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SECURING RETIRMENT INCOMES

EXECUTIVE SUMMARY

“

NOTWITHSTANDING THE GREAT DIVERSITY OF POLICIES
TOWARDS PENSIONS AROUND THE WORLD, IT IS IMPORTANT
THAT COMPARISONS ARE MADE AND LESSONS ARE LEARNED
FROM THE RANGE OF APPROACHES ADOPTED.

MELBOURNE MERCER GLOBAL PENSION INDEX 2012

The size and equity of tax
concessions provided to
superannuation in Australia
is again a hot topic of debate
as the industry braces for
potentially more change to
the superannuation rules.
To help inform and ground
this debate, Mercer has
compared Australia’s
superannuation tax rules
with those applied to
retirement savings in eight
other countries with worldclass retirement savings
systems.

The research compared the
Australian superannuation
system with the retirement
savings systems in Canada,
Chile, Denmark,
Netherlands, Sweden,
Switzerland, United
Kingdom and USA.

”

savings is not overly
generous.

The research also reveals
that the current Australian
contribution caps fall
significantly short of all
other countries in this
comparison. This result
The comparison reveals that raises the question whether
six countries have tax
the current arrangements
regimes that are more
provide Australians with the
generous towards
best opportunity to save for
retirement savings than
a comfortable retirement,
Australia’s approach. On the whilst also reducing future
global stage, the taxation of reliance on the Government.
Australian’s retirement
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INTRODUCTION
THERE IS ONGOING DEBATE WITHIN AUSTRALIA ABOUT THE SIZE AND EQUITY
OF THE TAXATION CONCESSION PROVIDED TO THE SUPERANNUATION INDUSTRY.
This discussion is often prompted
by the annual publication of the
Tax Expenditures Statement.
The 2012 Statement (Treasury,
2013) shows the largest tax
expenditures in 2011-12 were
for owner-occupied housing
and superannuation, followed
by tax concessions related to
the goods and services tax.
The Secretary to the Treasury,
Dr Michael Parkinson also
contributed to the debate at the
2012 ASFA National Conference
when he commented that
“the superannuation sector
is provided with a steady,
guaranteed and concessionallytaxed supply of money.”
The tax treatment of
superannuation is a topic that
1.

impacts government, policy
advisers and all superannuation
members.
The purpose of this research
paper is to test the validity
of the argument that the
superannuation industry is
treated generously by comparing
the taxation treatment of
superannuation in Australia with
the taxation treatment of funded
pension programs in eight other
countries. These nine countries,
including Australia, represent
the countries that have the best
retirement income systems
according to the 2012 Melbourne
Mercer Global Pension Index1.

covered in our February 2012
paper Tax, Super and the Age
Pension – Assessing the Value
of Total Government Support.
This paper initially considers
the variety of retirement income
systems (including both public
and private provision) in these
nine countries before we review
the range of taxation
arrangements that exist.
We compare the impact of
different taxation arrangements
on net retirement benefits and
draw conclusions for the
Australian debate.

This paper is not primarily
concerned with the equity
argument – that has been well

It is noted that the framework used by the global pension index; namely adequacy, sustainability and integrity, formed the basis
of Parkinson’s speech.

MERCER SETS THE RECORD STRAIGHT ON THE FAIRNESS OF GOVERNMENT
SUPPORT OF RETIREMENT INCOMES:
Mercer has been leading the debate on the fairness of government support for retirement incomes for some
time. We have produced two research reports: The Fairness of Government Support for Retirement Income,
published in February in 2010; and Tax, Super and the Age Pension: Assessing the Value of Total Government
Support, published in February 2012.
Our research has concluded that the commonly held myth that total Government support for retirement
income significantly increases as an individual’s income increases is false and needs to be better understood
to protect the sustainability of Australia’s retirement income system.
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THE VARIETY OF
RETIREMENT INCOME SYSTEMS
Before considering the impact of different taxation systems, it is helpful to understand some of the diversity
within the nine retirement income systems and thereby appreciate the relative importance of public and private
provisions of retirement income in each country2.
Table 1 shows the different types of retirement income provisions in each country.
Table 1: Different types of retirement income provision
PUBLIC PROVISION OF PENSIONS1
BASIC PENSION

COUNTRY

PRIVATE PROVISION OF PENSIONS

EARNINGSRELATED3

MANDATORY4

VOLUNTARY AND
ENCOURAGED

P

-

P

P

P

P

P

-

P

-

P

-

P

P

DENMARK

P

P

-

P

P

NETHERLANDS

P

-

-

P

P

SWEDEN

-

P

P

P

P

SWITZERLAND

-

P

P

P

P

UK

P

P

P

-

P

USA

-

P

P

-

P

AUSTRALIA
CANADA
CHILE

UNIVERSAL

RESOURCETESTED2

-

1 This assessment excludes any residency requirements.
2 Resource-tested arrangements are also known as targeted or means-tested schemes. They pay a higher benefit to poorer pensioners
and reduced benefits to better-off retirees.
3 Some earning-related schemes have a progressive formula within them.
4 This column also includes quasi-mandatory schemes.
Source: OECD (2011), Pensions at a Glance: Retirement-income Systems in OECD and G20 Countries.

2.

For the purposes of this report, public provision includes retirement income provided by the government to the population; namely
all forms of Social Security pensions whether they be universal, resource-tested or earnings-related. On the other hand, private
provision represents retirement income provided by a fund that is separate from the government.
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Key observations from the table
include:
•• only four of the nine
countries provide a universal
pension to all qualifying
residents (Canada, Denmark,
Netherlands and the UK)
•• three of these four countries
(Canada, Denmark and the
UK) provide a resource-tested
pension on top of the
universal pension
•• eight of the nine countries
provide some targeting
of the public pension with
the Netherlands being
the exception

4

•• four of the five countries with
an earnings-related public
provision have a defined
benefit structure (Canada,
Switzerland, UK and USA)
while Sweden uses notional
accounts
•• four of the six countries that
have a mandatory or quasimandatory system in the
private sector do not have
any earnings-related Social
Security (Australia, Chile,
Denmark and Netherlands)
•• Australia and Chile are the
only two countries where
the public provision is

restricted to a resourcetested pension only, thereby
highlighting their reliance
on private provision.
The only common feature
amongst the nine countries
is that they all want to encourage
additional provision through
the private sector, irrespective
of the source of their earningsrelated benefits. However, the
importance of these incentives
will depend on the size of
benefits provided through
the public provision.

Table 2 shows the gross
replacement rates3 provided
in the nine countries from their
compulsory systems, whether
they are from the public or
private provisions.

the formulae used within the
earnings-related public pension
arrangements.

It is clear that most countries
adopt a progressive approach
to the public provision of
retirement income with the gross
replacement rates reducing as
incomes increase from half
average earnings to 1.5 times
average earnings. These results
may arise from the means testing
of the public pension or from

for the average income earner,
namely Denmark and the
Netherlands, occupy the top two
positions in the 2012 Melbourne
Mercer Global Pension Index.
Australia, which came third in the
Index, has below average results
for both the average and above
average income earner
suggesting current adequacy
levels are not the primary reason
for its high placing.

Australia and Chile stand out
with virtually no public pension
provided to those earning more
than 1.5 times average earnings
throughout their career. This
further confirms the relative
importance of the mandatory
private pension arrangements
in these two countries.
It is interesting to note the two
countries with the best results
for the gross replacement rates

Table 2: Gross replacement rates from public and mandatory private schemes
Percentage of individual’s earnings
INDIVIDUAL’S
EARNING
(% OF MEAN)

PUBLIC PROVISION

MANDATORY PRIVATE

TOTAL

0.5

1.0

1.5

0.5

1.0

1.5

0.5

1.0

1.5

AUSTRALIA

37.9

11.8

3.2

35.4

35.4

35.4

73.3

47.3

38.6

CANADA

61.2

38.9

25.9

-

-

-

61.2

38.9

25.9

CHILE

18.8

3.2

0.0

41.3

41.7

41.8

60.0

44.9

41.8

DENMARK

64.7

28.9

17.0

55.9

50.7

49.0

120.6

79.7

66.1

NETHERLANDS

58.5

29.2

19.5

34.6

58.9

67.0

93.0

88.1

86.5

SWEDEN

50.2

35.8

26.2

22.7

22.7

45.9

72.9

58.4

72.1

SWITZERLAND

52.3

34.5

23.7

12.8

23.4

17.1

65.2

57.9

40.9

UK

53.8

31.9

22.6

-

-

-

53.8

31.9

22.6

USA

51.7

39.4

35.3

-

-

-

51.7

39.4

35.3

71.9

53.5

47.4

AVERAGE FOR THESE 9 COUNTRIES
Source: OECD (2011), Pensions at a Glance 2011, p 121, plus Corrigenda, 17 October 2011.

3.

The gross replacement rate shows the level of pensions in retirement relative to the level of earnings when working. The effect of tax
in retirement will be allowed for in the next section when we compare the overall impact of tax in different systems.
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TAXATION
OF PENSION ARRANGEMENTS
THE TAXATION TREATMENT OF PRIVATE PENSIONS IS OBVIOUSLY IMPORTANT
FOR MANY REASONS RANGING FROM PUBLIC FINANCE TO THE PROVISION
OF SATISFACTORY LIVING STANDARDS IN RETIREMENT.
For countries that rely heavily
on mandatory private provision,
such as Australia, Chile, Denmark
and the Netherlands, the taxation
arrangements are even more
important as they directly influence
the level of benefits ultimately
provided and therefore the
standard of living in retirement.
Taxation incentives also influence
behaviour in voluntary systems
affecting both coverage and
benefit levels.
Taxing points
The taxation of funded pension
arrangements can occur at three
points:
1. contributions;
2. investment income; and
3. benefits.
However, even within these three
potential taxing points, the
diversity around the world is
considerable. Table 3 summarises
the taxation of pension
arrangements for these nine

6

countries in respect of a funded
defined contribution (DC)
arrangement.
In broad terms, the taxation
of pensions is often described
using the following three symbols
in respect of each stage:
E – exempt from tax
T – taxed at full rates
t – taxed at concessional rates
Many counties have adopted
an EET system, meaning that
contributions and investment
income are exempt from tax, whilst
benefits are normally subject to full
taxation, when received. Examples
of this approach include Canada,
Chile, the Netherlands, Sweden,
Switzerland, the UK and the USA.
On the other hand, Denmark has
an EtT approach where
contributions are paid from pre-tax
income, investment income
is taxed at a concessional rate but
retirement income is subject to full
taxation.

In contrast, Australia adopts a ttE
approach where both employer
contributions and investment
income are taxed
at concessional rates (for most
income earners) but no tax is paid
on benefits after age 60.
This research report considers the
effects of these different taxation
approaches on the net benefit
received by the pension plan
member. After all, funded pension
arrangements are designed to
deliver income
in retirement and the taxation
treatment throughout both the
accumulation and pension phases
can have a material effect on the
level of retirement income
ultimately provided to individuals.

Table 3: Taxation of funded pension arrangements
AUSTRALIA

CANADA

CHILE

DENMARK

NETHERLANDS

SWEDEN

SWITZERLAND

UK

USA

TAX RATE ON
EMPLOYER
CONTRIBUTIONS1

15%

NIL

NIL

NIL

NIL

NIL

NIL

NIL

NIL

ARE EMPLOYEE
CONTRIBUTIONS
TAX DEDUCTIBLE?

NO

YES

YES

YES

YES

YES

YES

YES

YES

TAX RATE ON
INVESTMENT
INCOME

8%2

NIL

NIL

15.3%

NIL

7.5%3

NIL

NIL

NIL

AVERAGE TAX RATE
ON RETIREMENT
INCOME4

NIL

13.6%5

NIL6

33.0%

20.7%

30.0%

20.0%

10.5%

14.6%

Notes
1 This item represents the tax rate paid by the pension plan. It ignores other taxes (such as payroll taxes) that may be paid by the employer
in respect of the contribution.
2 The Australian tax rate on investment income is 15% but the fund will also receive dividend imputation credits, based on investments
in Australian equities. Hence the net effective tax rate for many funds is in the order of 8%.
3 The Swedish tax on investment income is 15% of the government borrowing rate, irrespective of the actual investment earned
by the pension plan. It is assumed that the government borrowing rate is half the fund’s earning rate over the long term.
4 The tax rate shown for retirement income represents the average tax rate paid by an individual who receives an income of 70% of average
earnings. In Australia, the tax paid on pension benefits after age 60 is nil.
5 The Canadian figure is based on rates applicable to Ontario residents.
6 The average earner in Chile pays no tax due to their low incomes.
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MODELLING THE EFFECT
OF DIFFERENT TAX SYSTEMS
HAVING BRIEFLY REVIEWED THE RANGE OF TAXATION STRUCTURES, IT IS NOW
APPROPRIATE TO CONSIDER THE EFFECT OF THESE DIFFERENCES.
Of course, pension provision spans
many decades and it is therefore
critical that in any comparison,
the same long term economic
assumptions and methodology
are used for all countries. The
Appendix sets out these
assumptions (which are based on
those used by the OECD) together
with our approach to the
accumulation and income phases.
Table 4 shows the present value
of the after-tax retirement benefit
received by an individual on
average earnings who received an
employer contribution of 9% of
earnings4 for 40 years to a funded
pension scheme in the private
sector, subject to the taxation
arrangements for private pensions
in each country5.
The range of these results, caused
by the different taxation
arrangements only, is considerable.

8

Denmark, with the highest tax on
investment income has the lowest
benefit while the UK provides the
highest benefit.
There seems to be little
relationship between the impact
of taxation and the relative
importance of private pensions
in different systems. This is
somewhat surprising as it may
be expected that where the public
pension is resourced-tested
(either in full or to a significant
extent), there would be a greater
willingness to encourage and
support private provision.

then the benefits will also be
reduced. On the other hand,
the result is identical if the same
tax rate is applied to contributions
or benefits.
Table 5 shows the results for an
employer contribution of 9%
together with a 3% employee
contribution6. The Australian
position has deteriorated relatively
in respect of all countries except
the USA, as Australia is the only
country that does not provide a tax
deduction for employee
contributions.

The lowest three results (including
Australia) occur for countries
where there is a tax on investment
income. The cause is simple.
Retirement benefits rely heavily on
the investment income earned and
the power of compound interest.
If the investment return is reduced,

4.

This contribution rate was chosen as it represents the current mandatory level for employer contributions in Australia. This contribution
excludes any contribution made to the public provision of pensions.

5.

Chile has been excluded from this comparison due to their relatively low level of average earnings which means that no tax is paid by the
average earner on contributions, investment income or benefits.

6.

Where appropriate, a tax deduction has been allowed for, so that the net cost to the employee is 3 per cent of earnings.

Table 4: The present value of the net retirement benefit from the private sector for a 9% employer
contribution rate assuming an average salary of $72,1777
COUNTRY

PRESENT VALUE OF NET
RETIREMENT BENEFIT

MULTIPLE OF
AVERAGE SALARY

COMPARISON TO AUSTRALIA

AUSTRALIA

265,672

3.68

NA

CANADA

298,329

4.13

+12.3%

DENMARK

189,662

2.63

-28.6%

NETHERLANDS

273,917

3.80

+3.1%

SWEDEN

215,891

2.99

-18.7%

SWITZERLAND

287,970

3.99

+8.4%

UK

309,206

4.28

+16.4%

USA

294,945

4.09

+11.0%

Table 5: The present value of the net retirement benefit from the private sector for a 9% employer
contribution rate and a 3% employee contribution
COUNTRY

PRESENT VALUE OF NET
RETIREMENT BENEFIT

MULTIPLE OF
AVERAGE SALARY

COMPARISON TO AUSTRALIA

AUSTRALIA

369,858

5.12

NA

CANADA

442,763

6.13

+19.7%

DENMARK

284,022

3.94

-23.2%

NETHERLANDS

431,341

5.98

+16.6%

SWEDEN1

318,697

4.42

-13.8%

SWITZERLAND

411,829

5.71

+11.3%

UK

438,041

6.07

+18.4%

USA

410,610

5.69

+11.0%

1 Note that contributions to occupational plans in Sweden can only be made by employers so the figures shown here are notional.

7.

This is the average salary in Australia according to the OECD.
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Limits on contributions
This comparison does not
highlight limits on the level
of contributions made by the
employer and/or the employee
towards a funded pension
arrangement or the level of
contributions which receives
concessional taxation treatment.
The reason for such limits is
obvious. Governments want to
encourage long term saving for
retirement but they do not want
to provide excessive taxation
concessions to the wealthy.
Table 6 shows the absolute
contribution cap8 to a funded DC
pension plan in each country

where contributions under this
limit receive full concessions within
the tax system. The appropriate
size of the cap could differ between
countries as the relative
importance of the public and
private provisions vary. Indeed
it is reasonable to expect a higher
cap in countries where the public
provision is resource tested and
the funded private provision is
therefore more important.
It is apparent that the Australian
contribution limit is much lower
than most other countries.
It should be noted that the
Canadian limit excludes

contributions to the Canada
Pension Plan or the Quebec
Pension Plan which are 4.95% and
5.1% respectively from both the
employer and the employee for
earnings up to about 90% of
average earnings. The CPP/QPP
targets a replacement rate of 25%
of covered earnings9 thereby
reducing the need for higher
pension benefits from the private
sector. This is confirmed
by the figures in Table 2 which
show that the public provision for
the above average income earner
is a gross replacement rate of
25.9% in Canada compared to just
3.2% for Australia.

Table 6: Caps for concessional contributions to a pension plan
COUNTRY

CAP
(IN LOCAL CURRENCY)

CAP
AS % OF AVERAGE EARNINGS1

AUSTRALIA

AUD 25,000

34.6%

CANADA

CAD 24,270

43.8%2

NO LIMIT

NO LIMIT

AGED BASED FOR DC

AGED BASED FOR DC

SWEDEN

SEK 440,000

124.6%

SWITZERLAND

CHF 210,600

255.2%

UK

GBP 40,000

127.3%

USA

USD 51,000

93.7%

DENMARK
NETHERLANDS3

1 Average earnings have been extracted for 2011 from the OECD website expressed in National Currency Units.
2 Canada also has a cap of 18% of the individual’s earnings.
3 The Dutch have no limits for defined benefit schemes but have aged based limits for DC schemes which are designed to provide a pension
based on the maximum DB accrual rates. Older members have higher limits to allow for the shorter time period.
8.
9.

10

Some countries also have a cap expressed as a percentage of the individual’s salary.
OECD, Pensions at a Glance 2012, p205.

CONCLUSIONS
THE TAXATION TREATMENT OF FUNDED PENSION ARRANGEMENTS MAY BE
CONTROVERSIAL AS THE BENEFITS ARE INEVITABLY RECEIVED BY THOSE WHO
PARTICIPATE TO THE GREATEST EXTENT. HOWEVER, THIS RESEARCH HAS SHOWN THAT
THE CURRENT AUSTRALIAN ARRANGEMENTS ARE NOT GENEROUS WHEN COMPARED TO
OTHER COUNTRIES WITH WELL REGARDED RETIREMENT SYSTEMS.
Furthermore the taxation of
investment income (a relatively
rare arrangement on the
international scene) has a direct
impact on the final benefit received
by retirees which, in many cases,
will increase their likelihood of
receiving an age pension.
This research paper has shown that
when the Australian approach is
compared to those adopted by
other countries with well regarded
retirement income systems, the
after tax retirement benefits
provided to Australians are lower
than five of the eight countries.
The two countries with lower
benefits are Denmark and Sweden.
However in both these countries
the public expenditure on old-age
and survivors benefits are higher
than in Australia11, due to the
presence of a universal pension in
Denmark and an earnings-related
scheme in Sweden.
Australia’s three pillar system of
retirement income involves the
means-tested age pension, the
compulsory SG system and

voluntary superannuation. Whilst
the integration between these
pillars is far from perfect and can
be improved, reducing future
superannuation benefits through
higher taxation or reduced
concessions will inevitably mean
increased age pension expenditure
in the future.

effect on Australians’ confidence
in superannuation as a long term
investment as well as removing
the opportunity for many baby
boomers to catch up and provide
for their retirement. Increasing
these caps, particularly for those
aged over 45, should be a priority
for government.

Conversely, higher superannuation
benefits due to increased
contributions, improved
investment returns or lower
taxation will lead to less pressure
from the ageing population in
future budgets.

The Henry Review into Australia’s
future tax system concluded that
superannuation’s sole purpose
is to provide a lifetime savings
vehicle and as such should receive
preferential income tax treatment
compared to other savings.12
Most developed economies accept
a similar argument and use an
expenditure tax benchmark by
exempting pension contributions
and investment income from
taxation but apply full taxation
to benefits, when received. The
Australian tax system is different
but this difference should not
camouflage the fact that it is not
generous when compared with
similar developed economies.

This international comparison has
also shown the current Australian
arrangements, in respect of
contribution caps, clearly fall short.
The existing cap of $AUD25,000
per annum is the lowest of any
country (when expressed as a
percentage of average earnings)
and, in most cases, this difference
is considerable.
The recent reductions of these
caps has also had a significant

11. OECD, Pensions at Glance, 2012, p155
12. Australia’s future tax system, Report to the Treasurer, December 2009, Part 2, p98.
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APPENDIX
To ensure consistency between countries and that the assumptions are not selected to favour any
country’s arrangements, we have adopted the same economic assumptions used by the OECD which
are as follows13:
Price inflation ............................................... 2.50% pa
Real earnings growth .................................... 2.00% pa
Real rate of investment return after costs ...... 3.50% pa

This provides a nominal wages
growth of 4.55% pa which is also
used as the discount rate to
express the net retirement benefit
in today’s dollars. The nominal rate
of investment return is 6.09% pa.
In addition to these long term
economic variables it is necessary
to assume a particular working
career of the individual and their
retirement behaviour. We assume
the individual receives the average
wage throughout their full time
career of 40 years and at
retirement converts their
accumulated benefit into an
income stream or pension. Any
publicly provided pension is
ignored. In retirement we assume
that the rate of tax on the resulting
income benefit (where applicable)
will be the average rate of tax
which applies to an individual
earning 70% of the average wage.

13. ibid, p117
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This approach recognises most
retirees receive a lower income in
retirement than during their
working career.
Apart from the costs implicitly
allowed for by the net investment
return, we have made no
allowance for administration costs
or group insurance premiums.
This approach simplifies the
comparison and treats all countries
in the same manner.
The final assumption relates to the
use of the benefit after retirement.
Whilst some countries permit part
or all of the benefit to be taken as a
lump sum, we will assume the
benefit is converted into a lifetime
pension so that the tax is paid
throughout their retirement years.
This avoids the need to be
concerned with any tax on lump
sum benefits.

We will also assume the annuity is
invested more conservatively than
the pension fund during the preretirement years so the nominal
return is 4.55% pa which matches
the discount rate. This approach
also simplifies the calculation
process so that the average tax rate
can be applied to the accumulated
benefit to provide a net benefit.
For countries where there is a tax
on the investment income backing
an annuity, which occurs in
Denmark and Sweden, we have
made an adjustment to allow for
the expected tax on the investment
income from an annuity over a 20
year period.
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