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ABSTRACT / RESUME

As in other OECD countries Australia’s population is ageing progressively. On unchanged policies, this
will increase government outlays for public pensions and health care, causing a deterioration in budget
balances, and reduce economic growth (mainly by lowering growth in the labour force). Nevertheless, the
prospective deterioration in Australia’s budget finances is much less than in most other OECD countries
because the government only provides the first pillar of retirement income arrangements and means tests
this age pension. Moreover, superannuation (private pension fund) benefits are growing, reducing
entittements to the age pension. Even so, the budget costs of population ageing could be lowered by
reducing the scope for early retirees to draw on superannuation savings and by requiring individuals to pre-
fund part of the costs of long-term aged care. But the greatest challenge facing Australia policy makers in
reducing the costs of population ageing is to roll back the trend to early retirement evident in recent
decades. In the long-term raising levels of educational attainment and increasing investment in lifelong
learning are likely to be most successful policies in this regard.

* % * % %

Comme dans d’autres pays de I'OCDE, la population australienne vieillit peu a peu. Si I'on ne prend

aucune mesure pour faire face a ce vieillissement, il gonflera les dépenses publiques au titre de pensions et
de la santé, ce qui se traduira par une dégradation des soldes budgétaires, et réduira la croissance
économigue (due en particulier a la faible progression de la population active). Néanmoins, la dégradation
prévisible des finances publiques en Australie est moindre par rapport aux autres pays de 'OCDE car le
gouvernement prend en charge seulement le premier pilier des dispositifs de revenu pour la retraite qui est
soumis aux conditions de ressources. Par ailleurs, les cotisations de retraite (fonds de pension privé)
augmentent, réduisant ainsi les droits a la pension de vieillesse. Cependant, les colts budgétaires du
vieillissement de la population pourraient étre réduits en diminuant les possibilités pour les pré- retraités de
retirer leur épargne des fonds de retraite et en exigeant chaque personne de pré-financer une partie des frais
de la prise en charge de longue durée des personnes agées. Mais le grand défi des autorités australiennes
pour réduire les codts dus au veillissement de la population est d’inverser la tendance de la retraite
anticipée de ces derniéres decennies. A long terme , le relévement du niVieatraetion et

'augmentation de I'investissement dans la formation permanente sont probablement les clés du succes de
cette politique.

Copyright OECD, 1999
Applicationsfor permission to reproduce or transate all, or part of, thismaterial should be madeto:
Head of Publications Service, OECD, 2 rue André Pascal, 75775 Paris, Cedex 16, France.
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COPING WITH POPULATION AGEING IN AUSTRALIA

by
David Carey’

1 Australia’s population is ageing progressively. As in other OECD countries, this is mainly
attributable to the sharp decline in natality in the last three decades. The economic effects of these
developments are expected to be most strongly felt when the large “baby boom” generation, born in the
two decades following World War Il, moves into retirement. Population ageing creates inter-related
problems of three main kinds: fiscal; macroeconomic; and social. In particular, on unchanged policies it
increases government outlays for public pensions and health care, causing a deterioration in budget
balances. This aggravates the decline in economic growth caused by lower growth in the labour force by
reducing investment and hence, the capital intensity of production. And these developments place pressure
on the relationship between generations, notably by leaving future generations with an increased tax
burden and smaller capital stock. The challenge for policy makers is to effect reforms which minimise
these kinds of problems. OECD Ministers have agreed to take into account the principles (see Box 1) to
guide such reforms enunciated in Maintaining Prosperity in an Ageing Society (OECD, 1998c) and to
monitor progress in implementing them through the OECD. This chapter is part of that surveillance
process.

2. The gravity of these problems depends in particular on the scale of population ageing and on
institutional arrangements for supporting the elderly, the topics covered in the first two sections of the
chapter. The main economic effects of population ageing, including those on public finances, are then
discussed, followed by an examination of some aspects of government policy where reforms could
facilitate adjustment. A summing up of the main conclusions closes the discussion.

The scale of the demographic problem
3. Australia’s population age structure is changing from the traditional pyramid shape to something

more like a high-rise building and the median age is rising (Figure 1). On the basis of central assumptions
about fertility rates, net immigration and life expectahtlye Retirement Income Modelling (RIM) Unit.

1. The author is economist on the Australia Desk in the Economics Department. This paper was originally
produced for the OECD Economic Survey of Australia, which was published in December 1998 under the
authority of the Economic and Development Review Committee. The author is indebted to the
Commonwealth Treasury of Australia for considerable assistance with the preparation of this paper.
Special thanks also go to Va Koromzay, Andrew Dean, Jean-Claude Chouraqui and to other colleaguesin
the Department of Economics and the Directorate for Education, Employment, Labour and Social Affairs
of the OECD who provided comments and drafting suggestions. The author would aso like to thank
Josette Rabesona for technical support, Lyn Louichaoui and Sylvie Ricordeau for secretarial assistance.



ECO/WKP(99)9

Box 1. OECD principlesfor population ageing reforms

Seven principles have been identified to guide reforms aimed at ensuring that the way societies
transfer resources to a rapidly growing number of retired people creates neither major economic nor social
strains:

1. Public pension systems, taxation systems and socia transfer programmes should be reformed to
remove financial incentivesto early retirement, and financial disincentivesto later retirement.

2. A variety of reforms will be needed to ensure that more job opportunities are available for older
workers and that they are equipped with the necessary skills and competencies to make them.

3. Fiscal consolidation should be pursued, and public debt burdens should be reduced. This could
involve phased reductions in public pension benefits and anticipatory hikes in contribution rates.

4. Retirement income should be provided by amix of tax-and-transfer systems, funded systems, private
savings and earnings. The objective is risk diversification, a better balance of burden-sharing
between generations, and to give individuals more flexibility over their retirement decision.

5. In health and long-term care, there should be a greater focus on cost-effectiveness. Medica
expenditure and research should be increasingly directed to ways of reducing physical dependence,
and explicit policies for providing care to frail older people should be devel oped.

6. The development of advance-funded pension systems should go hand-in-hand with that of a
strengthening of the financial market infrastructure, including the establishment of a modern and
effective regulatory framework.

7. Strategic frameworks should be put in place at the national level now in order to harmonise these
ageing reforms over time, and to ensure adequate attention to implementation and the build-up of
public understanding and support.

projects that the median age of the population will rise from 34.3 years presently to 44.1 years in 2051.

Growth in the working age population (defined in Australia to be aged 18-64) is projected to slow from an

annua average rate of 1.3 per cent in the current decade to 0.2 per cent in the 2020s while growth in the

elderly population (65+) is expected to rise to a peak of 3.1 per cent per year in the 2010s (Table 1).

Overall, growth in Australia’s total population is predicted to slow progressively to just 0.3 per cent per
annum in the 2040s. These projections imply reductions in the proportions of the population aged less than
18 and 18-64 and a steep rise in the proportion aged 65 and over (Figure 2).

4. The aged dependency ratio (i.e. the ratio of people aged 65 and over to those of working age)
rises in these projections from 18 per cent in 1997 to 40 per cent by the year 2051 (Figure 3). In other
words, the number of people of working age for each person aged 65 and over is expected to decline from
5.6 to 2.5. A better indication of the scale of the long-term challenge of funding retirement and age-related
services can be obtained by considering developments in the ratio of persons aged 65 and over to the actual
number of worker3as it is they who pay the bulk of taxes. While this ratio is also projected to double by

the middle of next century, the level attained means that eventually there will be less than two workers per
person aged 65 and over. This ratio also provides a better indication of the total funding pressures which
may come to bear on government than the total dependency ratio (the ratio of persons not working to
working) because the cost to government of an aged person considerably exceeds that for a young person:

2. These assumptions are that: the fertility rate declines dightly from 1.8 presently to 1.75 by 2000 and
subsequently remains at this level; net immigration remains at 70 000 per year/life expectancy increases on
average by six years by 2051.

3. Including workers aged 65 and over.
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indeed, an aged person costs all governments 2.3 times as much as a young person and for the
Commonwealth government theratio is 4:1 (Gallagher, 1995).

5. These projections are not greatly affected by plausible changes in the underlying assumptions. In
particular, increased immigration would only have a small effect because it only accounts for a modest part

of population growth in Australia and the age structure of immigrants is quite similar to that of the tota
population.* For example, an increase in net immigration from 70 000 per year (the central assumption) to

90 000 would only reduce the aged dependency ratio attained in 2051 by 1 percentage point. Similarly,

stable instead of rising life expectancy would lower the aged dependency ratio reached in 2051 by less than

1 percentage point. The ageing of Australia’s population is therefore inevitable, mainly depending on past
demographic developments.

6. The factors which underpin such an evolution — the ageing of the baby boom generation, the
small generations which follow and increasing longevity — are also common to other OECD countries. For
the OECD as a whole, the aged dependency ratio is projected to rise by 75 per cent between 1995 and
2030, similar to the increase projected for Australia on the OECD’s standardised assumptions (these are
summarised in Annex 1jFigure 4). This would leave Australia with an age dependency ratio about 15 per
cent lower than the OECD average. A slightly greater increase in the ratio of the population aged 65 and
over to employment is projected for both Australia and the OECD as a whole (see Figure 5), despite the
assumption that the unemployment rate falls to 5 per cent from 2005 onwards. This reflects declines in
labour force participation rates based on an extrapolation of recent trends. Participation rates in both
Australia and the OECD have fallen sharply for males aged 55 to 64 and 15-24, outweighing the increase
for females (Figure 5) The smaller decline in participation rates for older males in recent years reflects
more buoyant economic activity, while the rise in rates for older females reflects the ageing of generations
with greater prior labour force experience. Overall, the proportion of the population in employment is
projected to continue to rise until 2005 but to fall steeply thereafter, reaching a little over 40 per cent in
Australia and slightly less for the OECD by 2030 (Figure 6).

Institutional arrangementsfor supporting the elderly

7. Population ageing will increase transfers to the elderly. The scale and nature of this increase will
depend on institutional arrangements for supporting the elderly, notably in the form of retirement income
and subsidies for health-care costs. These arrangements are described in this section.

Retirement income

8. Retirement income can be considered to comprise three main components in AEteliast
is the targeted age pension, which provides a safety net and is financed out of general taxation. The second
is distributions from pension funds (known locally as superannuation funds) financed by employment

4, Population growth was 1.2 per cent in 1997, with net immigration contributing 0.4 percentage point. The
age structure of immigrants is similar to that of the total population owing to the importance of the family
reunion category of immigrants.

5. Compared with the RIM Unit's central assumptions, the OECD’s standardised assumptions are for
Australia to have a higher fertility rate, less net immigration and a similar increase in life expectancy.

6. The assumed on-going decline in participation rates underlying the OECD projections contrasts with the
outlook for broadly stable rates in the RIM Unit's projections. This is one of the many uncertainties
surrounding the projections. Even so, the two sets of projections for Australia are quite similar overall.

7. This paragraph is based on Bateman and Piggott, 1997.
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related contributions mandated by the Superannuation Guarantee. And the third is voluntary savings, which
include sums voluntarily placed in superannuation funds, the purchase of owner-occupied housing and
other private savings. These arrangements are similar to those in most other OECD countries except that
the second pillar is generally funded and managed privately in Australia but publicly managed on a pay-as-
you-go basis in most other countries. Each of the pillarsis discussed below followed by a brief description
of the regulation relevant to superannuation funds.

Age pension

0. The age pension is a non-contributory flat-rate entittement to which persons continuously
resident in Australia for at least 10 years become eligible when they attain the qualifying age, subject to
meeting income and assets tests (Table 2). To qualify, men must be 65 years or older and, since July 1997,
women must be 61 years or older.?2 The minimum qualifying age for women is being increased by six
months at two-year intervals until January 2014, when it will be 65 years.

10. The age pension is adjusted every six months in line with movements in the Consumer Price
Index (CPI). In addition, in 1997 the Government aso introduced legislation to maintain the single rate of
pension a no less than 25 per cent of Male Total Average Weekly Earnings.” This is the first time a
government has explicitly committed itself to implementing the benchmark through legidation. The
pension for an aged pension couple (combined) is 1.6 times that of the single age pension. These
replacement rates are comparable to those for first pillar arrangements in many other OECD countries. In
September 1998, the single rate of pension was A$ 357 per fortnight and the married rate was A$ 596. Net
of tax, this represented a replacement rate for a single person who had been earning average weekly
ordinary (i.e. full) time earnings of 32 per cent of final salary.

11. The rate of pension is means tested on the basis of a person’s income or assets, whichever gives
the lower rate of pension. Under the income test, the pension is reduced by 8daeetery dollar that

income exceeds the allowable limitsCurrently an individual may receive up to A$ 100 each fort-night

and still receive the maximum age pension (couples A$ 176 combined). They cease to receive any payment
if their fortnightly income exceeds A$ 825.40(A$ 1 379.20 for a couple). Under the assets test, the pension
is reduced by A$ 3 per fortnight for every A$ 1 000 of assets over the allowable limits. The asset limits are
higher for couples and for non-homeowners. Owner-occupied housing is exempt from the assets test.

12. Pension payments are subject to personal income tax but a pensioner rebate is available which
fully exempts full-rate pensioners from income tax and provides partial exemption for part-rate pensioners.

8. War veterans who have qualifying service may receive a service pension instead of the aged pension. The
main difference from the age pension is that the minimum qualifying age is 60 for men and 56 for women,
rising to 60 by 2014.

9. This legislation commenced on 20 September 1997. If the benchmark has not been met by way of CPI
index increases, the single rate of pension will be increased to 25 per cent of MTAWE with the appropriate
flowons.

10. Note that it is proposed in the tax reform package to change the age pension taper rate to 40 per cent.

11. The income test free area is the amount of non-pension income a pensioner can earn before the amount of

pension begins to reduce. These limits are indexed to the CPI.
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The Superannuation Guarantee™

13. In the mid-1980s, less than one half of the labour force was covered by occupational
superannuation (Table 3). Coverage was much higher in the public sector than in the private sector. Both

the government and unions considered that greater coverage was required so that retirees could have higher

living standards in the future — too many people were relying exclusively on the age pension, which was
only intended to provide a safety net. At the same time, the government and unions wanted to reduce the
effects of wage rises on inflation and the balance of payments. Accordingly, in the context of the Accord in
1987 they agreed a wage increase (6 per cent) half of which was to be paid in the form of employer
superannuation contributions on behalf of employees. Following difficulties in ensuring that award
superannuation contributions were actually paid by employers and the refusal by the Australian Industrial
Relations Court to rule in favour of a further increase, the government legislated in 1992 the Super-
annuation Guarantee (Table 4). This scheme requires employers to make super-annuation contributions on
behalf of their employees to complying superannuation funds, which are frequently industry based.
Employers who fail to do so are subject to the Superannuation Guarantee Charge (SGC), which is greater
than the SG contributions as it consists of the employer’s individual shortfall, an interest component and an
administration fee. In addition, the charge is not a tax deductible business expense (SG contributions are
tax deductible within the age-based limits). The SGC is paid to the Australian Tax Office, which then
transfers the shortfall and interest components to the chosen fund of the employee.

14. Almost all employers pay the required contributions rather than the Charge. Contribution rates
were initially set at 3 per cent, rising progressively to 9 per cent by 2002. Increases in contribution rates
during the early years were lower for small employers.

15. The Superannuation Guarantee applies to most workers, the main exceptions being employees
earning less than A$ 450 per month and part-time employees undeild®. wage employees are
excluded on the grounds of high relative administrative costs for small amounts. The Government has
announced that it will give workers earning between A$ 450 and A$ 900 per month the option of opting
out of compulsory superannuation in favour of higher wages or salary. However, legislation for opting out
of superannuation arrangements has not been passed. Following the introduction of the Superannuation
Guarantee, the proportion of workers covered by superannuation arrangements has risen markedly, to over
90 per cent (see Table 3).

16. Employer contributions made under the Superannuation Guarantee must be fully vested (i.e. the
member is entitled to all accrued benefits) and fully funded in an approvelf Beadefits must remain in

the fund until retirement and the attainment of the statutory age for access to them (the preservation age)
except in limited circumstanc&sThe preservation age is currently 55, but will be increased progressively

to 60 between 2015 and 2025. This is being done to reduce the scope for individuals to dissipate
superannuation benefits before reaching age pension age and thereby maximise their age pension
entitlements; this practice is known in Australia as “double dipping”. There is an indexed cap on earnings

12, This section draws extensively on Bateman and Piggott, 1997.

13. Other exceptions are: members of the Defense Reserve Forces (only in respect of their reserve
employment); certain non-resident employees; and employees of non-resident employers.

14. A government guarantee can substitute for full funding in the case of public sector employees. Defined
benefit schemes can meet the requirements of the Superannuation Guarantee, which is framed in terms of
contributions, provided that an actuaria certificate is obtained specifying that the implicit level of
superannuation support is obtained.

15. These circumstances include death disability, compassionate grounds or financial hardship.

10
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subject to the Superannuation Guarantee, which was A$ 94 520 in FY 1997/98, about 2 %2 times average
earnings.

17. Contributions paid by the employer are tax deductible, just as other wage and salary payments.
However, funds must pay a concessional tax in respect of contributions received. Fund earnings and
benefits are also taxed concessionally (Table 5).

18. Superannuation benefits may be taken as a lump sum, a retirement income stream or any
combination. Most benefits are taken as lump sums (Table 6). Insurance and Superannuation Commission
(ISC) data for 1992/93 show that 84 per cent of the value of benefits was paid as lump sums. However,
almost half of lump sums are transferred to other superannuation funds or rolled over in the same fund; this
mostly occurs with large lump sums. Transfers and rollovers are generally used to buy retirement income
streams known as -allocated pensions. These entail regular drawings from an account containing a
retirement accumulation which is subject to legislated annual limits. The maximum withdrawal rate would
empty the account by age 80 while the minimum rate never liquidates the account. Allocated pensions are
more attractive than lifetime annuities because beneficiaries have greater flexibility to take extra income
when exceptional expenses arise (such as an operation in a private hospital, moving house or replacing the
car) and because the purchase price is not inflated by adverse selection ptfoliieadslition, allocated
pensions enable beneficiaries to maximise age pension receipts later in life. Amounts left in an allocated
pension account at the end of life form part of the deceased person’s estate.

Voluntary savings

19. There are two main tax-preferred channels for voluntary saving in Australia — owner-occupied
housing and superannuation — and not surprisingly, these are the vehicles through which Australians do
most of their saving. The most significant other vehicle for savings is negatively-geared property
investment. Approximately 70 per cent of households own their principal residence, a high rate of owner-
occupation by international standards (Figure 7), and around one half of superannuation members make
voluntary contributions, with the average rate of contribution being about 5% per cent (Table 7). Members
are encouraged through tax incentives to retain their benefits in the superannuation system until at least the
preservation age is attained. So as to reduce further the possibilities for double dipping, all contributions
and earnings accruing from 1 July 1999 will have to be retained in the superannuation system at least until
preservation age. This measure, together with the increase in the preservation age, will contribute to a
significant reduction in the proportion of superannuation assets which are not preserved (Figure 8).

Total retirement income

20. At present, the major sources of retirement income for persons eligible for pension benefits are
the age- and age-related pensions and home ownership. In 1997, over half of persons old enough to qualify
for an age pension received a full pension and a little over 80 per cent received at least some pension. And
69 per cent of age pensioners were homeowners, mostly with little or no mortgage debt. For most members
of this group, imputed rental income is substantial in relation to other sources of fficulmst age
pensioners receive some income from financial investments but only about 10 per cent get an income from
super-annuation. Excluding imputed rental income on owner-occupied housing, the average income of

16. Lifetime annuities tend to be priced above their actuarially fair value (for the population as a whole)
because people who expect to live longest are most likely to buy them.

17. Rental assistance contributes towards the higher living costs of some non-homeowners — it was received by
16 per cent of age pensioners in 1997.

11
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retired households (i.e. not receiving wage or business income, not in the labour force and aged 55 or

more) was 27 per cent of that of prime-age worker households (i.e. receiving wage or business income,

aged 25-54). The age and equivalent pensions'® accounted for a little over one half of retired house-holds’
income. For couples aged 65-74, total disposable income (net of taxes) was three-quarters of that for
couples aged 55-64, similar to the proportion in many other OECD countries (Figure 9). This shows that
older people, on average, rely on alternative income sources in addition to public pensions so as to generate
a suitable standard of living.

21. The contribution of superannuation to retirement income is set to grow markedly owing to the
Superannuation Guarantee. The RIM Unit projects an increase in average gross annual retirement income
from superannuation from A$ 2 012 for people presently retiring to A$ 10 214 (in constant FY 1997/98
dollars) for people retiring in FY 2015/16 (Table 8). However, allowing for reductions in the means-tested
age pension, the extra average income from superannuation.

22. General government transfers Capital and self-employment Earnings only rises to A$ 6 407 for
retirees in FY 2015/16; the extra income for present retirees is unaffected by the age pension means test,
falling within the test-free area. The combination of both means testing and tax almost halves the average
extra income from superannuation for people retiring in FY 2018/16.

23. As the Superannuation Guarantee matures, retirement income replacement rates will rise
significantly, especially for low income persons. The RIM Unit estimates that for a couple with a single
earner on average weekly ordinary time earnings (AWOTE) throughout a 40 year working life, the
replacement rate relative to expenditure in the final working year will be a little over 80 per cent in 2032
(Figure 10). This compares with a replacement rate of a little over 40 per cent in 2032 for a full-rate age
pension alon& Replacement rates in the matured system are inversely related to earnings owing to means
testing of the age pension and progressive income tax rates; someone earning 75 per cent of AWOTE has a
replacement rate of over 90 per cent, while the rate falls to 60 per cent for someone earning twice
AWOTE. Concomitantly, the proportion of retirement income derived from the age pension is inversely
related to earnings.

24. A strength of these arrangements is that income sources are diversified. This reduces the risk of
total retirement income differing markedly from what had been expected as the components of retirement
income are not perfectly correlated. In particular, the age pension is subject to the political risk that
benefits could be altered: the budgetary problems caused by population ageing could lead to benefit cuts;
on the other hand, electoral pressure from the increasingly elderly electorate could mean benefits are not
cut and indeed, could even be increased. Superannuation income, on the other hand, is subject to market
risk: the value of superannuation assets available to pay for consumption in retirement depends on
investment returns. This risk is borne by beneficiaries in defined contribution (DC) schemes, the most
common arrangement, and by sponsors in defined benefit (DB) schemes. Because the age pension is means
tested, it is automatically inversely related to market returns, reducing the variation in expected retirement
income for persons with DC superannuation schemes and ho expect to receive a part pension. For persons
whose DC superannuation benefits are likely either to have no effect on age pension entitlements or to
disqualify them from receiving the age pension there is still risk diversification, albeit less than for part
pensioners. The small DC superannuation benefits of full pensioners still depend on market returns, which
have little relation to political risk, while persons with large expected DC superannuation benefits still have
the safety net back-up of the age pension should market returns turn out to be very low. Investment in

18. Service pension or income support supplement.
19. This assumes the current taper rate of 50 per cent for the income test and CPI indexed tax rates.
20. This assumes the current taper rate of 50 per cent for the income test and CPI indexed tax rates.

12
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owner-occupied housing also reduces the risk of financing expenditures in retirement as imputed rental
returns are perfectly correlated with implicit outgoings for rent.

Regulation, size and performance of superannuation funds?

25. The Superannuation Industry (Supervision) Act 1993 stipulates rules in the following areas with
which superannuation schemes must comply:

— management of the trust structure (the predominant form in which superannuation is offered),
with trustees charged with prudent man-agement on behalf of fund members;

— vesting and preservation;
— reguirements that member benefits be fully secure and not restricted by lien; and

— obligations to inform members through annua reports detailing benefits, fees and charges,
investment strategy and the fund’s financial position.

26. Since its inception in July 1998, the Australian Prudential Regulation Authority (APRA) has been
responsible for ensuring that superannuation schemes comply with these rules, except those pertaining to
disclosure, and more generally with government retirement income policies. Superannuation which takes
the form of a deposit or other capital backed product is prudentially regulated on the same basis as similar
products. However, where the superannuation benefits promised depend on market returns, as is generally
the case, the focus of regulation is on ensuring that superannuation funds have risk management strategies
and conduct, and administrative systems, which are appropriate to their purpose and which accord with
both government requirements and with the governing investment policies contained in the trust deed.
Regulations pertaining to consumer protection and market integrity have been administered by the
Australian Securities and Investments Commission (ASIC) since its inception in July 1998.

27. The assets of superannuation funds are growing quickly in Australia, having more than doubled
between 1990 and 1996 (Table 9). By comparison, the average increase in the OECD over this period was
only 11 per cent. Pension fund assets in Australia are now considerably higher than in many OECD
countries, notably in continental Europe, but are lower than in the United States, the United Kingdom, the
Netherlands and Switzerland.

28. Long-term returns on pension fund portfolios in Australia, on average, have been rather low by
international comparison over the period from 1967 to 1990 (Table 10). A factor contributing to this
outcome may have been that regulation was used to reduce risk by restricting asset choice in Australia up
until the mid 1980s. Australia since has followed other countries in adopting a “prudent man” approach to
regulation, which does not impose quantitative restrictions but rather requires managers to behave as
careful professionals, which should result in higher long-term returns. On the other hand, there is a risk in
all OECD countries that population ageing could reduce long-term returns for the “baby boom”
generation. This is because their high demand to accumulate stocks during middle age may have driven up
prices (reduced the equity premium over bond yields) and high net sales when they retire (to a much
smaller younger generation) could drive down prices.

21, The description of superannuation regulation is based on the Financial Services Inquiry, Final Report,
pp. 332-333.
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Health care

29. Australia has a universal public medical insurance scheme, known as Medicare. It subsidises
access to ambulatory care in the private sector and to pharmaceuticals and finances Medicare-designated
(i.e. public) hospitas; they are open to al citizens. In all, government finances about 69 per cent of tota
health-care expenditures. These outlays are financed from general taxation, supplemented by the Medicare
levy (1.5 per cent of taxable income). Around 60 per cent of public expenditure is used to subsidise access
to private providers in the areas of: community-based medical care; hospital-based medical care;
pharmaceutical products; alied heath care by optometrists and dentists; domiciliary care; and long-term
care for the elderly. The remaining 40 per cent of public expenditure mainly finances Medicare-designated
(i.e. public) hospitas. Private outlays are essentially for out-of-pocket costs (i.e. not reimbursed) and
private insurance. Pensioners, including part-pensioners, may be eligible for a Pensioner Concession Card,
which entitles the holder and dependants to concessional pharmaceuticals and other concessions which
vary in each State and Territory. The Commonwealth Seniors Headlth Card (CHSC) provides equivaent
pharmaceutical concessions to non-pensioners whose income is below the pension income test cut off
(around A$ 22 000), but who are not eligible for the pension due to assets. From 1 January 1999, eligibility
for the CSHC will be determined by a means test based on taxable income. The annual income limit for a
single person will be A$ 40 000, and A$ 67 000 for a couple. It is estimated that up to 220 000 additional
non-pensioners will be digible to receive the CHSC.

Long-term carefor the elderly

30. A significant and growing part of heath-care and related expenditures for the elderly isfor long-
term care. Government plays the leading role in planning and funding such care. Long-term residential care
is available for those elderly people whose level of disability prevents them from remaining in the
community, with nursing homes generally catering for the most disabled in this group and hostels for the
least disabled; around half of the nursing homes are run by private for profit providers (47 per cent), while
hostels are amost all run by community and government organisations (98 per cent). Community Aged
Care Packages (CACPs) and community services under the Home and Community Care Program (HACC)
provide assistance for people who wish to remain, and are able to be supported, in the community. CACPs
provide hostel equivalent care for people with an equivalent level of dependency. The Commonwealth
government finances all of these programmes, with state governments also contributing to the HACC
program. In all, government expenditure on such programmes amounts to A$ 5 billion, 2 ¥z per
total public expenditure. Commonwealth subsidies for long-term residential care cover about % of t
of such care; residents pay the balance of the costs.

cent of
he costs

Box 2.User chargesfor long-term residential care

The Australian government sets the daily care fees which nursing homes and hostels may charge

based on residents’ capacity to pay. Residents are required to pay a basic daily fee (currently A$
pensioners and A$ 27.11 for non pensioners), which is defined as a proportion of the maximum
tested age pension so as to be affordable for all residents. New residents are subject to an addition
tested fee, assessed using the same rules as for the age pension. 65 per cent of residents

maximum rate of pension and so will not pay this additional fee. Residents cannot pay more than
of their care, or a total of three times the basic daily fee if this is lower. Most residents will pay muck

The government subsidy is the government contribution to the costs of care based on the
needs of residents. The subsidy is reduced by the means tested amount paid by residents. Bg
government subsidy falls as resident income increases, there is no incentive for providers to take
who pay higher fees. Income testing is expected to finance 2.5 per cent of total residential care ex
by 2007. Presently, the government subsidy averages A$ 30 000 a year for each nursing home res

P1.69 for
income

al income
receive the
the cost

1 less.

assessed
rcause the
residents
penditure
sident, A$

8 000 for each hostel resident, and A$ 9 500 for each community care place.
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Nursing homes and hostels which are certified as meeting set standards of care and
accommodation can charge capital contributions, known as accommodation payments. These payments,
which are new for nursing homes, are kept by the provider and must be used for accommodation and care
in that facility. Residents are not required to make an accommodation payment which would |eave them
with less than a minimum asset level (currently A$ 23 000), amounting to 2.5 times the age pension; assets
for a married resident are half the couple’s combined assets, and the former home is not inclyded if a
partner or dependent child is living in it. There are two types of accommodation payment, depending on
whether people enter a nursing home or hostel level care. Those who benefit from nursing home level care
may pay the accommodation charge, which is an additional fee of up to A$ 12 per day payable for up to
five years from entry, while those who enter a hostel level care may be asked for an accommodation bond,
which is generally paid as a lump sum and is largely refundable. The provider retains interest on the bond
and a retention amount of up to A$ 2 600 per year for up to five years. Residents can alternatively pay an
equivalent periodic payment, or a combination.

31. Over the past 20 years, the Federal Government has introduced reforms aimed at containing the
growth in nursing home places and shifting the balance of care to more appropriate and less costly forms,
in hostels and in the community. Since 1986, the government has operated a needs-based planning
framework, which sets long-term targets for the numbers of places to be offered in the different forms of
long-term care. Presently, these targets are for 40 nursing home level places, 50 hostel level places, and 10
community care places per 1 000 older people; in 1995, there were 51 nursing home level places and 43
hostel level equivalent places (including CACPs) per 1 000 people aged 70 and over. Under the 1986
reforms, gate-keeping for long-term care was also introduced. Teams of health professionals called Aged
Care Assessment Teams are funded to act as gatekeepers to care, approving applicants for different forms
of residential care and community care based on their care needs.

32. Further reforms in long-term care were announced in the Federal Government’'s 1996-97 Budget.
These are intended to contribute towards the long-term sustainability of funding in the face of population
ageing, to recognise the increasing dependency levels of residents and to improve the quality of aged care
infrastructure, particularly some nursing home accommodation. A single resident classification and
funding system has been created, spanning both nursing home and hostel care. The system classifies
residents’ care needs by degree for the purpose of determining government funding levels. A new system
of accreditation has also been introduced to improve the quality of care and the quality of life for residents.
Some nursing home and hostel residents entering care may pay increased charges (in hostels, new residents
may pay lower fees than under the old arrangements, and the level of accommodation payments for hostel
residents has not been affected) (Box 2).

Economic effects of population ageing under the existing framework

33. Ageing of the population can be expected to have pervasive effects on the economy. Its

consequences on government finances are discussed first, followed by an analysis of its impact on national
saving and on economic growth. It should be borne in mind that the consequences discussed are
projections, not forecasts — unforeseen developments could easily result in quite different out-comes,

especially over such long time horizons.

Public finances
34. Government’s financial position is likely to be affected by population ageing, as in particular, it

is expected to raise government expenditures on age and related pensions and for health care. A number of
other smaller influences which nevertheless could still be significant are abstracted from in this section.
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These include: the likely increase in social security payments as the “baby boom” generation passes
through the 55-64 age group, where labour force participation falls off sharply; unfunded public service
pensions, for which the annual payments to beneficiaries are projected to decline from the current 0.6 per
cent of GDP owing to the closure of the most generous scHémmespossible effects on tax reventfes.

Pension outlays

35. Government outlays on age and related pensions are projected by the RIM Unit to rise by about
1Y percentage points of GDP by the middle of next century, to around 4 1Y per cent of GDP (Figure 11).
This increase (50 per cent) is modest in relation to the rise in the share of the elderly in the total population
because the age pension is means tested and the Superannuation Guarantee will reduce pension
entitlements. As a percentage of GDP, the rise in public pension outlays in Australia (on standardised
assumptions for all OECD countries) is smaller than that in the United States and much smaller than those
in the European Union (EU) or in Japan (Figure 12). This reflects the means-tested nature of the first pillar
and that the second pillar of the pension system (the earnings-related component) is funded and privately
managed in Australia, whereas in many EU countries and Japan it is largely or totally provided through the
(pay-as-you-go) public pension system.

Health care expenditure

36. Government outlays for health care expenditures can be expected to rise as the population ages
because older people use health-care services more intensively than does the rest of the population
(Figure 13). Per person, health-care expenditure for persons aged 65 and over is 3.8 times higher than it is
for persons aged less than 65, rising to 5 times more for persons aged 75 and over. The increase in
expenditure per person with age is greatest for nursing homes and acute hospital services; it should be
noted, however, that the nursing home category overstates the increase in health expenditures by age
because it includes the food and accommodation costs of residents. As much of the increase in expenditure
per person with age reflects high spending in the last two years of life (Figure 14), the increase in health
expenditure caused by population ageing is likely to be considerably smaller than the growing weight of
the elderly in the total population. The RIM Unit estimates that population ageing will contribute about
0.6 percentage point to annual growth in health expenditures over the next two decades, similar to the
contribution over the past 20 years, and a little more subsequently when the proportion of the population
within two years of death begins to increase. Overall, assuming that growth in age-adjusted per capita
health expenditures slows to 1 per cent per annum (the rate since 1996) and that the long-run labour
productivity growth rate remains at around 1.25 per cent, the RIM Unit projects a rise in health
expenditures by about 2 percentage points of GDP by 2041 (Table 11). This would correspond to an

22. In the case of the Commonwealth Government, which accounts for a little over one half of unfunded public
service pensions, the Commonwealth Superannuation Scheme (CSS) was closed to new members from 1
July 1990 and the Public Service Superannuation Scheme (PSS) will (pending the passage of legislation)
close to new employees on 1 July 1999. From that date, new Commonwealth employees will be able to
have their employer superannuation paid to an available complying superannuation fund, or Retirement
Savings Account of their choice. As at June 1997, the present value of unfunded (Commonwealth and
state) pension liabilities for Australian public servants was about A$ 115.7 billion (22 per cent of GDP).

23. There is much uncertainty about these effects, especially in relation to personal income tax receipts. Slower
employment growth will reduce growth in wage income, and hence personal income tax receipts but, other
things being equal, greater scarcity of labour should increase growth in wage rates. The overal effect
depends on which of these effects is greater. Recent (unpublished) OECD estimates for Australia suggest
that they tend to cancel out, leaving the share of wages in national income constant; in other words, the
elagticity of substitution (s) between capital and labour in Australiais estimated to be unity.
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increase in government outlays for health care of about 1.5 percentage points of GDP. Considerably larger
increases would occur if age-adjusted health expenditures per capita were to continue growing at 2 per cent
per annum, the long-term average rate.

37. On standardised assumptions — including, that per capita health care treatment costs grow by the
same rate as GDP per capita — the OECD projects that government outlays for health care in Australia will
increase by about 2 % per cent of GDP by 2030, if costs depend on the proportion of elderly in the
population, and by around 3 /4 per cent of GDP if costs depend on the number of deaths, similar to the
increases in many other countries (Table 12). The OECD projected increase for the “number of the
elderly” scenario for Australia is higher than in the RIM Unit's work on the comparable one per cent real
per capita growth assumption, where the projected increase in government health outlays by 2031 is 1 per
cent of GDP. This RIM projection is higher than the OECD projection on a “number of deaths” approach.
These differences in part reflect the OECD’s use of different methodologies as well as assumptions which
may be more realistic for a large number of countries than for individual countries. A difference in this
regard, which tends to reduce the OECD'’s “number of elderly” projection, is that it assumes that persons
aged 65 will spend a declining proportion of their remaining lives with severe disabilities, attenuating the
increase in the costs of long-term care, whereas there is no evidence to date of such a decline in Australia
(Table 13). Indeed, as noted above, there is a risk that there will be greater call on government subsidies
for long-term care owing to social trends which may reduce the supply of care givers in the home.

Budget balances

38. Overall, Australia’s primary balance (i.e. the government budget balance less net debt interest
payments) is projected to deteriorate by about 3 percentage points of GDP between 2000 and 2030 on the
OECD'’s standardised assumptions (Table 14). This deterioration is less than in most other OECD countries
thanks to a smaller rise in pension outlays. Allowing for net interest payments, the projected deterioration
in Australia’s budget balance falls to about 1% per cent of GDP between 2000 and 2030; by contrast, most
other countries’ financial balances deteriorate by more than their primary balances because of the effects of
snow-balling public debt.

National saving

39. The deterioration in budget balances will lower public saving rates. Uncertainty about what may
happen to private saving rates, however, makes it difficult to project the overall effect on national saving
rates. According to the life cycle theory of consumption, private saving rates should decline as the “baby
boom” generation spends savings accumulated during their working lives. However, empirical evidence in
support of the life-cycle model is mixed (Meredith, 1995). A factor which should attenuate any decline in
private saving in Australia is the maturing of the compulsory superannuation scheme. The RIM Unit
estimates that this could contribute about 2.1 per cent of GDP to private saving when the scheme is mature
and a little less to national saving.

Overall economic growth
40. The decline in the annual growth of the working-age population (RIM Unit projections) from 1.9

per cent in 1992-2000 to 0.3 per cent in the 2020s will lower the annual growth rate of GDP by 1.6
percentage points (Figure 15). Assuming labour productivity growth of 1.25 per cent per annum (the RIM
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Unit's central assumption and the historical rate since the early ¥9a@s) an unchanged aggregate
saving rate, GDP growth would fall to 1.5 per cent per annum by the 2020s and remain at this rate through
the middle of the century. On this basis, real growth in GDP per capita would fall to about 1 per cent per
annum over 2010-40 as the total population is projected to grow more quickly than the labour force over
this period, in contrast to the situation over recent decades.

41. There is much uncertainty about the possible effects of population ageing on labour productivity
growth. Greater scarcity of labour could encourage firms to adopt more capital-intensive methods of
production, temporarily raising labour productivity growth. On the other hand, the likely decline in the
national saving rate would reduce investment and hence, capital intensity in production. This latter effect is
generally expected to predominate. However, it is likely to be less significant in Australia than in most
other OECD countries thanks to its healthier budget outlook.

42. A factor which may attenuate the decline in saving available for business investment is a
reduction in dwellings investment. This might occur as baby boomers move into older age cohorts, slowing
the rate of household formation. Based on projected developments in weighted housingZevhatd,
appears to be related to growth in the dwelling capital stock (Figure 16), demographic factors may reduce
the underlying growth of the dwelling stock by up to 1 percentage point (amounting to 1 percentage point
of GDP) over the coming decade, other things being equal. The other major determinant of underlying
demand for housing is trend growth in income per household. While this has picked up in recent years, it is
likely to decline as a result of population ageing. This would further reduce dwelling investment.

Policy implications

43. Population ageing is likely to put pressure on government budgets in the medium term. A decline
in public saving could, under certain assumptions, reduce the capital intensity of production, intensifying
the slowdown in the growth of real income per capita directly caused by population ageing. Any decline in
private saving could reinforce this process. Future generations could be left with increased tax burdens and
a smaller capital stock.

44. The main policy options for government to attenuate these adverse effects are to reduce both
incentives to early retirement and disincentives to late retirement and to implement other reforms which
would constrain the growth in government expenditures. Insofar as reforms are necessary to government
programmes, early action is preferable as it reduces the eventual scale of the adjustment required and gives
future retirees more time to make alternative arrangements. These issues are considered in the remainder of
the chapter.

Theretirement decision

45, Labour force participation rates for persons aged 55 and over have fallen sharply in recent
decades (Figure 17). This reflects declining male participation rates (see Figure 6). Should these trends and
those for other age groups continue, males will soon spend more time out of employment than in
employment, while females will continue to spend a high, albeit initially declining proportion of their lives
not in employment (Figure 18). If it were possible to increase labour force participation rates amongst

24, Since the mid-1980s, however, labour productivity growth has averaged 1.5 per cent. It is too early to
know if this reflects an increase in the long-term trend rate of labour productivity growth.

25. This is derived by applying cross sectional estimates of housing consumption estimates by age to ABS
projections of population by age.
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persons aged 55 and over to the levels recorded in the 1960s, this could offset about one half of the decline
in the proportion of the population in employment by 2030, greatly diminishing the economic effects of
popul ation ageing.

46. Declining labour force participation rates for older workers mainly reflect the trend to early
retirement among males. Between 1960 and 1995, the average age of male retirement (defined as
withdrawing from the labour force at age 45 or more) in Australia has fallen by four years, to 62, despite
an unchanged age pension age during this period (Figure 19). This decline and the current average age of
retirement are in line with the OECD average. The average age of female retirement has also declined,
although the effect of this on participation rates has been more than offset by the ageing of younger
generations with greater prior labour force experience (see Figure 6). Only a small minority of people
retiring early (i.e. before age pension age) from full-time work do so for voluntary work-related reasons®
(Figure 20). Most males retiring early do so involuntarily?” while most females do so for family reasons.®

47. Older males who lose their jobs appear to have great difficulty finding another job. They are
under-represented in new hirings®® (Table 15) and are at great risk of entering long-term unemployment
(Table 16) or of withdrawing from the labour force, usualy into early retirement. However, the rate of new
hires of older males is greater in Australia than in other OECD countries. The decline in labour force
participation is most marked for those without tertiary education (Table 17). These trends, which are aso
evident in other OECD countries, mainly seem to be related to the decline in the manufacturing sector.
This is reducing the supply of well-paid blue collar jobs, a disproportionate share of which are held by
older workers (declining industries hire fewer young workers). When older workers lose these jobs, their
main employment options are in the service sector where many are uncompetitive on the basis of basic
education skills. Faced with the option of alarge wage cut to get a new full-time job or either long-term
unemployment or early retirement, many older workers prefer the latter options.

48. Early retirement is made more palatable by the variety of social security benefits available to
older workers (and others) without a full-time job. If they are actively seeking a full-time jab, they are
eigible for the unemployed benefit, known as New Start Allowance. In the event that they withdraw from
the labour force, they may be eligible for the Mature Age Allowance if they are aged 60 or over but less
than age pension age. Alternatively, if they have a disability which prevents them from working full-time
for award wages or are blind, they may be eligible for Disability Support Pension.* All of these benefits
offer asimilar rate of payment, are for a duration limited only by biological factors (reaching age pension
age or death) and are means tested. Recipients of the New Start Allowance and Mature Age Allowance

26. Voluntary work-related reasons include: retired; did not want to work any longer; wanted to work part-
time; early retirement package; and returned to study.

27. Involuntary reasons include: retrenched; job was temporary; own ill health; business closed down;
unsatisfactory work arrangements; and employer thought too old.

28. Family reasons include: to get married; pregnancy; to have children; and to look after family, house or
someone el se.

29. A regression equation predicting hiring shares by age, controlling for differences by age in the share of

workers who actively search for a new job and for other relevant factors, implies that, on average across
nine EU countries, the share of older workers in recent hiresis aimost 13 percentage points lower than that
of prime-age workers (OECD, 1998b, p. 144).

30. The proportion of the total population receiving Disability Support Pension has grown rapidly in recent
years, from 2.7 per cent in 1990 to 4.2 per cent in 1996. This has occurred despite the fact that Iabour-
market conditions may not be considered as a factor in the assessment of disability. The proportion of
people receiving DSP is highest just before age pension age.
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may work part-time as may some disability support pensioners, notably participants in the Supported
Wages System.

49, Reliance on socia security is high amongst male early retirees. Of men who retired 11-20 years
before age pension age, 52 per cent have a social security benefit as their main source of income at
retirement (ABS, 1994); this estimate does not include those receiving service pension at service pension
age as early retirees. For those retiring 6-10 years early the corresponding estimate is 37 per cent and for
those retiring up to 5 years early it is 38 per cent. In addition, an unknown number of early retirees
reporting superannuation or investment income as a main source were part-rate pensioners or allowees.

50. In view of the causes of early retirement (or long-term unemployment) of males, the most
effective policy remedies are likely to be those aimed at improving labour market opportunities and
discouraging premature take-up of social security benefits. Reductions in social security taper rates and the
extension of in-work benefits to the low paid without families could be particularly beneficia in this
regard. These measures could encourage more older male workers to work part-time or in low-paid full-
time jobs, topping up their incomes with social security benefits. The alternative of reducing social security
benefits and/or their duration is unlikely to be socially acceptable as this could push some people into
poverty.

51. A deterioration of general skills does not appear to be an important reason for older low-skilled

workers experiencing greater employment difficulties than their younger counterparts. International
evidence on workers’ literacy suggests that, adjusting for demographic and economic control variables —
including educational attainment — literacy skills generally decline only modestly between the ages of 40
and 65 (OECD, 1998b, p. 138). Moreover, even if older low-skilled workers were to gain a vocational
qualification, they would still be at considerable risk of not having a job: the odds of someone aged 55 to
age pension age with a skilled vocational qualification being unemployed or not in the labour force are 6 to
10. But in the longer term, the higher levels of educational attainment of future cohorts of older workers
should lower rates of early retirement. This effect could be reinforced by greater investment in lifelong
learning, which would help to keep workers’ skills up to date, enhancing adaptability. As older workers
may have to bear more of the labour market adjustment which inevitably occurs as the economy evolves
owing to the declining share of younger workers in the labour force, such adaptability could become more
important than ever.

52. A factor contributing to low labour force participation rates for persons aged 65 and over is that
they are subject to high marginal effective tax rates. Someone qualifying for a part age pension would have
it reduced by 50 cents for every extra dollar earned, bringing the marginal effective tax rate to 66-86 per
cent (including the medicare levy). So as to reduce the disincentive to late retirement, the government
introduced in July 1998 a scheme which provides a bonus to persons who remain in full-time employment
and defer taking up the age pension. The bonus is weighted towards retirement at age 70, at which point it
