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The IS Report on Retirement Savings: A Wakeup Call

Executive Summary

The Investment Savings and Insurance Association (1Sl) represents institutions serving
more than 1.5 million New Zealand investors and policy holders. The ISl is concerned
that previous studies of retirement income policy - notably the Todd Task Force report
and the two reports last year of the Periodic Report Group - have been overly

optimistic about the counyis ability to cope vith the impact of denographic chage.
Both lastyear’'s RRG Reports identified the future need to clgampresent policies.
But the inference drawfrom the Reports was that ve have time to discuss this
challerge and to obtain egomunity agreement before the nextveew is carried out in
2003, and before the ‘batboamers’ start to retire, around 2015h€el Sl is concerned
that if we wait until this demographic butje is upon us then drastic action, such as a
sudden Hie in tax rates or a fall in superannuation benefii,h@ unavoidable.

To confimm or allay its concerns, thiSl set up a Piject Team to exanine the Todd
Reports and the potential role of increasadrgg. The Prgect Tean consisted of Dr
Gareth Mogan, principalof Infometrics, a leadig New Zealand econmics
consultang; Jonathan Eksen, a senior &v Zealand actuar, and +tbn. David Caygill,
a former Minister of Finance.

Infometrics’ full report is attached as an appendix to this dwmt. The Report
expands on theodel used v Treasuy to plot the future fiscal cost of Nexiealand
Superannuation (BS). Whereas theréasuy model lodked narrowy at the issue of
fiscal cost, the expandedbdel considered the widanpact on the ecomay of both
higher government expenditure and the resutiihigher tax rates needed g=ater
numbers of retirees qualiffor present leels of NZS. The research indicates thabre
thanjust fiscal cost is at ske. Without preentive action, fiscal pressures areely to
lead to unacceptaphigh levels of inflation, public debt and ambalance of external
payments, in addition to lgher tax rates.

The Prgect Team also lodked at whatmeasures could helpraid such unfortunate
outcanes. They looked at the role lgher private s&ings might play, as well as the
most olvious ways (ie raisirg the aye of entitlanent and lovering the pensionm@mount)
of reducirg thegross cost of MS. They found thegreatestinpact will be achieved
where a nmber of poliy approaches are pursued imtination. The Prgect Team
also found thatyreater benefits are achied for less cost, the earliemmedial action is
commenced.

The research also l&ed at thempact of hgher saings on differengroups within the
community. Here gain the conclusion echoes that earlier reaclyetioold and the
Periodic Rport Group: Future retireesiivneed to be able to use the eguiit their
homes in their retirmentyears, or ensure that less of theriggs is tied up in their
homes on retireent.

The conclusions which flow fira this research seestak and olvious. If we are to
significantly reduce the fiscal and ecanic problams arisirg from an aeing
population wanust address a miber of poliy areas without deja In particular there
is a need:

» Toraise econmic growth;

* To avoid distortions in the conditions which influencevarte savings and improve
private saings rates;
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To enhance the efficiency of private sector investment;

To limit government spending;

To pursue a consistent approach to immigration; and
* To enhance access to an adequate retirement income for those in greatest need.

Above all, research suggests that the present policies in these areas are not sufficient to
avoid future problems. The longer we wait to address them, the more drastic the action
which would be required.

Further research is needed in the following areas:

to establish society welfare preferences;

« the factors wich influence the qualitpf sawng and inestrment decisions;
« the role of housings a hicle for retirenent saing;

» universal entitlenent versus targting

» the gowth of government spending



21

22

23

24

2.5

The IS Report on Retirement Savings: A Wakeup Call

Introduction

The Investment Savings and Insurance Association (1Sl) represents investment and life
insurance companiesin New Zealand. Member companies manage over $20 billionin
savings on behalf of more than 1.5 million New Zealand investors and policy holders.

The ISI was formed in 1996 from the former Investment Funds Association and the
Life Office Association. It provides avoice for the investment, life insurance,
superannuation, savings and managed fund industries.

One of the key objectives of the ISl isto work to secure the future of New Zealanders.
The ISI does not just represent the interests of its member companies, but worksto
ensure that New Zealanders are provided with the best options to secure their futures
through savings, investment and the protection they receive frominsurance. The S|
seesitself as part of the education process which, in our view, needs to occur with
respect to the key issue of future retirement income policy.

Last year the Periodic Report Group reported on the state of retirement income policy.
The Group reviewed the existing system of policies and looked to the future. Inits
Interim Report, published in July, the Report Group concluded:

“We need to find a means of getting community involvement in designing a policy
change mix that could be agreed at the time of the next periodic review in 2003.”

This Report is a contribution to that debate.
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3 Background

3.1 ThePresent System of Retirement Income Provision
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3.13
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3.1.5

Public retirement income is provided through New Zealand Superannuation (NZS).
Thisisaflat-rate universal entitlement.® It is funded out of general taxation on a pay-
as-you-go basis. Individuals qualify for NZS on attainment of the eligibility age
(currently increasing from 60 to 65, the transition being completed in 2001), if
criteriarelating to residency in New Zealand are satisfied.

The present gross annual levels of NZS are:

Married Couple $19,710.00
Single Person (living alone) $13,147.00
Single Person (sharing) $12,049.00

NZS rates are reviewed each year with aview to their adjustment. Government policy
has focused on two potentially conflicting objectives. First, it isfelt that the
purchasing power of the NZS benefit should be protected. Second, it isfelt that
public retirement income should be linked to the level of income earned by the
working population. In order to achieve these two objectives, NZSisincreased each
year in line with the rise in the Consumers Price Index (CPI), but subject to an after-
tax wage band test. The test dictates that the increase must be such that the revised
NZS for amarried couple lies within the range of 65% to 72.5% of average, ordinary-
time after-tax weekly earnings, which, as aresult, can be above or below therisein
the CPI.

Up until the current fiscalgar, NZS payments hae been “targted”. Whilst the

level of NZS itself was independent of an inidlual’s financial situation, those with
other sources of incaamwere liable to additional tax paents throup the
application of the New @aland superannuitants’ surchargn effect, the surchaeg
clawed backhroud the tax sgtempart or all of the N3 paynents to
superannuitants with oderate to hig other incom. In the prevous fiscal yar
(1997/98), the surchaegapplied at the rate of 25 cents in the dollar for ircabowe
a threshold of $10,296 for a slagperson and $15,444 for a couple.

The surcharg was abolished with effect frolnApril 1998. Since its introduction in
1985 and duringhe frequent structural chaggysince then, it has been acqamied
by controwersy. Many, if not most of those who habeen affected or thohgthey
were likely to be affected bit, hawe believed the surchamgyto be unjst. The
inconsistent approach to the treafinof incone from different sources anle
awidance of the surchaggossible, creating thriving market for “surcharg

friendly” investment products. Althouly only approxinately 25% of superannuitants
were affected byhe surcharg, a geat deal of tira and neaneywas spent on
awidance.

! The question as to whether NZS is an entitlement or a benefit has proved highly controversial. Ina
sensg, it isboth. NZSisan entitlement in that the law provides payment on the basis of age (and
residential qualifications) alone, ie without proof of need. But NZSis also a benefit in the sense that it
ispaid by the State from taxes to a particular group in society, just as other groups are supported for
similar public policy reasons.
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On the other hand, NZS itself has proved controversial, at least from its inception as
National Superannuationin 1976. It iseasily the largest single expenditure
programme undertaken by the Government. Thisisless areflection of the level at
which NZS is paid and more areflection of the average number of years for which it
is paid to each recipient (currently approximately twelve years compared to four
years on a Domestic Purposes Benefit or 6-12 months on an unemployment benefit).
Put another way, in the year ending 30 June 1997 more than 450,000 people received
NZS, compared to 112,000 who received the DPB and 140,000 who receive the
unemployment benefit.

Comparisons with the domestic purposes and unemployment benefits are themselves
controversial and rejected by many as inappropriate. Thisreaction, aswell asthe
scale of the NZS programme, raises the question: what is the purpose of NZS?

The range of purposes for which state retirement income may be provided has been
described in work by St John and Ashton (1993)? as follows:

€) Alleviation of poverty

(b) Prevention of poverty.

(©) Belongi ng and participation so that retired people feel part of the
community.

(d) Continuance of economic status so that the standard of living relates to pre-

retirement levels.

Level (@) could be operated by awelfare system which provides benefits only on
demonstrated need. Level (b) might be achieved by alow universal entitlement; level
(c) by ahigh universal entitlement; and level (d) by a generous salary-related state
pension.

Different people will have different views as to where NZS currently fitsinto this
scale. Whilst some of the working population may believe that it is near level (),
superannuitants with no other income and higher than average costs would probably
claimthat it lies at the lower end of thisrange. Whatever the situation, society must
decide the appropriate level of future provision. But that decision must be made
bearing in mind the consequences for taxation and the future standard of living of
society as awhole.

3.2 TheNeed for Change

321

There are two main, related reasons why the present system needs review. The first
is that like other western countries, Newaland’'s population is &jng That is, its
conposition is chanigng in a way which will increase the cost of publicigrovided
retirenent incones. The risingcost of retirerant incone will place econotit
pressure on the nation as hole. We nowbriefly outline each of these factors.

2 Private Pensionsin New Zealand: can they avert the crisis?

5
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3.22 Demographic Pressures: “New Zealand has an ageing population. Over the coming
decades an increasing number and proportion of the total population will enter the
retirement ages. Thistrend will be particularly marked after 2010 when people born
in the post-World War |1 baby boom begin reaching sixty-five years of age. . . over
the same period the labour force will become older but stay steady in number, while
the dependent young will decline in number.”?

3.2.3 Population trends are a function of three factors: fertifityrtality and mgration.
Each of these factors contributed to thecalbed postwar “babybooni. Each is
described in detail inAgeing and Retirement in New Zealand’. We briefly
summarise that raterial here. h essence, the evall result of these trends has been a
“demographic bul@” as “babybooners” nove up the ag scale.

3.2.4 Asto fertility: between 1946 and 1965 ew1.1 nillion babies vere born in Nw
Zealand, oer 77% nore than in the precedingentyyears. The fertility rate peakd
at 4.3 births per woam in 1961. Bythe nd-1960s howeer the “babyboont had
lost its nomentumas effectie contraception becanmore widelyavwailable. By
1978 fertility had fallen belovthe replacemnt lewel of 2.1 births per wman. It has
only exceeded that lel/for a brief period in the earl$990s.

3.2.5 On the other hand, increasilifg expectancys contributingto population gowth in
older ag@ goups. Medical adances, inprovenents in pregntative health care and
lifestyle changs are resultingn people livng longer. Before the nd-1960s nuch of
the inprovement in life expectancyas due to decliningnfant nortality rates.
Howew, in the past three decadessnof the gins in life expectanchaw been
due to fallingdeath rates at older eg

3.2.6 Life expectancys progcted to increase further@vthe next fiftyyears or nore. By
2051, life expectancst birth could increase to 8&agrs for mles and oer 85 years
for females. Men vho reach the agof sixtyfive in 2051 vill probably be able to
expect a further twentyears of life, while woren may expect a further twentfour
years.

3.2.7 With the decline in fertilitythat followed the babyboom and with the babybooners
thenselves gowing older, the proportion of children in the population proceeded to
fall. This fall is propcted to continue in the future, with childreakimg up just
16% of the population bghe year 2051.

3.2.8 The proportion of the total populatiorha were of working age fell slichtly until the
early 1960s, then increased as the bbbgners begn to reach this ag 15 to 64
year olds now ke up 65% of the population. his figure is progcted to increase
slightly to 67% bythe year 2010, but, as balponers ben to reach retireemt, it
will fall to around 59% by2040 and then lel off.

3.2.9 The consequence of these trends is that thékemfuture, be proportionatelfewer
people of workng age awilable to @nerate the resources to support the increasing
nunbers of retired people. This could be illustrated in the foirandependency
ratio as shown below:

% ‘Ageing and Retirement in New Zealand’, Sttistics New Zealand, August1997

6
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The OIld Folks Boom
Dependencyratio (Ratio of 65+ to employed)
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3.2.10 Another way of considering the dependency ratio isthis: If we wereto raise the
retirement age so asto maintain the current ratio of beneficiariesto earners, then
the age of digibility for NZSwould need to increase to 77 years by the year
2051, all other things being unchanged. Of course all other things are not likely to
remain unchanged. The increased numbers of those in retirement mean there will be
increased demands by the aged for health care in particular. Assuming a continuation
of present trends in age-related health expenditure, total health costs ar e expected
torisefrom 5.9% of GDP to 11% by 2050.

3.2.11 ltistruethat other countriesface similar, if not greater, pressures. Many of these
countries begin with higher standards of living per capita and therefore have greater
resources to bring to bear on these challenges - though a number are also taking
actions such as raising the age of entitlement to publicly funded retirement incomein
order to reduce future fiscal costs. Perhaps the simplest point to be bornein mind is
that the pressures facing other countries do not make it any easier for usto resolve
our own problems.

3.2.12 Fiscal Consequences. Past modelling work has suggested that, under reasonable
population, economic and fiscal policy assumptions, Government expenses could
increase from 32% of GDP in 1996/97 to around 40% of GDP in the 2040s.* Funding
such an increase in the size of government would imply a one-third increase in the
taxes paid by our children or grandchildren. Raising taxes today to fund this projected
increase could alléate this future problenbut at the expense of todaygeneration of
taxpayers.

3.2.13 These fiscal consequences b#&een considered in detail in ariety of publications,
notablythe reports of the &k Force on Prigte Proision for Retirenent (the “Todd
Task Force’). For sesral reasons, which we set out in this doeunin the §I
considers that this analg does not g far enoud). Newertheless, it is clear that
considerable efforts haygone into addressintie issue of retireant incones -
especiallythe publiclyfunded corponent. hdeed, at tires oer the last 25gars it
has seemd that Mw Zealand has debated little elseefd@e settingout our vew on
the current challeres facinghe nation it is wrth recallingrecent efforts to address
the issue of retireant incone policy.

* Polackova 1997, Population Ageing and Financing of Government Liabilitiesin New Zealand, World
Bank Research Paper 1703.
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3.3 TheTodd Task Force Reports
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3.3.3
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3.35

3.3.6

In 1991 the Government appointed a Task Force to research and recommend how
people could be encouraged to save more towards their retirement. The Task Force

was set up in ahighly charged political atmosphere. The year before the Government
had been elected on a platform which included the commitment to abolish the
superannuation surcharge. Instead, the Government was persuaded by the economic
and fiscal position to take dramatic action in almost the opposite direction: retaining the
surcharge and increasing, over time, the age of eligibility for NZS.

Despite these actions it was clear that doubts remained as to the long term affordability
of publicly provided retirement incomes. In addition, many questioned the fairness of
the superannuation surcharge and the equity of treatment as between different
generations of New Zealanders. In this environment the Task Force conducted its
examination of retirement issues. Although it was described as the Task Force on
Private Provision for Retirement, it sawits taskas ‘how to find the best mix of
continuing public provision (National Superannuation) and increased private
provision”.>

The Task Force begn by drawingup a stateent of The Issues'which was released
in December 1991. Thisreport identified three ways of promoting private provision:

» retain and facilitate voluntary private provision
e introduce compulsory private provision

»  reintroduce tax concessions for private provision

Over the next 10 months the Task Force did further work on these three options. In
August 1992 it published an extensive report which explored and analysed the three
optionsin detail. Then in December 1992 the Task Force produced its final report
entitled: ‘Private Provision for Retirement: The Way Forward”. The Task Force
unaninmouslyreconmended what it described athé improved voluntary private
provision of retirement income, its integration with continuing public provision paid on
an income-tested basis, plus agreed rules for reviewing the preferred regime every six
years, reinforced by public and political consensus and a much improved public

under standing of retirement provision issues’.®

One mght immediately obsere that 6 years later a nuiyer of these conditions are not
beingmet. As from1 April this year publiclyfunded retirerant incones are not being
paid on an incomtested basis. The partial political consenshiglvwas established
by the Accord on Retireemt ihcone Policies seesto hae eroded, and it is
guestionable whether there is aah improved public understandingf retirerent
income issues.

The following paragaph fromthe Task Force’s final report is also noteworthy

“We recognise the risk that the improved voluntary option may not achieve the
required changes in people’s saving behaviour. If, at the time of the first review in
1997, there has been insufficienpiravenent in long-ternsavings indicators, athink
it inevitable that the review team would need to give serious consideration to a
compulsory savings regimé.”

®> The Options: an outline, p.1
® The Way Forward, p.11
"ibid., p.11
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3.4 TheAccord and the Retirement | ncome Act 1993

341

3.4.2

3.4.3

3.4.4
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Following the Todd Task Force’s report, in Agust 1993, three of the four political
parties then represented in Parlaat ie Netional, Labour and the IAance, entered
into what theycalled an Acord on Rtirement income Policies.

The Accord declared the partiesew that retirerant incone policy should be &table,
certain and sustainable, so that people can plan properly for their retirement”. The
parties endorsed ahlintaryapproach to priate provsion, declaringhat ‘people
should be encouraged to save for their retirement through the availability of
appropriate savings products, supported by education and the provision of information
about retirement matters; but should not be compelled by law, or given tax incentives,
todo so”. The parties also declared thagtirement income should continue to be
provided in an integrated way from both private savings and public funds’.

Although the parties differed about the besiams of achiewg this, theyalso ageed
that “the net amount provided from public funds for a retired person should reduce
as that person'’s total income increases

The Accord led to the Retireant hcome Act 1993. Tis created the office of
Retirenent Conmissioner whose functions include:

To deweop and promte nethods of inproving the effectieness of
the retirenent incone policies fromtime to tie implemented bythe
Gowvernment in New Zaland, ...

To nonitor the effects of retireemt incone policies that are being
implemented in New Zaland...”

The Act also provided, as the Task Force had recommended, for periodic reports on
retirement income policies. Thefirst wasto be by December 1997 and thereafter six
yearly.

3.5 Thelnterim Report of the Periodic Report Group

351
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Last year the government appointed the first Retirement Income Policies Periodic
Report Group. Once again, the government asked Jeff Todd, the chairman of the
1992 task force, to chair the review group. He wasjoined by Susan St John, an
academic who has written extensively in the area of retirement income policy and by
Calin Blair, the Retirement Commissioner. These three were also assisted by
officials from the Department of the Prime Minister and the Cabinet, Treasury, and
the Department of Social Welfare.

In July the Group presented an interim report. They did so in order to provide
information to assist voters who in September last year faced a referendum on the
Caoallition Government’s proposed @mpulsoryRetirement Saings Schera. Asit
turned out, the referenduaverwhelmngly rejected the proposed schem80% of
those who were eligle actuallyvoted and of those whooted, 92% wted “No”.
Although strictly a vote on a particular scheanthe outcora has been widely
interpreted as a regtion of the comulsoryapproach to the praion of retirenent
incone.
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3.55

3.5.6

3.5.7

The Periodic Report Group’s interimport reached a nurar of sigificant
conclusions. Tese included:

* “Substantialprogess has been ame in the last fie years in inproving the
existingsystent®

* “Theoverall econonic climate lools nore positive than it did in 1992” (ethe
fiscal positionlooks much healthier) -but the current account deficit is an area
of potential concerr?”

« “Data on sawgs trends are still inadequat®”

»  “With one prowso, the current stemcan prowde New Zalanders, now and in the
future,with an adequate standard ofittig in their retirenent. The proiso is the
need to reestablish a consensus on the bestonegnage NZS in the longernt ™

In its interimreport the Group exaned the liing standards of those reciig NZS.
The Group rade seweral findings:

* Households dependant on 8Znow hae an aerag equiaent disposable
income about 20% higer than households who recesocial welfare benefits as
their main source of incom

* The standard of limg of the ngjority of superannuitants closeto that of the
average New Zaland household, but this findimeas particularlydependent on
housingcosts.

* More thanthreequartersof thoseover 65 ow their hones nortgage free. Where
deprivation does exist, low l&ls of asset ownership are anpantant factor.

The Group regetted the irpendingabolition of the surchaggbut theysoudnt to neke
the best of the indtable, edg‘ The abolition of the surcharge will provide a breathing
space in which we can inform and educate the community about the future shape of
public provision and explain why some kind of targeting mechanismwill be needed in

future’. 2

Looking forward, the Group identified fouek considerations affectinigpe
development of a longermconsensus and theaution of retirenent incone policy:

» The need for fiscal responsibility
* The need for realistic indidual assurance;

» The shift in the stanceof public policy and of social attitudes t@nds geater
individual and fanty responsibility

» Differences between cohortsifrirgenerations).

A key finding was that, as a proportion off®, NZS will double ower the next fifty
years. Bit it will not exceed the lea¥ of the earlyl990s until after 2020. dihg
Treasurys longtermfiscal nodel to update theakk Force’s preious fiscal
projections, the Group exaned the percentagf GDP that would need to be
collected as tax renue if the Goernment is to leep its budegt in balance. fis
percentag was around 36% in 1996, ilivfall to 30% in 2000 and then rise steadity
reach nearlyt0% by2050.

8 1977 Retirement Income Report, July 1997, p.1
®ibid., p.9

Yipid., p.21

1ibid.,p.27

Zibid., p.47

10
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3.5.8 The Group noted that these projections suggested a higher tax take will be needed
than the 1992 projections had suggested. This situation permits of three options:

e We pay more now;
*  We pay more later;
*  Wereduce expenditure on NZS or some other policy area.

3.5.9 The Group noted that by deferring change to, say, 2015 we are foregoing lower tax
rates in the meantime that could promote growth in the intervening period.

3.5.10 The Group identified three ways of reducing NZS expenditure;
» Raising the age of the eligihility;
e Changing the indexation formula;
e Targeting NZS, rather than paying it universally.

3.5.11 The Group reached the following conclusions:

o “Atpresent...expenditure on NZS. . . is manageable, but this. . . is projected
to rise over the first half of the next century as a result of population ageing . . .
These fiscal pressures could result in historically high tax revenue requirements,
approaching 40% of GDP in 20507;

*  “We need to find a means of getting community involvement in designing a policy
change mix that could be agreed at the time of the next periodic review in 2003”;

» “ltisessential that both the need for change and the nature of that change have
broad acceptance well ahead of when the baby boomers start retiring around
2015". 3

3.6 The Periodic Report Group’s Conclding Report

3.6.1 InDecember 1997 the Periodic Report Group presented its final report. The Group
ben this report byobsering that “‘New Zealand's current institutional structures
and policy settings appear to scorelvin terms of grovth pronotion”. (This
surprisingobsenation does not square with what others wererggast alnost
exactlythe sam time. For exarle, the hternational Monetar{vund: ‘growth has
slowed, the structural fiscal surplus has been reduced, private saving is low,
competitiveness has deteriorated and the current account deficit has widened”. The
IMF went on to adise that authorities should reduce the cost of the public pension
schene (and nove quicky to implement health care refolm

3.6.2 The Group offered soadiscussion on the iportance of priate provsion of
retirement saings. For exarmple theyclaimed the followng:

» Poor saings perfornance is reflected in theurrent accountdeficit (the gap
between sangs byNew Zealanders and irestrent in New Zaland);

» Pressureon public provision is less if people hassawed privately especiallyif
there is somform of targeting as the Group faaured;

3 Todd Task Force Report, pp145/6

11
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3.6.3

364

3.65

» Private savings alow incomes closer to working life earnings which encourages
social cohesion;

» Private savings alow individual s to better manage risks, eg changing needs.

The Group also recorded the strongly held view that the tax system presently distorts
investment in favour of housing (contributing, amongst other things, to the current
account deficit). They noted that the removal of the surcharge has made it more
difficult to strike arate of payment that is consistent with social participation,
because the same amount now has to be paid to everyone over 65. They asserted that
agreement about a policy change mix is needed well ahead of 2015.

The Group developed five examples of public provision structures that could apply
in, say, 2020:

@ A universal amount indexed to wage growth (in effect the current system now
that the surcharge has been abolished);

(b) An amount indexed to wage growth abated away at higher income levels;
(© A universal amount linked to inflation but with a targeted top-up;

(d) A choice of a low universal pension, linked to inflation, or an income-tested
age benefit;

(e An income-tested age benefit only, asin Australia. (Though their income test
is slightly less stringent thangW Zealand'’s standard benefits, Australia
also has an assets tedt)

In the Group’s iew, anyschene for the public proision of retirenent incone
needs to achie@equitybetween gnerations and needs to be sustainabér avong
period as the population@g The Group reiterated its priews warning long
termfiscal pressures on the cost of health iselssand retireent incone could
result in a hip tax rexenue requirerent, approaching0% of GDP by2050.

3.6.6 Newertheless the Group’s conclusions were essentigitymistic. These included:

* “The current retirement income framework is sound. It has the capacity to serve
New Zealanders well into the future.

* \While a new multi-party agreement is desirable, the integration of public and
private provision (ie means-testing) should be reinstated by 2015.

» Consideration (our enphasis)should be given to integrating public and private
provisions before then®

Y NZzSispaid at arelatively higher rate than the Australian equivalent, but concessions are more
common in Australia
151997 Retirement Income Report, December 1997
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4  Our Research
41 Why WeCommissioned Further Research

4.1.1 Attherisk of over-simplifying the Task Force and PRG reports, they concluded:
@ New Zealand’s system of retirement income provision is basically sound; and

(b Although adjustmnt will be necessary - especially by “reintegrating public
and private provision” e restoring some form of means-testingle don’t
need to do this immediately. There is time to adjust.

For a number of reasons the Association thinks that these are dangerously
comfortable conclusions. In our view thereisno room for complacency. While
greater public awareness of the issuesisimportant, it isnot in our view sufficient to
ensure that the right decisions will be made.

4.1.2 Moreover, sinceitisaready clear that New Zealand faces afiscal problem, it makes
sense to act sooner rather than later. Early action islikely to be less drastic than later
action will need to be.

4.1.3 Inorder to ensure that our own conclusions are soundly based we commissioned
Infometrics, aleading economics research firm, to review the Periodic Report
Group’s finding, includingthe Treasurymodel on which theyvere based, and to
provide advce accordinty. The full research report is included as an appendix to
this docunent. What follovs is essentiallya sunmary of its rationale, its
methodolog and its conclusions.

4.2 Research Agenda

4.2.1 The Infometrics research sobgto address a numar of questions:

(a) To establish the critical issues which determine the adequacy or otherwise of
retirement savings;

(b To construct a framework or model to more adequately analyse those issues,

(© To recommend a policy approach to best ensure that these issues are
adequately catered for; and

(d) To take cognisance of the substantial amount of work already done in the
area, particularly that done in New Zealand under the auspices of the
various Todd Reports, and to build on those foundations.

4.2.2 Infometrics first canassed the econdmtheoryon the proision of personal sangs
for purposes includingetirenent and then considered whether the state of this theory
was adequatelyeflected in the anafigal framework used bythe Todd Gmmittee(s).

4.2.3 The framework used byTodd was prirarily the Treasurys fiscal nodel. This is
particularlysuited to answeringuestions on fiscal sawncy, egwhat the charigg
denographics inply for Gowernment expenditure, taxes and public sector borrowing
Howewer the Treasurymodel does not incorporate thegatt on the Gaarnment’s
accounts of different consystion or saings decisions bjouseholds, nor the jpact
of the budgt deficit on inflation and the balance of pants, all of which define the
sustainabilityof anyecononc growth path. hfometrics therefore enhanced the
Treasurymodel with these features so that ibsva less partial analgal framework
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than was used in the Todd analysis. It isworth noting that the model is still limited
in a number of ways and Infometrics have recommended a number of enhancements
which would further improve its usefulness.

4.24 Equipped with a more suitable model, Infometrics then examined the key drivers that
will determine whether New Zealanders make adequate provision, so that the
incomes of those retiring in the middle of the next century meet their expectations.
The influences examined include economic growth, government spending, the
incidence of taxation and population growth.

4.25 Finally, the research augments the Treasury model with a microsimulation model which
considers the distributional aspects of any particular growth scenario. The rationale for
thisisthat a particular set of circumstances may give rise to a macro result which
suggests that private and public sector retirement savings will together adequately
provide for the overall needs of the retired cohort. But this may be an inadequate
description of the outcome if there are particular sectors of the cohort who are
inadequately catered for. The distributional model specifically considers the numbers
of people who would remain in need of public sector assistance in their retirement.

4.3 TheRoleof Savings

431 Why do peoplesave? In his fanous 1936 treatiselhe General Theory of
Employment, Interest and Monelphn Maynard Keynes identified eight reasons for

saving:

Precaution To be prepared for the unexpected, eg
unemployment

Foresight To prepare for the expected, eg retirement

Calculation To enjoy the income gains from saving, eg
interest and capital appreciation

Improvement To improve one’s lifestle, egto own a car

Independence To do the thing you want, equot be reliant
on the bankmanaggr

Enterprise To provide the neans for business pegjts

Pride To bequeath a fortune

Avarice To be niserly

To this list of eidnt, we would add two other potential reasons:
Cudom Beinga creature of habit
Accident Savng unintentionally egif there is nothingo spend

all your noneyon.

4.3.2 A factor conrmon to many of these reasons for sagis that we all eentuallyface
credit limits. Inthe end w need to put soeof our own resources into the adties
we are interested in.

14
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Thisleads on to the reason why saving isimportant for economic performance.
Economic growth depends on expanding the amount we, as a nation, produce. This
can be achieved by:

» using more labour (ie. either using more workers or working longer hours);
e using more capital; or

» working harder or smarter.

Thus one way of increasing economic output is through increasing the size of the
nation’s capital stock, which in turn requires alevel of investment in excess of the
existing stock’s depreciation. Investment in turn depends on domestic savings and/or
our ability to borrow from abroad. Thusindividuals' preferencesto save or spend today
will influence the future rate of economic growth and hence lifetime wealth prospects.

But thereis alimit to the benefits that accrue from saving more for tomorrow as
distinct from spending today. By reducing the amount spent today, saving also
reduces today’s demand for goods and services, and so also today’s economic activity.
In other words, there are costs associated with too much saving, aswell astoo little.
In a market economy, interest rates provide the pricing signal to savers and borrowers
that ensures that the split between saving and spending reflects society’s preferences.
A riseininterest rates provides an incentive to save, but a disincentive to borrow.
Capital markets tend to be self-correcting, as the increase in saving resulting from an
increase in interest rates and the lack of willingness of borrowersto borrow at higher
interest rates eventually bring interest rates down.

In addition to the trade-off between consuming today or tomorrow there is a trade-off
between the provision of public and private goods and services. Individuals and the
nation as a whole benefit from the services provided by the Government. Y et
providing these services has a cost - in particular the larger the government, the higher
the average rate of taxes. Thus private wealth prospects reduce with increases in the
size of government.

The Infometrics research presents a theoretical model that focuses on the impacts of
interest rates, risk perceptions, the level of government activity, government policy
and life expectancy on aggregate saving behaviour. The influence of each of theseis
examined in the full research document.

4.4 TheRole of Public Pension Palicy

441

442

A public pension provides the following benefits to society:

» It provides a safety net for the unfortunate;

e It addresses market failures related to the uncertainty of life expectancy and any
adverse selection problems in annuity markets. (The prices sought by those
willing to sell annuities may not match the price that buyers are willing to pay, if
sellers are unwilling to take on the risk of the people who are most likely to live
longest).*®

But like any other area of government activity there are also costs associated with
state provided pension schemes (especially tax-funded pay-as-you-go schemes):

18 There has been considerable debate, reflected in the Todd Reports, as to the potential role of
annuities in future retirement income policy. The simple point might be made that they seem to work in
other countries.
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443

4.4.4

4.4.5

» The more generous the state pension, the more private wealth accumulation will
decrease because more taxes will need to be collected. And by providing for
retirement the Government is removing one of the incentives for private saving.
Both of these factors imply that the amount of capital accumulation, and
ultimately economic growth, will be less.

» A tax-funded, pay-as-you-go, pension scheme implies a redistribution of wealth
across generations. This can raise issues of intergenerational fairness and moral
hazard and increases the risk of future governments reneging on the implied
social contract.

These arguments suggest that the net enhancements to national welfare from atax
funded, pay-as-you-go, state pension scheme will decrease once the scheme goes
beyond addressing purely safety net and market failure issues (by reducing private
wealth accumulation prospects). Its generosity and universal entitlement provisions
mean that the current New Zealand scheme does go beyond these criteria. New
Zealand in general will be better off with aless generous state provided scheme -
irrespective of affordability issues. Options Infometrics modelled include:

* Reducing the generosity of the weekly pension allowance (this would maintain a
safety net, increase the incentive for those who can to save, and ease medium
term fiscal pressures);

» Raising the age of entitlement - eg from 65 to 75 (this would do the same as
reducing the weekly amount, but also provide some certainty in setting saving
targets, would be relatively simple to administer, and may offset some of the
prospective demographic pressures by encouraging even greater workforce
participation).

Infometrics did not attempt to model:
e Targeting;

* Full funding of a Government scheme (because this will not of itself address
safety net issues, and can distort saving and investment behaviour).

Measuring Key Drivers of Adequate Retirement Income Provisions. The focus
on superannuation policy in recent years has largely come from an awareness that we
are sitting on afiscal time bomb. The ageing of the baby-boomers means that the
number of retireesin New Zealand is likely to increase from about one for every four
workers today, to one for every two workers from the 2030s on. It has been this
prospect, rather than welfare issues, that hasi@iged the “oer generosity of the
current schem

Past nodellingwork has sugested that under reasonable population, ecénamd
fiscal policyassumtions gvernment expenses could increase fr82% of GDP in
1996/97 to around 40% of GDP in the 20404 undingsuch an increase in the siz
of government would inply a one third increase in the taxes paidby children or
grandchildren. Raisintpxes todayo fund these prerted expense increases could
alleviate this but, as discussed below, this would boithgr costs. fe problemis
that there is no certainthat the fiscal problerwill eventuate because future
governments night take other forns of renedial action -so raisingaxes todaynay
just provde an unnecessaburden on today taxpayers.

17 polackova 1997
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Sensitivity to Projection Assumptions: One might well ask: How seriously can you
use fifty-year forecasts? How accurate were post-war forecasts of the 1990s? The
answer must be that these models cannot tell uswhat is going to happen. But they
can help us examine what potential pressures could arise and how best to manage
those pressures.

In this respect the work carried out by World Bank economist, Hana Polackova when
she visited the New Zealand Treasury in 1996 isilluminating for its examination of
the sensitivity of fiscal outcomesto different demographic, growth and policy
assumptions. The fiscal problem facing New Zealand is likely to reduce with:

» higher growth;

» adower pace of government spending;
* moreimmigration; and even

o different birth and death assumptions.

Limitations of the Treasury Model: Virtually all the macro modelling work that
has been done in this area to date has been based on the Treasury’s Long Term Fiscal
Model, or variants of this model. Infometrics have done the same but extended their
model to incorporate a partial interaction between government and the private sector.
By ignoring interactions between government and the private sector, past modelling
has focused too narrowly on looking at the issue from the Government's perspective.
But the ageing population is a national issue irrespective of Government policy.

Ignoring interactions with the private sector also means that the full consequences of
afiscal policy stance are not truly addressed. For example, an excessively loose
fiscal stance would tend to increase interest rates and inflation, which in turn would
influence consumption and investment decisions. The current Treasury model
ignores the possibility that fiscal policies could generate inflation or current account
problems that would make those policies unsustainable. Adding just five behavioural
equations (relating to inflation, interest rates, private investment and private
consumption) allows an examination of this interaction with the private sector.

(NB: Economic growth remains exogenous to the model and so the interactions
modelled remain only partial. Infometrics see this as simply an incremental
improvement to the modelling framework).

Pressures on Gover nment spending: As has been identified in past modelling
work, fiscal pressures generated from an ageing popul ation are derived from expected
increases in the cost of NZS (from 5.3% of GDP in 1996/97 to 10.7% in 2050/51) and
in health (from 5.9% to 11.0% of GDP). The baseline scenario implies that
government spending will reach 41.3% of GDP by 2050. Thisis similar to previous
modelling work.

The adjustments to the model require the operation of afiscal rule to ensure that fiscal
policy does not generate major economic imbalances. The rule Infometrics used
allowed the effective income tax rate to adjust by up to one cent in the dollar ayear to
ensure that net public debt does not exceed 20% of GDP, and net assets do not exceed
20% of GDP. Tax decisions are made on the basis of 20 year forecasts of the net
debt/net asset position.
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4.4.12 Theimplication of thisrule applied to the baseline scenario is that the average

effective income tax rate would need to increase to 30 centsin the dollar by 2050.
This compares with an expected average effective rate (ie taking into account
abatement of benefits) of 23 centsin the dollar after the 1 July 1998 tax cuts. In other
words, to meet therising cost of NZS, taking both fiscal and economic
consequences into account, tax rateswould need to increase by onethird. Such
an increase implies a very large intergenerational wealth transfer which not only
seems unfair but is likely to be economically inefficient and al so poses significant
risks that future governments will renege on retirement income policies.

45 Consequences of Inaction

451

45.2

453

454

What are the consequences of inaction to these fiscal pressures?

Public Debt Blowout: If there are no tax adjustments (eg as stipulated by the tax
rule Infometrics have used), then there are likely to be very large swingsin the
Gowernment’s net debt (asset) position. Duritige fawurable deragraphic window
(up to, say2010), the Gosrnment could potentiallybuild up a ery strongasset
position, but this would quidk reverse bepnd 2030.

Public Debt Blowout
Public sector net debt as a % of GDP

------- Baseline no taxadjustments
—B aseline, tax adjustments
Late tax adjustments

60%

40%
20%
0%

-20% W

-40% =

-60%
94 00 06 2 18 24 30 36 42 48

A late adjstment could be as costlgs well. dist changng the forecast horan in
the tax rule fronthe 20 war horion to a three gar forecast horian (as used in the
Treasurys fiscal forecasts) not ontyeans that net debt could stibgip owver 40% of
GDP, but the effect incone tax rate would need tagip to 42 cents in the dollar
to bringthe fiscal position bacito control.

In other wordsa delayed reaction to fiscal problemsrequiresfar moredrastic
fiscal adjustmentsthan pre-emptive action that preventsthe development of a
crisis.

Inflation Blowout: In Infometrics’ model inflation is dependent on theesaf the
fiscal balance. Ris means that as the tax rule used in the basekapscthe fiscal
position near balance, inflation does nett gxcessie. Without thetax rulethe
deteriorating fiscal position from the 2030s would lead to an exploding inflation
track.
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Inflation Blowout

—RB aseline, tax adjustments
9%

------- Baseline,no taxadjustments
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455 Balance of PaymentsBlowout: In the baseline the current account fails to improve
significantly - implying that the national debt position deteriorates to 130% of GDP
by 2050. (Itiscurrently 78.8% of GDP).

Increasing Indebtedness
New Zealand’s total external debt (% of GDP)

—_— all of the above plus higher private savings
140%  — baseline
Tighter super policy, higher growth but baseline government spend

130%

1220%

110%

100%

90%

80%

70%
97 03 09 15 21 27 33 39 45 51

This gaph illustrates the progssie improvement in NZ's foreign indebtedness
from:

0] a tighter superannuation poli@fus hidier econorit growth and gvernment
spendingas in the base line;

(i) as in (i) aboe plus geater priate saings.

Significantly, even these charmg onlyreturn the debt burden to where it is currently
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4.5.6

To sum up: none of the inputs into the baseline scenario are likely to generate a
significant improvenent in New 2alanders’ samngs behaiour. The nodel is not a
conprehensie guide to future sawngs behaiour. However, the nacro factors
modelled do not suggst that fiscal policywill be sufficient to encouragthe
necessargavngs.

46 What Can Help?

46.1

4.6.2

4.6.3

Does economic growth help? Yes, but onlyif Government spendings checled. f
trend econoiic growth is increased b§.5% pa, but Garnment spendings fixed at
baseline leds, government spendingn 2050 is pragcted to be 37% of GDP (cf
baseline 41.3%).nlother words, to fund the current superannuation selhathout
excessie increases in the tax burdeiillwequire future gvernments to restrain the
growth in spendingn other areas. Bearing mind expected pressures on health
spendingn particular, fromhe sam ageing population, this W not be easy

Higher Savings? Increasingprivate saings does not necessardgldress the public
provision of superannuation and sdlwot hawe a very large impact on the fiscal
position. Butan increasein private savingswill improve the national debt
position, and in this senseakes the fiscal spendingn superannuationare
affordable. Reducinthe siz of private consumption as a share of GDP Ry
percentag points would result in a ane sustainable current account profile.
National debt in 2050 would be 74% of GDP, gamed with 130% in the baseline
and 78% today

Can Higher Private Savings Help?
Balance of Payments deficit (% of GDP)

=——Baseline
0%

= = = =Increased Saving

-1%

-2%

-3%

-4%

-5%

-6%

7%
94 00 06 2 18 24 30 36 42 48

Pension Pinching: Raising the Age of Entitlement: Two methods of reducinghe
Government’s superannuation liabilitwere nodelled. Te first wes to assumthat
the ag of entitlenent to NZS is gaduallyraised to 75. fie way it is modelled
assures that the process beg in 2005 and tads until 2030 to be fullymplenmented,
and that the “hardp” over 64s still recei®@ NZS (assured to be 35% of those ad
between 65 and 74).
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Raising the Entitlement Age Thousands of people, 65 and over

1200 =——65and over

mo - eeeee-- Eligible under "new rules"

94 00 06 2 B 24 30 36 42 48

Pension Pinching: Lowering the Pension Allowance: The other method
considered was to return NZS indexation to the CPI in 2005 (rather than to the
average wage) until the average weekly NZS payment was equivalent to the
unemployment benefit (which would occur in 2015). The fiscal savings from this
approach increase with increases in economic growth, as adjustments to the
unemployment benefit are not expected to keep up with wage growth in ahigh
growth environment.

Lowering the Pension Allowance
% of average wage (after tax)

70%
65%

60%

55%

50% - -

-~ -
LR

45% Lower payout,same growth tme .

= = = =Lowerpayout, high growth

40%
94 00 06 2 18 24 30 36 42 48

4.6.5 Raisingthe age of entitlement to NZS appears to be a potent approach to reducing the

fiscal costsof the public pension. Government spending is modelled to be 37.6% of
GDP in 2050 by raising the entitlement age (compared with 41.3% in the baseline).
This one policy approach has amost as much impact as the high growth/fixed
expenses scenario (36.8% of GDP).
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Can Penny Pinching Help?
Government spending as a % of GDP

42% —RB aseline

= = = =Reduced super eligibility

40% 0 mmmeee- Reduced super payout
38%
36%
34%
32% Ry z .- .-

30%
94 00 06 2 18 24 30 36 42 48

4.6.6 Policy Combinations. Most of the effects of the different policy approaches
compound when combined. Combining the two public pension-reducing policies
implies Government spending at 36.3% of GDP in 2050. If this was accompanied by
higher growth/lower Government spending in other areas, Government spending
would bejust 30.7% of GDP. Thiswould allow an average effective income tax rate
of just 17 centsin the dollar.

Better Policy Combinations?
Government spending as a % of GDP

Baseline
43%

Lower allowance, raised age

entitlement
4%

Both & higher growth but baseline
govt.spend

39%

37%

35%

33%

31%

29%
94 00 06 2 B 24 30 36 42 48
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4.6.7 Conclusionsfrom Macro Research

The status quo is likely to impose large and probably unacceptable costs on future
generations.

We have some time, but the costs of delaying action can be very large.
A multi-faceted approach islikely to have a greater chance of success.
It should include policies that:

promote growth and returns on investment and savings;

restrain increases in the size of government;

reduce tax-funded government pensions.

47 Research on Distribution

4.7.1 Infometrics’ MIDAS Model (Microsimulation of Income Dynamnics and Accumlation of
Sanngs) is a dpanic model of indivdual wealth accurnlation incorporating

e age -by5 year ag goups fromage 19;
e sex;
» ethnicity- European, Maori, other;

» marital status- singe (newer nmarried + separated + widowed)amied including
de facto;

e incone - by deciles;

e saungs -a function of ag, sex, ethnicitymarital status, incormm
* inheritances;

e capital @in.

4.7.2 The MIDAS model exarines the probabilityf individuals noving from one incorne
decile to another @r a period of 5@ars. h general, relatie incone varies
substantiallyover peoples’ lifecgles. Howewer, there are arked differences for
different sex/ethnicrgups. For exapie, European ales agd 3539 are nostly
upwardlymobile and are wre likely to stayput if theyare alreadyn a hicher
incone decile. Tere is about an 80% chance of this for those in decile 10. On the
other hand, Maori feates agd 3539 are nastly downwardlymobile and are nrch
less likely than European rales to stayin higher incone deciles.

4.7.3 Another wayof usingthis data (which is set out in full in the appendix) is to pam
wealth byage for two cohorts, one representitng generation which isyst starting
its working life and one which is twthirds of the wayhroud, ie:

e the cohort agd 15419 in 1996;

e the cohort agd and 4549 in 1996.
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4.7.4

4.7.5

4.7.6

4.7.7

4.7.8

4.7.9

4.7.10

For both cohorts the fastest increase in wealth occurs in the two decades preceding
retirement. Wealth continuesto rise, but at a slower rate up to age 55-59. Beyond
this age wealth declines for males, but hardly at all for females. More women inherit
their husband’s share of the couple’s assets than the otheraumd.

The younger cohort accumiates nore wealth bythe a@ of retirenent than the older
cohort sinply because of the pme¢ted econoin growth. Each gneration tends to
be better off than the precedinge. h other words,the younger you are, the

better off you will be.

For each of these tmwcohorts the wdel illustrates the distribution ofealth at ag

64, allocated into deciles. Am the profiles for each sex and cohort ardlaimwith
the younger cohort attainingnore wealth byage 64 than the older cohort, and with
males accuralating more than ferales. Apart fromthe lowest two deciles, it is
evident that vealth rises at an increasinate. For exaple, there is a biggr

difference in wealth between the sixth andesdlv deciles than between the fifth and
sixth deciles.

Another issue wcan exarime is the proportion of retireeshe will not be able to
provide for their own retiremnt. That is, we can asthe question, how amy would
need Goernment support? We define this as haynet worth at ag 64 which is
less than the net presemtue of an annual incoestreamequal to N&. The
proportion is calculated for @es and ferdes, for the two ag cohorts defined
abo\e, includingand excludingvealth tied up in ower occupied dellings - (This
is assured to be 70% of total wealth, which is equal to the current share).

For the yunger cohort, about 18% ofales and 46% of feahes will have
insufficient wealth to provde entirelyfor their own retirenent. F, however, wealth
tied up in housings for sone reason not accessible for congtion, the proportions
rise to 78% and 93% respedly.

Another vay of interpretingthese figires is that an asset test faZ8lbased on this
criteria would rerove about twothirds of those agf 64 if owner occupied housiigy
included in the test, cqmared to onlyabout 14% if it is excluded. For the older cohort,
the correspondinfigures are about 52% and 11%.

Infometrics then aséd the question: Do hiigr gowth and sawgs help? Tis time
their results were confined to theynger cohort, ie those ag 15419 in 1996. Tey
agpin showed the proportion of peoplesddgs4 who could not prade for their own
retirement, defined as before, under:

* higher econorit growth;
* higher econorit growth and higer savngs;
for alternatie proportions of walth tied up in ower-occupied dwllings.

Under the rost fawurable scenariohigher gowth and geater sawngs - 3% of
males and 14% of feates would accumiate insufficient wealth to prage for their
own retirenent. Excludinghousing even with a geater diersification of
investment, the proportions rose to 46% and 67% respelgtiv

With an asset test for N&Z excludinghousing(under geater portfolio
diversification), 43% of those &gl 64 would be ruled inelilge, conpared to 91% if
housingis included.
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Conclusions of Research on Distribution: Thereisahigh level of dependency on
the state pension. Excluditigeir houses, @r 85% of todays 1549 year olds are
unlikely to hae accumulated a sunat retirenent ag equialent to the present@aue
of NZS. Een under the hlger econornt growth and higer private sector samgs
scenario exaimed aboe, the najority of people il still not havwe accunulated a
sumin excess of the capital eqaient of NZS.

If the equityin the house is considered adlvas other accuniated saings, then in the
baseline scenario whirds of retirees W have accunulated sufficient sawngs to
obtain annuallyas nuch in real term as the state pension currerdffers. Under the
high growth high savngs scenario this figre rises to ogr 90%. This sugests thait is
important for retirees either to accessthe equity in their house over theretirement
years, or to haveless of their savingsin this asset classon retirement.

In the Infometrics baseline scenario the state pension bill will double (relative to the
size of GDP) by the year 2050. If targeting isintroduced so that only those with
savings (excluding the house) less than the present value of NZS qualify for the
pension, then the pension bill will rise by 86% (rather than 100%) over that period.
If economic and savings performance isimproved as specified earlier, and the
pension is reduced to the level of the unemployment benefit, then thereal risein the
state pension can be reduced to 57%. If housing assets were captured by the means
test then therisein the pension bill would be reduced to 9%.

4.8 Policy Implications

48.1

4.8.2

4.8.3

48.4

There is opportunityby virtue of the window presented in theeadjstribution of the
population, for policynakers to inprove the chances of adequate psmn. But
equallyon offer fromthis windowis the dangr that a ‘tineis-on-ourside’ attitude
will lull policy makers into corplacency That complacencywill then raise the
likelihood of insufficient proigion beingmade and compel either nacro econoric
blowouts (inflation, balance of peents, public debt), or necessitate &emnd
sudden adjstments to tax rates or state pension entidets. Such belated chassy
will hit later generations of taxpays unfairly.

Preenmptive policyaction would enable polioyakers to nanage the riskand reduce
significantly the chances of sudden, largwings in policy setting after 2015.

The sugestion that wluntary provision is best and that there is adequate tinadjist
things if provision departs frona course of adequadg ahigh-risk strategy not
unlike the approach the Gawment tookto the ‘Think Big’ projects to sole the oil
crisis of the 1970s.nlthat case the probledisappeared and the Gorment was left
with expensie white elephants.nithis case the equalent riskis to be left with either
an inpowverished elderlgohort or a hif, econorit welfareretardinglevel of
intergenerational transfers. Thepified changs in tax ratesigen that eentualityare
large and inpose unnecessacpsts on prigte sector certaintgnd efficiency

It is basic to rarket theorythat participants ake better qualitydecisions the better
the qualityof information theyhawe available. h this re@rd it is important for
todays policymakers to awid both oerly pronoting a view that the current policies
will be adequate or that haghangs will be necessary Rather, the onus is on
providing a clear enunciation of what the status quo ecénaagulatory and
taxation policyis likely to deliver and vinat changs are necessatg significantly
improve the chance of adequacy
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5.6

Policy Conclusions

The most important policy conclusion we reach on the basis of all thisresearch isthe
simple point that the issue of retirement savings cannot properly be considered in
isolation from other policy issues. The Government needs to raise its performance or
outcomes in anumber of policy areas if it wishes to significantly reduce the fiscal
problem arising from the ageing population. We summarise these now.

Economic Growth: The most potent way to reduce the risk of failure and either large
intergenerational transfers or reduced retirement incomes for the elderly isto improve
economic growth. What matters here is the growth rate that can be maintained without
inflation or balance of payments disequilibria. Any examination of savings policies
needs to assess why the economy is not operating to its full potential. At presentitis
clearly not, with an unsustainable balance of payments deficit coinciding with
unemployed labour resources.

Private Savings Rates: The policy goals should be to ensure that savings rates are as
close as possible to thase which citizens would maintain if they had perfect
information on their economic circumstances at retirement age, and over their
retirement years. The Government should not send signals today which suggest that a
particular savings rate is appropriate unless it has clear grounds for doing so. Clear
plans for the long term future of NZS will provide people with better information on
which to base their own savings decisions. The role of the state pension should be asa
safety net rather than as a non-contributory insurance scheme of questionable tenure
(at least in its current form), which then distorts the signals people receive with respect
to their need to save for themselves.

Efficiency of Private Sector Investment: Investors need clear sustainable signals
that do not seek to influence the allocation of investment resources. If investment
funds are flowing into particular areas primarily because of taxation or regulatory
reasons (farming, films, orchards being past examples; housing, fishing, forestry,
passive index funds and offshore investment trusts all being current examples) then
overall returns are lowered. Institutional factors that encourage a biased pattern of
investment need to be reviewed so that the economy can maximise its potential.

Government Spending: Thereisa considerable body of economic analysis that
suggests there is an optimal size of government. Once government gets over a certain
size the benefits to economic welfare and social equity which flow from government
delivery are offset by the losses in all ocative efficiency within the economy. The
problem is that taxpayers are compelled to pay for and consume a range of goods and
services supplied by government by virtue of its regulatory and taxation monopolies.
This set of goods and servicesis different from those that would be chosen given free
choice and hence there is aloss of consumer benefit.

Government spending should be restricted to those instances where it can be proved

that the outcome is superior to market failure. Adherence to this rule hasimplications
for the Goernment’s role in all areas includintpe ngjor sectors of health, education
and retirerent insurance. Aexanple may be the recent trend in the health bill.
Currentlythis is lifting rapidly even thoudp the demgraphics sugest it should not be.
As the population &g, as incoes rise, and as technoleg expand, pressures for
health spendingiill increase een further. There iV continue to be a clash beten a
seeningly insatiable der@nd for health seiiges and a linted capacityto provde.
Pricingmechanisra are needed to cap this dard. A coherent health policyhose
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direction is known to future retirees will be an important driver of adequate retirement
income provision.

Immigration: Over recent years New Zealand has had a volatile immigration policy.
Consistent policy could assist to raise the per capita growth rate and the sustainability
of publicly-funded retirement support. A coherent immigration strategy could improve
the inter-generational balance in the population, thus lowering the aged dependency
ratio as vl as inproving the countris skill base. tis therefore imortant to ensure
that inmigration policyhas clear longermobjectives.

Retirement Pensions: Finally, the distributional ana$is indicates that higer gowth,
even with greater priate saings, will not remove the need for a public pension of
sone sort. This is exen nore siquificant if housingassets are not counted as part of
retirees’ potential retireant funds. Te proportion of the cohort currentiged 1519
with net worth (excluding house) at retireemt (ie, ag 65) less than the net present
value of a reduced NZ pension is ar 50% -even if we can assuea higher gowth,
higher private saings path.

In order to reduce this dependenmtirerrent policyneeds to address how the equity
in houses can be accessed for retemtmeeds. With access to thealth tied up in
housingthe proportion of 65aar olds who would then require a state funded pension
could fall to ust 9%.

In summary, a suite of econoim performance indicators and poliggnplications will
jointly deternine the retirerant saings outcone. The sooner the perforamce in each
area approaches its potential, the sooner we can reduce théfagkre of adequate
provsion for the retired gneration to an acceptabligw level. Present policygetting
do not neet this obgctive. Rather, theyimply either a mgjor lift in intergenerational
transfers, or a reduction in future retiremh incones of the elderly Work must begn
now to awid either outcora
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6 Where to From Here?

6.1 Given the palicy directionsin which the current research is pointing, the next logical
step will be to focus individually on those areas of policy from which specific
outcomes can be drawn.

6.2 Establishing Society’s Welfre Preferences

6.2.1 Theresearch saw aclear role for the Government in providing security of retirement
support to those who are disadvantaged or for whom the period of retirement will be
longer than usual. The resource costs associated with public provision may trade off
increased security gains with the cost of foregone private wealth creation.

6.2.2 Itis important to establish sociégyrelative preferences on this issue tgiove the
likelihood of retirerent incone policy meetingthe aspirations of Newealanders
and thus reducinthe potential pressure for future poligwersal.

6.3 FactorsInfluencing the Quality of Investment and Saving Decisions

6.3.1 Much of the analsis of retirenent incone issues to date has focused on the adequacy
of saung from a quantitatie point of vew, rather than lodkg at the qualityof
savng and imestment decisions Wich offer returns that resvd sawers for foreging
immediate consuption.

6.3.2 More research could usefulbe undertaén on the distribution of sang and
investment across the full ramgof saings options, and to cgpare the New aland
mix and performance of sawmg and inwestment decisions with international
benchnarks.

6.4 TheRoleof Housing asa Vehiclefor Retirement Saving

6.4.1 New Zealanders haistoricallyhad a strongreference for homownership as a
means of retirerant saing. The debate on the arits of this preference has focused
on whether the regatory, taxation and leg frameworks encourag an oer-
investment in home ownership.

6.4.2 There would be considerablelve added to this debate moking at the reasons
why individuals seekone ownership and what role this should idealyyin a
retirenent saings stratey. Regrd must be gven to the risk of hawng residential
propertyas the prirary asset in a sangs portfolio. t would also be useful to
conpare a tpical New Zaland sawngs portfolio with the optiral portfolio choice.

6.5 Universal Entitlement versus Targeting

6.5.1 The research to date qyagts that econoim efficiencyand fiscal affordabilitycould
both be offered as reasons wdyeduction in the apunt of publiclyfunded
superannuation could be considered.

6.5.2 The inwestigation of social preferences referred to in Section 6.2&bught offer
sone indication of the desirable amnt for total spendingn NZS but further work
is needed on the relaéiwrerits of targeted ersus uniersal entitlenents.
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6.6 Growth of Government Spending

6.6.1

6.6.2

6.6.3

6.7

6.7.1

6.7.2

The affordability of NZS will be influenced by the growth in spending commitments
in other areas of government activity.

Research in this areais needed to examine historical trends, identify drivers of
demand for any growth in spending, assess the ability of Government to meet this
demand and look at ways of meeting demand while minimising spending pressures.
Some consideration should also be given to determining the net benefit of
Government spending.

The existing models for assessing the fiscal and economic cost of demographic
pressures and the distributional aspects of retirement income provision would both
benefit from enhancement to allow more in-depth analysis.

Conclusions

This paper has sought to demonstrate the broad economic framework within which
effective retirement saving policy can be established, the consequential threads of
research which need to be woven into the devel opment of that policy and the urgency
with which these issues need to be addressed.

The challenge now facing Government isto make a commitment to buy in to the
process and to provide the momentum and resources needed to achieve the objective
of long term, stable and effective policiesin thisvital area.
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