for
exampie, Sinha, 1988),

Political Implicasions

There is little question as 10 the growth to the
economy 4 higher savings and investment brings.
Therefore, as a vehicle of saving, the CPF and
the superannuation are viewed asa "good thing”.
However the centralized nature of the CPF hos
unleashed a powerful politcal force. Various
politicians of the ruling party have cloquently
spoken about the possibility that the opposition
might financially mismanage the funds and
therefore put the somiortable retirement of the
elderly into jeopardy. It is true that irresponsible
povernment might squander away the capital. On
the other hand the CPF fund managers may not

* invest in the best possible opporunity without

any competition. In a decenmalized sctiing, the
firn managers would compete and ensure thar
funds are invesied in the most profitable ventures.
However, the best possible investment for an
superannuatant may not be the best one from the
viewpoint of social engineering. Therefore, it
may not be politically the best course of action,

In Australia 100, there has been a move o use the
superannuation s a political tool. In 1985,
several unions wanted to get into the
adminisustion of superannuation funds. Given

“that 60% of the labor force in Australia is

unionized, it could have strengthened the position
of the unions (Sampson, 1990, p. 15). The
current Labor Governmens gave such a plan its
approval. However, by 1989, it became clear
that unions have not been able 1o make a dent in
the superannuation markel.

Lump sum versus annuities

in both the Australian and the Singaporean
schemes, we observe a curious phenomenon: the
money in the pension fund cannot be touched by
the members vntit age 55 (or until permanent
retirement). However, ai retirement, the
accumaulated sum can be withdrawn in one lump
sum, It is, as if, the government believes that a

erson is not responsible enough to spend
Judiciously before retirement, but becomes very
responsibie after retirement! If someone is
irresponsible enough, he or she might go on a
binge right afier retirement, spend the'lump som,
and then become a burden of the state for the rest
of his or her life, This possibility brings in a
major impetus for annuitics. Lim er al {1986,

Chapter Vi) puts the case for annuines
eloquently:

"When a wage camner retires in old age, his basic
financial need is an income adequaie 10 sustain his
livelihood throughout his remeining lifetime. A
lump sum drawn ar a certain age is exposed 10
many risks of loss; even a prudent person might
incur the loss of a substantial pan of his fortune.
Further, although death is & certain event, the time
of death is unceruain. There is, therefore the
additional risk of living so long that the lump sum
as a means of support is exhausted during his
lifetime. To cope with such problems an
institution known as life annuities, has been
designed io convert a lump sum into a stream of
income for as Jong as the annuitant lives. This is
essentially a pooling mechanism where,
concepiually, a group of participanis pay into a
fund from which regular paymenis are
subsequently made 10 the annuitanis*throughout
his remaining lifetimes. In this way, each
annuitant will obzain a lifelong income regardless
of how long he lives, Thus, the retiree's financial
need is well-marched by the income of the
annuity.” (p. 94)

In Austalia, MINTEL repon (1991) found thas
about 70% of the superannuitants rely on tump
sum benefit only. Similarly, in Singapore, there
is some anccdotal evidence thai recent retirees
simply deposit their lump sum benefits in the Post
Office Savings Bank and live off the interest.
Such a stratcgy does not proiect the retiree from
the erosion of buying power through inflation. In
Singapore, it has been suggested by Lim er. al.
(1986, Chapter VIID) 10 provide a government
sponsored annuity scheme with a compulsory
component. The authors, in a simulation, arrive
at a $779 bencfit (indexed 1o rise with the rare of
inflation ) per month for a $100, 000 paymeni a1
retirement.  In Australia, comparable private
annuity schemes are already available. For
example, a large financial institution in
Queensland has recently quoted a (life) annuity
for $100,000 that pays $860 per month (indexed
to rise with the rate of inflation).

There are many misgivings about the annuity
schemes by the retirees. The most common is the
fear that if a retiree buys a jife annuity and dies
soon afterwards, there would be no inheritance
left (this fear is great among couples, where one
partner dies leaving the other penniless).

However, annuities are flexible instruments. It is -

possible to buy joint life annuities, annuities with
2 guaranieed payment over a fixed time period
(for cxample, an annuity that pays for 1en years
regardless of the survival of the annuitant, and
then keeps paying untl the annuitant dics).

In Australia, to popularize annuity schemes, the
government has set up additional tax incentives
for annvity purchase (vis-a-vis lump sum
benefits). Curiously, the Singapore Government
has not taken any stcps lowards making ARnuity
schemes anractive,
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Conclusion

The Labor Government in Australia has brought

_in liberal tax weatments of superannuation, These

changes have prompied some nalysis to predicy a
huge growth in superannuation heralding in a
trillion dollars to the indusiry, Analyzing the
growth of the Central Providem Fund in
Singapore, we have argue that such a phenomenal
growih is unlikely in Austrulia unless the
government forces the employers and the
employees to contribute more.  We explore
political and economic implications of the two
systems.  Finally, we compare the annuity
markets in the two counries and conclude that
additional incentives and education are required to
muke annuities a suecess in both countres.
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APPENDIX A

: July'1983

a, unifying taxation of pre and post 1983
services,

b. group cenification procedures

c. roll-over options

December 1986

a. allowing deduciions in tax calculations

b. lifting of contribution Jevels

¢. holding of preserved components of benefts

July 1988

8. caleulation of tax on contributions

b. determination of allowable deductions in
calcularion of 1ax on contmibutions.

c. paymnent of tax on investment eamings

d. monitoring of effects of dividend imputations
e. determining cost base for tax on growth on
realized property

f. aliowance for depreciation of assets owned by
the superannuation plan

E. calculotion of reasonable benefits limits (RBL)
and contributions -

h. monitoring excessive benefits

i. recording deductions allowable for employee
contributions

July 1990

a. alterations in RBL calculations

b. deductions for employee contributions to set
timits

c. highest average salary (HAS) calculations

d. recording and menitoring of base salary for
Superannuation contribution

e. improvements in early retirement benefits
calculations

f. changes in vesting requirements from July
1985

g. recording contribulions made for two years
afler ceasing work

h. reporting to the Insurance and Superannuation
Commission of all superannuation benefits afier
January 1990

i. auditing of funds/plans

J- choice of accepiable investments

k. monitoring acrual returns achieved by
investments

current status of maximum retirement benefit

salary up to $35,000 (indexed) : 7xHAS (for
lump sum, higher for annuity)

sularies over $35,000; reducing sliding scale
tax on fund eamings: 15%

rax on deduciible contributions: 15%

o R B
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tax on pre-1983 benefits: 5% of payout included
in assessable income in payment year

12x on post-1983 benefits:  prior 1o age 55

own
contribution: nil
balance: 20%
after age 55 .
own contribution: ni}
first $60,000 (indexed): nil
balance: 15%

Indexing adjustment applies to 1 July every year.
All indcxations are to be based on consumer price
index (CPI).

Additional details of receat changes in
superannuation laws are listed in CCH Australia
(1990).
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