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1: Introduction

In New Zealand, like many other countries, the ageing of the population has been the source of concern about the future shape of state pensions. Unlike some other countries, notably Germany, Italy and the USA to name a few, New Zealand is regarded as well placed to deal with these problems. Yet there are still important and controversial issues to resolve. 



This paper first reviews the characteristics of the uniquely New Zealand approach to retirement income provision. The pressing policy issues concern the nature of future adjustments to the state pension and the timing of these adjustments, the need for integration of other social policy for the retired and the role that private pensions might play in the future. Also of concern, is the way in which older people are supported when under the age for the state pension but unable to earn and without sufficient accumulated assets. This paper suggests that adjustments must soon be introduced for the state pension bearing in mind intergenerational equity issues. Piecemeal, ad hoc policy lurches are to be avoided, but have tended to characterise recent changes. While the paper focuses primarily on the way in which New Zealand Superannuation could be adjusted, other parts of the policy mix should not be neglected.



2. Background

The New Zealand retirement income system is differs significantly from those of other OECD countries. There are no separate, compulsory savings schemes and no tax incentives for private saving for retirement of any kind. The state provides a flat-rate, taxable, universal pension called New Zealand Superannuation (NZS).  This is set at a significant level so that for those with few private resources, few additional means-tested income or tied supplements are necessary, especially for those retirees who own their own home. To give some indication of the low level of participation in additional means-tested programmes, only 5% of women and 3% of men on New Zealand Superannuation (NZS) receive an accommodation supplement. Just 14% of NZS recipients also receive a small disability allowance (Periodic Report Group, PRG, 1997, pp.36-7)



Eligibility for New Zealand Superannuation is based on meeting the qualifying age� and residency requirements. An applicant must be a legal resident of New Zealand and have lived in New Zealand for a total of ten years from the age of 20, and five years since the age 50, normally live in New Zealand and be living there when the application is made. The level is linked to net average earnings through the use of a wage band� which currently provides a net pension equal to 33% of net average earnings for each married pensioner, with single pensioners receiving 60 percent of the combined married rate, rising to 65% if they live alone

 

The age for the state pension has always been the same for men and women and is currently being raised from 60 to 65 over a period of ten years finishing in 2001. In the transitional period, a social security benefit called the Transitional Retirement Benefit has been available to those people whose plans have been disrupted by the rapid raising of the age of eligibility for the state pension. The age for this benefit is itself rising so that it will completely phase out in 2004. At this point there will be no official pre-retirement or early retirement benefits. As the age of eligibility is being raised, workforce participation of older men and women has increased markedly. Nevertheless an invalids benefit and a special unemployment benefit called the 55+ benefit are used in maintaining some people during their late 50s and early 60s.



Expenditure on the state pension has fallen significantly since the age of eligibility began to rise. The net cost of the pension is calculated using an estimate of the average tax rate paid by superannuitants, and also takes into account revenue recovered by the surcharge (until April 1998). The net cost of the retirement pension was approximately 4% of GDP in 1996/97 and is projected to reach around 9% of GDP over the next 50 years under current settings. In comparing this cost with other countries it must be remembered that New Zealand has no hidden tax expenditures for retirement income provision in the form of tax incentives, and a low�cost regulatory regime for private schemes. The Periodic Report Group (PRG), set up to review retirement incomes policies in 1997, judged that the New Zealand framework of policies is sound, but that the increasing fiscal pressures implied by the retirement of the baby boom generation from next century make some gradual modifications desirable over time. 



New Zealand however has not been immune from the debates that have affected other countries, especially the debate over the privatisation of pension provision. But despite vigorous debate the framework described above has been remarkably durable. Nevertheless there was less certainty about the future in 1998 than there was in 1993, because the political agreement embodied in the 1993 Accord was effectively shattered by political events which arose under the first Mixed Member Proportional (MMP) election�. In particular 1997 saw a referendum on a compulsory savings scheme that would have largely privatised the state pension. While the decisive defeat of this scheme may have appeared to be a vote for the status quo, the establishment of a new Accord is not certain. 



One of the issues that must be urgently resolved is the concern about equity. It is clear that there is a wide income disparity among the retired, which makes the universal pension look questionable from the perspective of younger New Zealanders. More significantly, many working age taxpayers are paying more for their social provision of healthcare and education than did the currently retired which raises immediate issues of intergenerational equity. If the intent is to continue to provide a level of pension that secures an adequate standard of living for those with few other resources, the fiscal pressures of universal provision in a low tax environment may force other changes such as to the age of entitlement or to the reintroduction of income testing.



3. State sources of income in retirement

By far the largest contribution from the state to retired New Zealanders comes from the state pension.



Table 3.1 :  Sources of state income available to pensioners 1996/7.�

Payment�Type�Cost, % of GDP�% of pensioners in receipt�Criteria��Basic pension�NZS or veterans��Flat rate�General tax based�5.4�86% (men)�86% (women)��Residency��Disability allowance�Non-contributory�$82m�(0.08%)�14% overall��Income tested��Accommodation Supplement�Non-contributory�$45m�(0.05%)�5% women�3% men�Means tested�Income and assets��Special needs/ advances and grants�Non-contributory�<$2m�1.5% overall�Means tested�� 



Other state assistance

New Zealand provides other non-financial benefits to pensioners. Government spending on the public health system is currently 5.7 % GDP. Medical care is not provided free at the point of use to all NZ residents, but a community services card is available to those on low incomes, and a high use card for those with chronic illness. New Zealand Superannuation recipients do not automatically qualify for the community services card, but their relatively low incomes mean that over two thirds hold one. This entitles them to a higher subsidy for visit to the GP and for prescription subsidies.� Access to the public health system for many formerly widely available services such as cataract operations has diminished markedly and many superannuitants now hold private insurance, although the insurance companies have excluded many through sharp premium increases in recent years. Home help services are provided in some instances and meals on wheels operates on a user pays basis.



There are a range of modest concessions available at the local level, such as for transport, cinema, library but these are insignificant in the overall picture, far diminished from their role in the 1970s and from their current role in countries like Australia.



Income and asset testing for long term care



From 1 July 1993 a new targeting regime for older people in residential care was implemented.  The test in place prior to this time assessed those needing long-term residential care according to the type of care facility entered, rather than the level of support needed.  The test for those entering long term residential care in private hospitals was therefore different from that for people entering rest homes. Those in private geriatric hospitals were expected to pay whatever they could towards their fees. Those in public geriatric hospitals did not have any form of income or asset test, but did have their New Zealand Superannuation or benefit reduced to a token ‘pocket money’ amount after 13 weeks. That those with the same support needs were making different contributions to the cost of their care was perceived as unfair and became the rationale for the introduction of the 1993 changes.



The modified scheme subjected all new residents in long-term residential or hospital care to the same income and asset test.  The model was that previously used for the Rest Home Subsidy Scheme with some relaxation of the asset threshold levels.  Those in geriatric hospitals (private or public) however faced an asset test for the first time.  Previously only those receiving a rest home subsidy were income and asset tested.  After a review, a maximum personal contribution of $636 per week was introduced in 1994 for care in all long stay institutions including private and public hospitals as long as that care is appropriate to the needs of the person concerned. 



Under the coalition agreement (December 11th 1996) income and asset testing for those in public hospitals, and asset testing for long-stay geriatric private hospital care was to be abandoned on 1 October 1998.  In the meantime the Coalition Government has been dissolved and this policy has been abandoned.



Eligibility for a rest home subsidy is determined first by an asset test. The threshold for married couples with one spouse in long stay care was increased from $20,000 to $40,000 in 1994 with house, car, personal effects and prepaid funerals (up to $10,000) remaining exempt. A single person without dependent children may retain only $6,500 with no exemption for the family home.  A married couple, both in care, is effectively treated as two single people with a joint exemption of only $13,000.



In response to concerns about people caring for or living with an elderly person, but who were neither a relative nor a dependent child two further changes were made in 1995:

Older people who have entered care on or after 1 October 1995 may recognise past caregiving by gifting up to $5,000 per year for up to five years retrospectively. 

Interest free loans are available to non-core family members so they can stay in the home after the older person has died. There will be no income or asset test for that person receiving the loan, however in order to qualify the person must have lived in the home or jointly owned the home with the elder person for at least five years.



The amount of subsidy for those who pass the asset test, is based on the difference between the fee-for-service rate and the resident’s total income from all sources.  The government provides up to $29 per week for those who pay full fees but who do not have enough income left for a personal allowance.  The income of the spouse is counted on a dollar for dollar basis in the income test. When the spouse is working, the exempt amount for this test is $28,927 of spouse's earnings where there are either no dependent children or only one child. For three or more children, the exemption is $36,553. (Minister of Health 1996). These thresholds were not changed for 1998.  Also exempt is income from any benefit, and income from assets below the threshold levels. There is no allowance for older children at tertiary institutions who may also be dependent.



4. The surcharge and its demise

The introduction in 1985 of a surcharge of 25 percent on NZ Superannuitants’ other income over an exempt amount, marked the start of a long period of controversy. Once the top tax rate had come down from 66 percent to 48 percent (1996) and then to 33 percent (1988), it could be argued that the surcharge restored some tax progressivity for retired persons with significant other income. The rationale of its initial introduction was that ‘those in a relatively advantageous position should carry the greater share of the necessary restraint in expectations and claims’ (Budget 1984). Regardless of the justification, the surcharge arguably became the single most important source of public rancour over the next decade.



The Labour Government renamed New Zealand Superannuation, calling it Guaranteed Retirement Income (GRI).



Despite an election campaign promising to protect the retired, when National came to power late in 1990 they followed a different agenda. Their pledge to repeal the controversial surcharge was abandoned. Instead, changes were announced to the GRI that would turn it into a welfare benefit only.� At this point it looked as if New Zealand alone among the OECD countries would have no special policies for the provision of retirement income over and above a subsistence safety net (St John, 1992).



A period of outrage ensued among the retired. The news that, without warning many would face a substantially reduced retirement income, was an unanticipated shock.� After a period of intense lobbying, these changes were eventually reversed. The government announced that the state pension would remain as before, however the age of eligibility would continue to be raised quickly, in a series of steps to reach 65 by the year 2001, and that a much tighter version of the surcharge would be in place by 1 April 1992. The abatement regime associated with the aborted 1991 changes had heightened awareness of the impact of targeting so that the scramble to find ways of avoiding the new surcharge continued. This in turn contributed to the loss of integrity of the surcharge system and allowed its critics ample ammunition to discredit it.



Table 4.1 :  Surcharge assessments and surcharge parameters since 1985

Income �year ending March�Amount of surcharge assessed�($ million)�Number assessed (thousand)�Percentage of superannuitants subject to surcharge (%)�Exemption threshold for single person�($ p.a.)�Exemption threshold for couple�($ p.a.)�Rate of surcharge

(%)��1985/86�167�107�21.9�6,240�10,400�25��1986/87�175�106�22.4�7,202�12,012�24.5��1987/88�209�136�28.3�7,800�13,000�18��1988/89�257�147�30.3�7,800�13,000�19��1989/90�314�171�34.5�7,202�12,012�20��1990/91�306�136�26.7�7,202�12,012�20��1991/92�287�129�25.0�7,202�12,012�20��1992/93�347�152�31.1�4,160�6,240�25��1993/94�311�141�27.9�4,160�6,240�25��1994/95�289�134�28.5�4,160�6,240�25��Estimates and forecasts������1995/96�320�145�31.5�4,160�6,240�25��1996/97�324�145�32.0�4,550�6,825�25��1997/98�22�72�16.1�10,296�15,444�25��1998/99�0�  0� 0�Surcharge abolished���(Source: PRG, 1997a, p.48)



In 1992, the Taskforce on Private Provision for Retirement (TPPR) looked at three broad possible frameworks for New Zealand. The first became known as the enhanced voluntary option in which a basic state pension was integrated with private provision by means of a surcharge. Private provision was to be encouraged by education and other improvements to the saving environment in a tax neutral regime. It was this option that found favour, while the other two (the reintroduction of tax incentives and a private compulsory scheme integrated with the state pension) were rejected. In 1993 the multi-party Accord was signed. In the Accord, the surcharge was seen as a critical link between public and private provision. It could be regarded as a compromise between the Left on the one hand who wanted universal pensions and a more progressive income tax scale, and the Right who wanted a minimum tightly targeted safety net only and low ungraduated tax scale (St John 1998).



As shown in Table 4.1 In the last year of the surcharge (1997/98), only 16% of all recipients were expected to pay any surcharge. About 5% found that all their superannuation was clawed back (PRG, 1997a, p.48). (A further small percentage of those who were eligible chose not to receive NZS at all, because the surcharge would have taken it all back.) The surcharge as an income test was a rather lenient one, and was always based on individual not joint income for married couples. The abolition of the surcharge in 1998 means that, just as prior to 1985, the pension payment is fully universal. The difference between the early 1980s and the late 1990s is that, the top tax rate has been considerably reduced, so that the very wealthiest can now retain 67% of the gross public pension, whereas they only retained 34% in 1984.



5: Private Sources of retirement income   

Saving for retirement is largely considered a matter for individual choice. The tax�funded nature of the state pension itself can be regarded as a  compulsory savings requirement for most workers. They can then choose to supplement the state pension with saving in a wide variety of ways including repaying any mortgage on their own home or investing in their future earning capacity by undertaking education. 



The received theory is that the form of saving should not be determined by differential tax treatment between savings products. Neither is it in the best interest of savers to compel them to save at certain times in their lives, or at certain prescribed percentages of income in narrowly defined products. A minimally graduated tax scale is a necessary part of this regime. 



There are some special features of the New Zealand system that operating to the discouragement of traditional employer-subsidised schemes. Private pension provision in occupational schemes is now the preserve of a relatively small fraction of the working age population. Thus few retirees have a private pension from an occupational plan, and fewer are expected to have one in the future. Men are much more likely to have occupational pension income than are women, especially married women. Overall, only around 11% of all individuals over 65 have income from an occupational pension scheme or a private pension.



Table 5.1�People over 65 with income from an occupational pension, by gender and amount.

�Men �(000)�Women �(000)�Total�(000)��Less than 25% income�11.3�7.4�18.7��25 - 50% income�9.2�9.5�18.7��50 - 74% income�10.2�1.8�12.0��> 75%*�--�--�--��Total (000)

Proportion of total of those > 65�30.7

�18.7�49.4

�11.6%��	Note that the table excludes those with no regular income

*Household Economic Survey, HES Sample size too small to give accurate estimate �(Source: Statistics NZ, (1997)).

�



Table 5.2 :  Sources of Household Income by Age of Occupier, 1997

Income Source�65 years and over percent�Total percent��Wages and salary�10.4�64.2��Self- employment�1.7�9.8��NZ superannuation�56.1�7.8��Social security benefits�4.1�7.3��Investment�15.4�5.7��Other�12.1�5.1��Total�100.0�100.0��(Source: HES, 1997)



Private income is a small but important proportion of total pensioner income. Table 5.2 shows that for households with an occupier over 65, 12.1% comes from wages and self employment, 56.1% from NZS, 27.5% from investment and other private sources.. Table 5.3 for 'older' households which are either single people over 60 or couples where at least one is over 60 shows that over time private superannuation provision including dividends and interest has risen to 27.9%. But confirming the data from Table 5.1, job superannuation is a small share (under 10%) of income. Table 5.4 shows how occupational superannuation is by far of most importance to the top 2 quintiles of income.



Table 5.3:�Percentage Shares of Aggregate Income of Older Households 1988-1996



�1987-88�1988-89�1989-90�1990-91�1991-92�1992-93�1993-94�1994-95�1995-96��NZ Superannuation (NZS)�49.5�54.2�51.5�51.9�55.1�52.8�52.4�49.0�49.0��Social Welfare Benefits (SWB)�1.8�2.5�2.4�1.6�1.6�1.9�2.8�3.0�2.2��Wages and Salary (WS)�21.4�17.3�15.3�19.1�15.1�14.2�16.1�18.2�15.7��self-employment Income (SE)�4.1�4.9�4.7�2.3�4.8�6.8�4.3�4.0�5.0��Job Superannuation (JS)�5.9�6.2�7.0�6.8�6.5�7.6�7.8�7.5�8.1��Other Income (OI) (investments, dividends etc)�17.1�14.6�18.9�18.0�16.6�16.5�16.4�18.1�19.8��TOTAL�100�100�100�100�100�100�100�100�100��Public Provision (NZS, SWB)�51.3�56.7�53.9�53.5�56.7�54.7�55.2�52.0�51.2��Working Income (WS, SE)�25.5�22.2�20.0�21.4�19.9�21.0�20.4�22.2�20.2��Private Superannuation Provision (JS, OI)�23.0�20.8�25.9�24.8�23.1�24.1�24.2�25.6�27.9��TOTAL�100�100�100�100�100�100�100�100�100��(Source: New Zealand Household Economic Survey 1987-88 - 1995-96, Statistics New Zealand. Krishnan, Social Policy Agency (1997).)



Table 5.4:  Percentage shares of aggregate income of older households by quintiles of equivalent household income, 1987-1996



�Quintile 1�Quintile 2�Quintile 3�Quintile 4�Quintile 5�Total���1987-88�1995-96�1987-88�1995-96�1987-88�1995-96�1987-88�1995-96�1987-88�1995-96�1987-88�1995-96��NZ Superannuation (NZS)�97.2�95.4�92.5�91.4�70.6�71.1�47.4�48.7�22.0�18.9�49.5�49.0��Social Welfare Benefits (SWB)�0.5�4�0.6�3.1�5.2�4.2�2.5�3.1�0.9�0.4�1.8�2.2��Wages and Salary (WS)�1.3�1.0�0.9�0.4�5.6�6.1�18.7�12.7�37.9�28.0�21.4�15.7��self-employment Income (SE)�-2.6�-2.8�0.3�0.0�0.8�0.9�2.3�2.8�8.4�10.7�4.1�5.0��Job Superannuation (JS)�0.2�1.0�1.1�0.8�3.8�4.4�8.4�10.8�7.9�11.9�5.9�8.2��Other Income (investments, dividends etc.) (OI)�3.3�1.2�4.5�4.2�13.8�13.0�20.4�21.7�22.7�29.9�17.1�19.8��Total�100�100�100�100�100�100�100�100�100�100�100�100��Public Provision �(NZS, SWB)�97.7�99.4�93.1�94.5�75.8�75.3�49.9�51.8�22.9�19.3�51.3�51.2��Working Income (WS, SE)�-1.3�-1.8�1.2�0.4�6.4�7.0�21.0�15.5�46.3�38.7�25.5�20.7��Private Superannuation Provision (JS, OI)�3.5�2.2�5.6�5.0�17.5�17.4�28.8�32.5�30.5�41.8�23.0�27.9��Total�100�100�100�100�100�100�100�100�100�100�100�100��(Source: New Zealand Household Economic Survey 1987-88 - 1995-96, Statistics New Zealand, Krishnan, (1997).)



For those people with private pensions, lack of indexation has in the past been a significant eroding factor. Currently the rates of inflation are very low so that it is not an issue attracting much attention at present.



Of the current workforce, membership of occupational schemes has been declining and new schemes have tended to be defined contributions schemes reflecting a shift away from defined benefit schemes (PRG 1997a, p.184). Table 5.6 shows a breakdown of who is contributing to occupational and private schemes. It is clear that men are much more likely to make contributions, and when they do, are much more likely to make larger contributions than women. Table 5.5 does not however give information about the nature of the schemes, nor the contribution that may be made by the employer on an employee’s behalf. It is safe to assume, however, that the higher income contributors are more likely to have matching or greater contributions from employers.



The PRG (1997a) noted that while many employers are likely to play some role in the provision of retirement planning 'there has been some question about the extent to which they will continue to offer superannuation itself' (p.183). Government Actuary figures on membership of occupational schemes shows that there has been a reduction in membership since 1990. Membership of private sector employer schemes has dropped from 21% of all employed people, to 17%. While total assets have increased from $9.5 billion to $9.8 billion after adjusting for inflation, real assets have fallen by 8%.



Table 5.6:  Private Superannuation Contributions by Age and Sex, 1995/96

Sex and Age�Total contribution ($000)�Number of people making contribution (000)�Total of people number (000)�Percent making contribution�Contribution Average ($000)��Men�������15-24�10,630�7.6�207.5�3.7�1.4��25-34�67,409�37.4�205.4�18.2�1.8��35-44�151,625�57.1�237.9�24.0�2.7��45-54�197,345�64.6�180.4�35.8�3.1��55-64�52,116�23.9�127.5�18.8�2.2��65 or over�1,724�*1.0�144.9�*0.7�*1.6��Total�480,849�191.6�1,103.6�17.4�2.5��Women�������15-24�6,516�6.4�215.0�3.0�1.0��25-34�42,940�27.2�257.7�10.6�1.6��35-44�62,259�29.7�248.9�11.9�2.1��45-54�58,438�33.7�182.3�18.5�1.7��55-64�20,966�10.9�126.0�8.6�1.9��65 or over�--�--�194.4�--�--��Total�191,119�107.8�1,224.3�8.8�1.8���������Figures are for people making payments, who may not be the holders of the policies.

Excludes contribution data for joint or not specified contributions.

Because of sampling error, numbers under 5,000 may not be reliable.

(Source: Statistics New Zealand, Household Economic Survey (Statistics NZ 1996, p.53))



Including the Government Superannuation Fund (GSF), which closed to new members in June 1992�, total membership of employment based schemes was 25% of all employed people in 1990, dropping to 19% in 1997. Total assets, inclusive of the GSF, were $11.6 billion in 1990, rising to $13.1 billion in 1997 (PRG, p.183).



There are three major likely reasons for the fall�off in membership and assets. The first is the change to taxation outlined below. The second is the imposition of regulations and requirements also discussed below. The third is that changes in the labour market, have led to a shift towards compensation in the form of "total remuneration" packages whereby the employee chooses the nature of the savings instrument and how much to save in it, while the employer's role may be minimal or advisory only. The fluidity of the labour market, increased casual� / self�employment, higher part-time work and contract work has called into question the appropriateness of the design of the traditional employment based scheme with long vesting periods. 



6. Current tax and regulatory issues

A critical issue for the Retirement Commissioner is how to reinforce the message that people must save more for their retirement when the conventional methods are tax disadvantageous for many people. There are two issues; one concerns the treatment of imputed income and capital gains, the other is the need to ensure that each investor pays tax at his or her appropriate tax rate.



Under an ungraduated income tax scale, making sure that everyone is taxed appropriately is not an issue. Contributions, regardless of who makes them, and fund earnings are taxed at the same rate, which is the marginal tax rate of all members. In the case of annuities, the tax rate on fund earnings is priced into the ensuing annuity. One of the difficult issues facing the acceptance and integrity of the tax neutral TTE voluntary regime is the loss of tax neutrality associated with graduated income tax. There are severe problems for formal superannuation saving associated with the increased graduation apparent in the tax cuts of 1996 and 1998 (Table 2.3). For those who are on a marginal tax rate of 21%, taxing employer contributions to super schemes and fund earnings at 33% is clearly penal. As well, such schemes are taxed on their capital gains and must meet new disclosure rules under the Securities Amendment Act 1996 and the Investor Advisors (Disclosure) Act 1996, both of which came into force on 1 October 1997.



The Government established a committee on the Taxation of Life Insurance and Superannuation (TOLIS) to find a solution to the problem. The TOLIS (1997) document indicates, the problem is far from easy to resolve. As well as superannuation schemes, life insurance products are also affected. The government is considering two possibilities. The most favoured one is a tax credit option which involves the granting a tax credit to the fund earnings for those members whose marginal tax rate is 21%, to the extent of the imputation credits available. This option deals with the problem in a theoretically acceptable way, but is very complex and has been criticised by the industry who see the additional costs as another nail in the coffin of employment-based superannuation. The second best solution is to have a uniform lower tax rate on the fund earnings of maybe 27%. The contributions would be taxed at the marginal tax rate of the contributor where they could be allocated to that contributor. The legislation implementing the tax credit option is before the House (August 1998) but may yet run into difficulties.



Aside from these tax problems, neutral treatment of all forms of savings has been difficult to achieve in practice. Owner occupied homes remain tax favoured as there is no tax on imputed rental and no capital gains tax. Other property too has tax advantages especially if capital gains can be made. In addition, there are emerging anomalies in the capital gains treatment of investment in shares (PRG 177a, p63).



7 Containing the cost

The PRG (1997a) outlined various scenarios to reduce the cost of net NZS over time. There appeared to be little fiscal justification for implementing any major change before the year 2015 but by that time, it was argued that some or all of the following changes would be needed:

raising the age of eligibility for NZS beyond age 65

changing the indexation formula for NZS

targeting NZS in some way, rather than paying universally from age 65



A combination of these adjustments might be sufficient to reduce expenditure as a fraction of GDP to the levels experienced in 1990. 



Table 7.1 :  Future cost of net state pensions, with reforms.�

�Year��NZS%GDP �2000�2010�2020�2030�2040�2050��No change�4.8�4.8�6.4�8.5�10.1�10.5����������Increasing Age1�4.8�4.8�5.5�6.2�7.9�8.4��Semi Wage2�4.8�4.8�6.2�7.6�7.4�8.0��Index Prices3�4.8�4.3�4.9�5.6�5.8�5.1��Targeting4�4.8�4.8�6.1�7.6�8.0�8.6����������Scenario 1�Age and targeting�4.8�4.8�5.4�6.7�8.0�8.5��Scenario 2�Semi-wage and targeting�4.8�4.8�5.8�6.5�7.2�7.5��Notes: 	1.	The age is raised from 65 to 68, beginning in 2015 and phased in over 12 years.

	2.	NZS is adjusted by the average of wages and prices in each year, until a floor for a couple of 50% of net average earnings is triggered. This is expected to be reached in 2050.

	3.	Adjustment only by prices.

	4.	Reductions achieved by targeting rise from 1% in 2015 to 10% in 2025, thereafter staying at 10% of the gross costs.



In Table 7.1, the top row shows the cost of the gross NZS payment as a percentage of GDP. based on projections to 2050. Under various assumptions about fertility, mortality and net migration, the next three rows project total expenditure out to 2050. The assumptions about growth, participation rates and inflation are outlined in the PRG 1997a report. The price indexation assumption alone saves the most money, but is not being seriously considered as it would reduce the state pension to unacceptably low relative levels.



The PRG devised various policy combinations to illustrate that the costs of NZS and total government expenditure could be moderated. Scenario 1 involves an increase in the age of eligibility to 67 by increasing the age by one month for every four months, so in four years the eligibility age reaches 66, in eight years it reaches 67. It is assumed that raising the age of eligibility would mean a higher rate of labour force participation among those age groups no longer eligible. The raising of the age is combined with phasing in a targeting regime from 2015 which saves 1% in 2015, rising up to 10% by 2025. Under this option, expenditure on NZS is 2.0% of GDP less than under the central scenario. Taxes reach 36.5% of GDP by 2050, compared to 38.8%.



Scenario 2 combines targeting by reducing the level of NZS by 15% rather than the 10% of Scenario 1, combined with changing the indexation formula for NZS. The present formula prescribes CPI indexation, subject to being within the wage band for the couple rate of NZS, with a floor set at 65% of net average earnings. In Scenario 2, the current formula applies until 2015, then the wage floor is re-set at 55%. From this point there is a change to a new indexation arrangement (semi-wage indexation) that adjusts NZS by the average of wage and price movements in each year. NZS is expected to reach the new wage floor, 55%, by 2038. Under this option, NZS expenses are nearly 3% of GDP lower than the central scenario. Tax revenue reaches 35.9% of GDP, compared with 38.8%.



8 Policy issues

There are few immediate fiscal reasons for making changes to the state pension. Nevertheless some conclusions follow from the above discussion.  The surcharge was removed for political reasons. The same was true re the proposed abandonment of income and asset testing for hospital care. These policies have not been based on any articulated philosophy that might be expected to underpin popular support for them. They are in sharp contrast to other parts of the welfare and user�pays systems. Students, for example, are now facing yet higher fees and debt for 1999 and their promised universal allowances (Coalition Document 1996) have failed to materialise. Families with young children no longer receive free healthcare and a universal family benefit.



The cost of the removal of the NZS surcharge is currently of the order of $300m a year, (say $3billion minimum over the next decade). As the baby boom bulge modifies the age structure of the retired to the working age group from the year 2010, the cost of having no income test at all will escalate. At the same time, policies in place for the least well-off among those just below the age for NZS are miserly, and hold the seeds of impoverishment in their old age for a sizeable group.



The growing divide between the better-off retirees, often with comfortable employer subsidised pensions, and those with few assets and no additional income is stark and likely to grow. Table 8.1 shows taxable income (adjusted for tax-free pensions) and shows other income over and above the state pension. The distribution is highly skewed with the top deciles of income having more private pension income (PRG, 1997a, background document).  Likewise the divide between the wealthy of the baby boom generation and the "Generation-X" (born 1970-1985) is a potential cause of intergenerational unrest (Thomson 1996).



Table 8.1 :  Distribution of over 65 non-NZS income individuals 1996�

Aged 65 and over�Income at start of decile boundary�Median �( $ )�Income Average �( $ )��Age 65 & over, decile 1��0�-677��Age 65 & over, decile 2�0�0�0��Age 65 & over, decile 3�0�0�0��Age 65 & over, decile 4�0�77�123��Age 65 & over, decile 5�411�862�882��Age 65 & over, decile 6�1,465�2,121�2,158��Age 65 & over, decile 7�2,933�3,868�3,885��Age 65 & over, decile 8�5,028�6,831�6,914��Age 65 & over, decile 9�9,249�11,967�12,274��Age 65 & over, decile 10 �16,853�27,193�41,970��TOTAL                  ���6,753��	(Source: IRD Background PRG Report 1997)



In the final report (PRG 1997b) the PRG put forward some suggestions as to how to re-integrate the state pension and private provision.  The wide debate around these options that was expected has failed to materialise.  



The options presented by the PRG need to be read about carefully to appreciate just how and why they have been constructed. Essentially they extrapolate from today’s distribution, building in some assumptions about growth in incomes. The figures are in today’s dollars.



Where are we now?- Option A

The first thing to note is the very skewed income distribution of today's retired. The bottom 80% of those over 65 have less than $10,000 of other income. The top decile is far ahead and it is interesting to examine that more closely.  The median income is represented here but the average income is much higher than this, meaning that the distribution within the tenth decile itself is very wide. The highest incomes are very high indeed.



The dark area shows the net amount of New Zealand Superannuation paid to each decile and gives a rough visual impression of the fiscal cost. A close inspection shows that the net amount reduces especially in the tenth decile. This is the effect of the tax rate as the pension is treated as the last dollars earned. The net pension of those in the top decile is 79% of the net pension of those in the bottom decile –the ability of the current tax regime to claw back the universal pension as other income is gained is not large.



Quite clearly a different tax regime, a more progressive one, could change this picture. The tax scale suggested by Labour for example, has a first bracket taxed at 0% and a top bracket taxed at 39%. The effect of this would be to reduce the ratio of the top earners to the bottom decile to 61%. In the absence of any willingness to discuss the possibility of more progressive taxation (which of course affects everyone and not just the retired) other options are needed.



Why is integration tricky?

The more tightly targeted the pension, the more incentives to work and save will be affected. Indeed, one key element of solving the problem of an aging population is to maintain incentives for older persons to voluntarily participate in part�time if not full�time paid work. We have some history we can draw on here - after the 1991 "mother of all budgets" - the tax surcharge avoidance industry boomed. So an option that looks like it will save a lot of money may have some unintended downside. If taxable income alone is used as the basis for abatement there are incentives to save in ways that do not give rise to taxable income. Capital gains, for example, may be seen as superior to taxable income. We should be giving those on the margins of the labour force the impression that supplementing income through part-time work is worth while. The Periodic Report Group (1997b) outlined several options for discussion and these are briefly discussed below.

 

Option E -the outlier?

The first reaction to Option E, which makes the pension a welfare benefit, may be that it saves a lot of money, but the effects of it would be devastating. We only need to remember Ruth Richardson’s 1991 budget that essentially took $10,000 from modestly well off retired couples by imposing on them a confiscatory effective marginal tax on all earnings between $4,000 and $23,000 and the reaction to that. If it is to operate as does the community wage (a conflation of the unemployment and sickness benefits, to take effect from October 1998), the effect of the abatement and the tax rate would give an effective marginal tax rate (EMTR) of 91%. This would affect large numbers of people-over long income ranges, especially if the benefit’s relative level is maintained as it is in Option A.



It would reach even into 9th decile with extreme effect on the incentive to have extra cash income from investment and work effort. Moreover if it is a standard social welfare benefit based on joint income the effects are more severe that shown here. Many women for example would find that their pension would disappear because of their husband’s earnings, and some persons with younger working spouses would lose their right to an independent income. This may be fine in some traditional marriages, were there is full sharing and caring, but with the greater fluidity in such relationships, joint income testing would be a major step backwards. This option would also make New Zealand look very peculiar in the international context. Essentially we would have a welfare benefit for the poor and no state assistance of any kind for retirement saving. The pressures for tax incentives and compulsion might become  irresistible.



Options D and C- part-targeted and universal components

In Option D, where the targeted top-up is one half the total, it takes between $4,000 and $11,500 of other income to abate the pension away. Thus it would worry all those with incomes just under $4000 and 20-30 % who get some abated amount. It certainly would not be worth having a part time job that pays $200 a week or income from a small capital sum of say $100,000. It runs the danger as with option E of discouraging the very behaviour that should be encouraged and trapping people at the lower end so that they cannot improve their lot, while allowing the top end a substantial bonus of a part pension as well as low tax rates.



Who is going to be affected? The bottom deciles are more likely to be older people, more likely to be women and more likely to be Maori.  It is these who queue up for the top ups, and many will fail to access their entitlements because of stigma and complexity. Option D greatly expands the likelihood that pensioners will require supplementary benefits, thereby creating stigmatised welfare beneficiaries out of the majority of the retired. 



Option C likewise pushes the old 'old' (bottom 60%) into the arms of the DSW, while delivering large amounts to the top end. We have to ask the question with both these two options; is it the savings incentives of the top 20% of the labour force that matter most? In any case, in Option C, if the receipt of a universal pension has a strong income effect, high income people of working age may save less, not more.



Option B-the tax credit option

Option B bears a close resemblance to the effect the surcharge had in 1997. (The PRG noted the passing of the surcharge with regret).  As the model has been set up to use the median income in each decile it obscures the fact that most of the top 5% lose all of their NZS. This complete clawback, as occurred under the surcharge for this group, may be important for political credibility, even though the fiscal savings are not as strong as with Options E or D. If current trends towards more inequality (and to more capital income and less labour income) continue as the baby boom generation ages, then the savings will prove to be greater than current estimates suggest.



The bulk of retirees are unaffected in this option. Most of those who are, pay effective marginal tax rates of 46%. This is not nearly as much a disincentive as the greater than 90% rates of options E and D.



It would operate through the tax system, but would have a much more positive image than the old surcharge. It would emphasise that older people are treated favourably by the receipt of a special tax credit, that offsets their tax on other income, rather than through a penal clawback of a pension that is theirs by right.



9. The Next steps

The need for integration of taxes, pensions and benefits needs to be debated. It is the younger generation that are likely to be most adamant that universal pensions for the wealthiest of their grandparents' generation make no sense. Any system however must have integrity and should not be piecemeal in implementation.  Thus a consistent and wide definition of income for an income test is critical. The interaction with income and asset tests for long term care, and the need for encouragement of private pensions are broader policy issues that must also be considered in any targeting design.



New Zealand lacks a coherently articulated income support programme for the retired. This ad hoc approach has been part of the reason for the frequent chopping and changing of policies to take place. Under the fiscal austerity implicit in the 1994 Fiscal Responsibility Act, policy on long term geriatric care is to be revisited, as is the policy for the free doctors' visits for children under 6. If there is so much concern about 'badly targeted' social policies such as doctors' subsidies, why then is the big picture of universal pensions being missed? 
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� Currently 63 years 6 months, to rise to 65 by 2001.

� The band is  65-72.5% of the net average wage for a married couple

� Details in St John 1998a

� Department of Social Welfare (1997), Household Economic Survey.

� Most people receive NZS but a small number (1.4%) who qualify have opted for the veterans pension instead as it has not had an income test.  

� Some of those eligible, until 1998 pay the pension back to the state via a surcharge on other income. Some do not claim it as their income is too high.

� For example, a typical charge for a consultation with a GP might be $18-$25 instead of $33-$40.  Specialist services are excluded from the subsidy.

� It was to be income tested on a couple basis with the same low level of exemption for both a married couple and a single person. The effective marginal tax rate for a married couple was 92.8% over the income range of $4,160-$23, 740. For those over 70 years old, one half of the benefit would have become a universal, non-income tested payment, but in essence the only beneficiaries were the wealthiest older retirees. 

� Some married retirees, with incomes from other sources of around $24,000 for example found to their horror that the income test would leave them as much as $10,000 worse off.

� Public sector employees may or may not be offered the opportunity to join new defined contribution schemes, subsidised by their organisation. Increasingly, those on employment contracts are not offered such schemes following the  introduction Total Remuneration packages. In some cases, Unions have successfully fought the inclusion of an employer subsidy in total remuneration, but these victories may be short-lived as they have depended on interpretation of trust deeds, which can be changed.

� Figures are derived from PRG 1997a.

� Taxable income as reported to the IRD, and sample of non filers (PRG 1997).
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