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Pages of particular interest

Pages 7 and 8: there is a strong indication that the Executive Officer is aware of the
possibility that the rule for reducing pensions is passing a financial advantage to employers
but that he considers this does not matter as long as the pension’s net value is not reduced.

Page 11: a calculation is set out showing that the reduction of a pension would be 18.78% of
its original gross amount. This would be the case even if the pension recipient had a large
fraction of his/her eligible service completed before 1 July 1983 and had funded part of the
pension with personal contributions made from after-tax income. The Executive Officer made
no comment on this in his paper and it would appear that the Board did not see anything odd
about such a large reduction being made to pensions when Board members must have known
that lump sums were rarely, if ever, reduced by as much as 15% and by much less than 15%
in most cases.
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Issux
Pension Scherna members have voiced concerns over the equity of the zontripution
tax ofiset applied to pensicn benefits from the Scheme. These concerns were
expressed cirectly and via tha previous UTLC representative on the Board.

This paper looks at why the offset is applied and why it is structured in the way it is.
The members’ concerns are considered in detail, and recommendations for how to
address these are made. Some of the concerns are due purely to a lack of
understanding, but others mey need more than education to solve them.

realth warning: this is a comnlex issue. Please feel free to discuss zny confusion or
concerns with the EQ.

Background and History
Thange in tax status

Prior to privatisation, the Scheme was “constitutionally protected” (also known as
"untaxed”). This means that neither contributions nor investment income were taxed
in the Scheme. However, members paid a higher rate of tax on benefits than they

would in & taxed schems=.

From 1 July 20C0, the Scheme lost its status as an untaxed scheme. This meant that
it was required to pay tax on contributions and investment income.
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For vatiramenc oznefits, 2 ax rates changesd a3 fcliows:

S Tax on emplower T3 G Sesefits
sanivributivns aud
) Eas;e;i:me:\:’c 22,‘7;;'.& 14 ‘r#?co““l‘/ }D/ Poc. apos] 133 Sspues
Lurs swins Applies to benefits accrued after 1583
Untaxed Schemea 9% <$124,000 16.5%
>$124,000 31.5%
Taxed Scheme 15% <$124,000 0%
o ol >$124,000 16.5%
Pansicns Tax applies to the whole parision
Untaxed Scheme 0% Taxed as income
Taxed Scheme | 3% | Taxed as income, less a tax rebate of 15%

Effectively, moving from being an untaxed scheme to a taxed scheme transfers 15%
tax from benefits, and puts it onto employer/salary sacrifice contributions and
investment income.

Had no change been made to benefits at this tirnz, the impact would have been:

Employer contributions after rax — reduced by 15%
Member’s benefits after tax = increased by up to 15%

That is, the memkbers would have made a windfall gain at the 2xpense of the
employers. -

The offset is there to ensure that the enmployers’ costs did not rise significently when
the Scheme became taxed. The legislation also raquired that rnambere’ benefits not
be reduced by the change in the taxation status of the Scheme.

lLegistative basis for rulz changes

Clause 11 of Part 2 of Schedule 3 of the Electricity Corporations (Restructuring and
Disposal} Act 1999 made the contribution tax offset possible, and is shown in full as
Appendix 1.

in sumraary, this states that the Treasurer rnay meake ¢ change to the rules fellowing
the Scherme’s change in tax status so that ENY Tonsequent increase in emzlsver cests
is avoidea or reduced. Fowever, members’ Lenatiis after tax cannct b2 lower than
fhay wouic have deen haa the Schama’s 23 stzius N0{ CNEncad.
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LS cRanges

in June 2002, the Treasurer epprovad smendmanis the: insartes ruiss 25, 30 =nd 31
into Division 1. These rules allowed gross henefics frem Divisiens 2, 3 and 4 io be
reducad in lin2 with Clause 11 of Schadule % of the EC Act.

The aim cf these rule changes is to try o equate (as much as Dossible):
the Lerefit that the member wouid receive zfter te from the Scheme fad it
not been taxed;
to
¢ the Lenefii that the member would receive zfrer f:ax from the Scheme given
that it has been taxed.

For lump sums, Rule 29(3) reduces the gross benefit so that:
= the after tax lump sum paid from the taxed Scheme
isaqualtc  Aues ls Mof AM‘fia‘ﬂ\t% Qe me an ' pot lese Hhel
> che after tax lump sum paid from an untaxed Scheme

With respect to pensicns, Rule 29(4) specifies that the pension shali be reduced so
that:
= the pension net of income tax from the taxed Scheme (ie aliowing for 2 15%
) rebate) #Memoer foceiyen Mo “ Value —Fm .M‘,, ;,,,Lé
is egual to
« the pension net of income tax from an untaxad Scheme.

T understand that the rule changes and their application were discussed with tha
Board in May/June 2002, and were reviewed by Peter Seibels from KPMG.

How dees this weric in gractice — lump sums?

For lump sums, formulae were developed to calculate the reduction in various
situations, depending on the type of banefit, the date the member joined the Scheme
and the age of the member.

The reduction to lump sums has a maximum of 15% applied to it. This is becauss one
option that @ member has on retirement from an untaxed schers is to ro!l their

benefit into a taxed scheme. They would pay contribution tax of 15%, and on taking a
henefit will nay the taxed scheme retae of benefiz tax.

Mo concerns hava been exgiessed 2bout tha reducticns asolied o ltme sums. Sroin
hare on, wa will only lcok at zeasicn bariafiis.
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For pensions, firstly the after tax pansion is celculatad ignering the 25% tex rebare.
Then the gross income that provides the sama net inceme, but allowing for the tax
rebate, is calculzted.

The calzulation is based on the income tax rates that acoly when the pension is first
payable.

Two examples are shown in Appendix 2.
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by membpers:

£ow

1. thie offsel can be gieater than 15% of the criginal Denefit, and in the sase
-1 .

2YH2T SENSIENS, up £T 21% of ths criginal henefil,

Zasiv far concern:

The offset is there to compensate the Scheme for contribution and investment tax
paid to fund the benefit. Tha tax is at most 15%, <c vrhy is the offsec greater than
15% in some cases?

Looking at ic slightly differently, the reduction in the gross pension ic needed

because: Faive L
==== 1) the aim is to equate after-tax pensions from taxed and untaxed Schemes;* ‘g b s ke
2) the difference is that pensions from a taxed Scheme is cligible for a 15% tax ... [
rebate; ul,

3) therefore a lower gross pension from a taxed Scheme will produce the same ne%\:'
pension due to the rebate.

However, the value of the rebate increases as the average iax rate cn the pension

increases. This relationship is complex, as it involves varying marginal tax rates

and tax free amounts but that summarises it.  datb ic ba,;( Sar] 7

in percentage terms, if the average tax rate on the pension is at least 15%, then
the value of the rebate (and hence the tax offset) will be 15%/(1-15%), or 17%.

Response:

The member is no worse off in net terms, so it shouldn’t rmatter what is the

percentage reduction. Wposy Mpons 1+ dow lNJba - 7«/«]’]-&81” ome
& (4 Bedveas Brpoya, cosk

But I the offset is greater than 5%, does tHis mezn thar the

Schemea/zmployers are gaining the difference at the expense of menthers?

e

!’u':

Response: i
At the time that the offset rules were introduced, the actuaiy did sorie calculations /

that showad that the estimated savings from the offset covered the additicnzl tex /3
payetle by the Scheine follewing the change in its tax stztus. Wlere g 20 4 Cpick .

{ Th= current zcivary has 2iso cens’dered this issue, and his conclusicns 272

discussed in an etiechned lettar. This latier is dizcussed baigw,
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Basis for consern::

Are members being disacvaniagad as future increases ara calculeted on 2 awer

¢ress pansien? Would mambers be betier off if the inflation incraase was calcuiated
on the original gross pension, with the rax oifset being recalculaied on this naw
gross pension?

Response:
No. They are in fact better off if the inflation increase is based on the reduced 7)
gress pension. i

This is counter-intuitive but is because the oifset (as a percentage of the gross
pension) increases as the pension increases, and hence the whole pension is
subject to a greater offset (as & perceniegz).

This was tested on a range of pensions, and examples are shown in Appendix 3.
4. The legisiation states that net benefiis from the taxed Scheme must nos

ke fess than net Denefits from the untaxes Schaine, wherazs the rules
require that the net benefits ars agual,

-

Raszonse:

The method that is being used complies with the legislation, as ‘equal’ is cleerly
within the definition of *not less than’. For lump sum benefits, there are times
when the net benefits can be slightly higher now than pre-privatisation, due to the
15% limit on the offset.

3. The reduction depends on Incems tax rates af ine Hime of refirament — 58/
v

Basis for concern:

A membar may receive a different post-offsat gross (and net) pension depending
on whether they leave on 30 June or 1 July, say, and tax rates change over that
time.

Respensa:
This is an issue {or which th2 answer is less claar than most of the previous issuas,
fer two reasons.

Firstly, there is an issue of aquity if the ¢ross Dznefit thet @ mamber raceives can
vary oo onie day to ansthar due to CR2NL3s JUisig2 97 the membar’s 9r tha :
Scaema’s contrel.
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Secondly, the legislation specifies that the compariscin beiween net benzfits fcr
ar untaxed Schama and net bensfits from a taxad Scheme should ba based ci the
tax rates zpplicable on the date thet the Scherne lost its constitutional proteciion
(see clausz 1%(3) in Appendix i).

However, the Scheme Rules specify that the tax rates to be usad are those that
apply at the commencernent of the pension. This rule was inserted oy the

“reasurer cn advice from Mercer. ” Dok bk giss Roerr also ﬂc.#ﬁffpowsb

&
FO R

¥Ou are on ® rativement nansion, aﬁd‘}’;ax ra;;'c?s faill, you wouid not get

2y more cash in hand.

Hesponsa: This appears to be a lack of understanding. If you are receiving income
and tax rates fall, ycur net income goes up. There is nothing abcut the scheme

that changes that fundamental rule. —®& - A Momba o A Qupe Serv.de + G
U Apmen Porcon pecrives 4 baglx  Cposs TAXED)S fErsian.

7. Members don't get any benefit from the 15% rax rebate,

2

fezponsz: This is true, but shouid they receive a benefit? They are still receiving

the same after-tax income. —wngy & H(Loyrpn Pos [Zaoa;w.\ A M.ﬁ’_ o
- ey glovld aot ]
Smnmmary & &
The issues are:

1} Does the curvent offset calculation disadvantage members to the benefit of

employers? M Queepon is Yot ansuared If
2) Does the offset reduce the value of inflation indexing? I%jev-w«ﬂ
3) Do the Scheme rules with regard to the tax oifset comply with the !egislation?

We would need legal advice that the rules comply with the legislation, as
discussed in point 5 above. If they do not, then this option is not applicable.

I7 they do ccmply, we need to put the message cut that members ara no woze /
oif, 2nd that the Scheme complies wich the privatisaiion legisizticn. We also 7
need tc explain hew the reduction warks, wich lots of axamplas, S

i mainiess 2oadnue o be unhenoy Wik the et czlzuiziior rmzenad, 2

N2V Nava na ¢ neliva of tzking izl Saingicn as if w2 Stheis wes sz
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| the current scheme rules,

gy
goverinent scheme. Thaiis, tere is no 2ife:, anc 1o 15% iax rebace. Tris

T2MOVeS any cosiusier associzted with the ofset, 3nd 3voids c!3?;‘ns o3 ihe
memczr being worse off at e expensz of tne Schems=. But | RATEREN Scwgrs
0447\245 Swel Szﬁw

% 4l P U 1sY ph L. ask Scodd Gros b,
The financial impact ¢f members choosing this oniicn is addressad in The
actuary’s recent letter, and s fairly slight. This option is already availzkle ungar

A \ i
g { Tl Ve o2 s

Coay Wiot

%) Amend the nifset caloulation in Bne with the iegisiatiss

This would depend on the legal advice received as suggested under option 1.

s' 2} Place a limit on the current sffcct catcalztios of i5Ym ar 17%
4) Arnend the offset calculation in line with the actuary’s sugeesticn

—

R

The final two opticns reduce the impact of the offset calcuiation, end impose a

cost on the employers compared to what is Sone naee, Bt w#or wlom Co mPazal
BN Cmf%;u (osican 2000 )

The cost compared to pre-privatisation may in fact be lower, but the cost

compared to now will be higher. - ke

Recormmendation

Can be reduced to:
= Keep things as they are now (depending on iegal advice)

o

o

Write as simple an explanation of the offset for distribution to members D fbetes oo

Get it configured on Suparb now. 15 #AN¢ A HERCER Cpec, Proces? fow dow
1 G ff B 1l 1385 RITEEY @t SmTea

The current system means that members are no waorse off, just confused. So let’s try
to reduce their confusicn by improving their knowledge, g’f’“iﬂlﬁa.‘L IL704./17% « & 4 /

5

(=}
Mercer are working towards having the offset configured on Supérbéimime for the
benefit statements, so we will be able to show members their benefits pre-offset (as
per the Scheme rules) and net of the offset. This appears to bz the best methoc of
showing the effect of the offset, as then it is out in the open. e,y laf éo.@/aérr;ai

Be sclone shlel Ny 200 Bper doded K Yoy 2000

“
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f Disposzi) Scb 15983

reasurer inay vary Ruies in velation o taxation

11. (1) The Treasurer may, after consultation with the trustee of the Scheme, insert into the
Rules a rule or rules relating to changes in benefits for members and employer costs in relation
to those benefits, following the Scheme’s loss of constitutional nrotection.

(2) A rule inserted by the Treasurer may—
(a)prescribe a decrease in the level of gross benefits; or
(b)reauire benefits to be paid on an untaxed basis or partly on an untaxed hesis; o5
(c)make provisions of the kind referred to in both subparagraphs (a) anc (b),

in order to avoid or reduce an increase in ernployer costs caused by changes in the incidence
of taxation as a result of the Scheme's loss of constitutional protection.

(3) Subject to subclause (4), the change in benefits effected by a rule made under this clause
must not result in the level of net benefits to which a member, or a person in respect of a
member, is entitied being less than the level of net benefits to which he or she would have
been entitled if the Scheme had not lost constitutional protection.

(4) The ievel of net benefits to which a member, or a person in respect of a member, is
entitled may be reduced below the level permitted by subclause (3) to avoid or reduce an
increase in employer costs attributable to tax under the Superannuation Contributions Tax
(Assessment and Coliection) Act 1997 of the Commonwealth in relation to the member.

(5) A rule made under this clause may operate differently in relation to—
(a) different classes of members;
(b) different classes of benefits;
(c) diiferent classes of components of benefits.

(6) A rule made under this clause—
(a) must be made by notice in writing given to the trustee of the Scheme before the
relevant day; g
(b) may de veried or revoked by the Treasurer by notice in writing to the trustee before ¥
that dav;
(c) is not suiject to the Subordinate Legisiation Act 1978.

(7) The trusize of tae Scheme may very or replace a iule inseried in the Rules undzr this
clzuse in tNE s&me manner @s ic can veiv or renacs any of the odher vules of tae Scheme.
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(8) 'n tnis ciausa—

Vievel ¢f gross fensfits” In relation to a merber means the amount of the beaeiics o which
the member, or ancther parson in respact of the raember, is endtled uncer thz Scheme before
tex attributabie to those banafits has been pzid or allowed ior;

“ieval of n2t beiiefits” in relation to @ member means the amoun: of the benefits o which
the member, or another person in respect of the raember, is entitled afcer tex attributablz to
those benefits has been paid or allowed for using the tax rates applicable on the day on whicn
the Scheme loses constitutional protection and based on the assumption that the member has
reached the age of 55 years;

“the relsvani day” means the day on which the approval of the Treasurer ceases to be
required for the variation or replacement of the Rules.

(S) For the purposes of this clause—

(a) benefits are paid on an untaxed basis where the trustee of tha Scheme has made
an election under the Income Tax Assessment Act 1936 of the Commonwealth as a
result of which the person receiving the benefits is liable for a higher rate of tax in
relation to them;

(b) the Scheme loses constitutional protection when it ceases to be a constitutionally
protected fund for the purposes of the Income Tax Assessment Act 1936 of the
Commonwealth.
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Exrarsgies of Coptetbufion Tay Cffeat Caleulations for Pension

Dymmple 5: Pension grenier than 370,000

Life expectancy 25.05

Undeducted contributions 64,020.29

Deductible amount 2,555.70 pa

Gross untaxed pension ! 72,782.32

income tax ? -18,769.91

Net pension 54,012.41

Sy B dalouis e QINTT DN Daveion

Gross taxed pension * 59,114.63

Income tax -13,586.06

Rebate * 8,483.84

Net pension 54,012.41

Gross untaxed pension 72,782.32

Gross taxed pension -59,114.63

Reduction 13,667.69
as a % of the gross untaxed pension 18.78% Why Nd Jhq wor }@‘, 52

o ) Q- i'o‘v\ poren aRusrsas”

1) Gross untaxed pension is calculated according to the Scheme rulés
2) Income fax in this example is calculated using the post 30 June 2005 ratss. i
3) Gross taxed pension is calculated as the gross nension required to give the &

same net 2rmount as step 2, sut sllowing for the rebate. That is, the calculation

gces nackwards irom the Net pension of $34,02% to find the correspending
CGross taxad pension.

4) Kabste iz 15% of tha Gioss taxed persion minus the Deductible amount.

11 H:\Bccumentsi\Members\Complaims\Richard Vear - SCT s
Complaint\Resporse\Atiachments\11 - Beard DP - Contribution Te.. Offser.Doc 7



i

Enmmipie 2 Pansion zround 220,000

“if2 expectancy 24.57

Undeducted centriputions 34,7CZ.09
Ceductible arnount 1,412.5G pa

Gross untaxed pension ! 20,089.16

Income tax ? -2,345.18
Net pension 17,743.98
Cross taxed sensicn 3 17,743.98
Tncome tax -1,852.98
Rebate ¢ 1,862.98
Met pension 17,743.98
Gross untaxed pension 20,089.16
Gross taxed pension -17,743.98
Reduction 2,345.18
as a % of the gross untaxed pension 11.67%  —THE Fucc IS7.R zennt b vsod

1) Gross untaxed pension is calculated according to the Scheme rules

2) income tax in this exampole is calculated using the 2004/2C05 rates.

3) Gross taxed pension is calculated as the gross pension required to give thz
same net amount as step 2, but allowing for the rebate. That is, the calculzticn
goes backwards from the Net pension of $17,743.93 to find the corresponcing
Gross taxed pension.

4) Rebate is 15% of the Gross taxed pension minus the Deductible amount,
subject to a maximum oF the income tax payable. As 15% of the gross is
greater than the tax payable, the net nension is equzl te the gross.
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Wirat arz w2 trying to show?

Members are concerned that they do not receive the same value for indexing if a
pension has had the offset applied te it. Whai they are asking for is for indexing o be
applied to tha original pension, and then for the offset to be calculated or. the naw
gross pension.

The examples below show that this reasoning is wrong. Mambers are better off by
having the indexing applied to a reduced pension. That is because the offset increases
(as 2 percentage) as the pension increases. For exarnpole, on a pension of $60,000,
the oifsecis 17.33% of the pension. On a pension of $62,400 ($50,000 indexed by
4%) the offset is 17.88% of the nension. So the reduction in the whcle pension goes
up as the pension increases.

Triginal Originai unveducad Differenca
indexed (3)-{5)
Ynreducad | Reduced | Reduecsd | Unrediced | Redored [€)
(i) 2) Indexad {&; (3)
(3

100,000 77,924 81,040 104,000 81,021 19
88,000 68,875 71,630 91,520 71,410 220
80,000 63,113 65,638 83,200 65,418 220
70,000 57,108 59,392 72,800 58,962 430
60,000 49,604 51,588 62,400 51,246 342
40,000 33,197 34,525 41,600 24,509 16
20,000 17,804 18,516 20,800 18,456 60

W aQa Co/\vo,tlu Q‘();&Aa,)'l'n,-\ #* Js  Wo, ﬂ]ﬁMJ’ (Lli _M‘ ﬂooss
PMS';- h{f‘ﬂo«-m Vadaxgon Sovra baen teduced “fdy.”: d& P2 = post 1933
o l's Jow_ ,P—or ’rﬂi(F,b Sov ree b.m\e.p{‘}:
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Sc what do zll these celumne mean:

sEtive precess

{Coilums L)

Original Grose nension Original Gross pension

according to Schemsa according to Scherme
rules rules

. J

(Lohsran 2) (Cofummne 43
Original Gross pensicn Original Gross pension
reduced by contribution indexed by 4%.

tax offset

{Colwmn 1}

4 ¥

{Catumat 3)
Column 2 indexed by
%4%. This is the gross

(Celuwin 53
Column 3 reduced by
the contribution tax

offset. This would be the
new gross pension paid
to the member.

pension paid to the
member

1) Is an example pension. $88,000 was chosen to illustrate the effect of indexing
and the offset on a taxed pension that moves across tax thresholds. $70,000
was chosen to illustrate the same effect on an untaxed pension.

2) Is the post-offset equivalent to column i.

3) Column 2 indexad by 4%. This is what hapnens in practice.

4) Column 1 indexed by 4% &s an exemple.
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5) Is the sosi-oifset equivalent to column 3. So the result in ceiumn € is if we did
as the members asked, ie took the original gross pensior, indexed that, and
then applied the offset to the new gross pension. Tiie question is therefors is
celumn 3 hicher than cslumn 2.

6) The difference between columns 5 and 3. This shows that raembers aie better
off by having a reduced pension incexed (coluran 2) than having an indexed
pension reduced (column 3).

SHoKE Hippeps |
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