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1 Introduction

In March 1983 a Labor government was elected in Australia. This was a social
democratic style of government by European standards and they had a social aim
of providing a private pension system for “workers” (as distinct from business own-
ers ). Now you would think that in order to achieve such a public policy you would
work out a pension system based upon regular contributions over 40 to 45 years
based on wages and with some flexibility for additional contributions during the
person’s lifetime. This is actually a really banal actuarial problem which a final
year high school student could work out in under an hour in terms of its broad
structure.

What happened was this. In 1988 the Labor government taxed what had pre-
viously been tax exempt funds. The tax rate was 15% on the taxable income of
the fund which included realised gains on capital assets (a capital gains tax regime
was introduced in August 1985). Employer contributions to the fund were tax
deductible as they were for self employed people. At the same time in the US
the 401k retirement system was based upon tax deductible contributions to a tax
exempt fund and the contributions were limited. When payments were made at
retirement they were taxed as normal income so it was very simple.

What we did was tax the fund and then apply a tax rebate to benefits to ac-
count for the 15% fund tax. At about the same time we invented a concept of
“Reasonable Benefit Limits” such that if your pension or lump sum exceeded these
limits your tax rebate was reduced.



I have glossed over defined benefit funds which federal and state governments
in Australia basically shut down in the 1990s because of their cost. The Common-
wealth Superannuation Scheme which was shut down in 1990 provided defined
benefit pensions to federal public servants and there is a little cohort of people
my age getting pensions of at least AUD 200,000 per year and if they were senior
public servants the amount is more like AUD 500,000. The “taxable income” of
these funds is not like a normal accumulation fund since the government pays
these pensions out of consolidated revenue and the regular actuarial valuations are
designed to deal with mismatches between what has to be paid and what assets
are available to make the payments. I really don’t care about these schemes for
the purposes of this article as I have great faith in the actuarial profession for
producing a synthetic taxable income which my system could apply to.

However, when the fund moves into pension phase ie starts paying a pension
based on the accumulated savings the fund is exempt from tax. In parallel with
this dividends received by superannuation funds have company tax imputed to
them. The company tax rate is 30% so that if a company has a taxable income
of $100 it can pay what is called a “fully franked” dividend of $70 to which is
attached a $30 imputation credit. Thus a superannuation fund in accumulation
phase with a tax rate of 15% which received a fully franked dividend of $70 is
required to gross that amount up by the imputation credit of $30 so that its tax-
ablle income is $100. The tax on $100 is $15 and the fund gets credit for the $30
tax paid by the company giving the fund a refund of $15. The system was not
originally designed this way - excess franking credits were not refundable but the
conservatives changed that and a whole investment industry is built around re-
fundable franking credits. When the fund enters pension phase the tax rate is 0%
and hence all the franking credits are refundable. The Labor government wants
to change the system so that these excess credits are not refundable.

In 1992 we introduced a compulsory superannuation contribution system for
employers who had to contribute 5% of the employee’s wage rising ultimately in
theory to 15% . From 1 July 2025 the rate will be 12%.

At no stage since 1988 has any government, either left wing or right wing, ever
passed legislation to limit the global amount of money a person can have in su-
perannuation. This really matters since in 2007 a conservative government made
superannuation payments for people aged 60 or older tax free. Various caps were
added at the same time to limit both deductible and non-deductible contributions.
Prior to that time it was in theory possible to put an unlimited amount of money
into superannuation as a non-deductible contribution. When I was working in



asset management prior to 2007 I was asked for a second opinion on a proposed
transfer of $1 billion into a self-managed superannuation fund. It never transpired
for technical reasons but the thought was there.

This is a really short history of the fully squalid history of Australian super-
annuation policy but it sets the background for this article even though it misses
all sorts of details. Despite over 30 years of a compulsory system you have large
numbers of people aged 65 with piddling amounts in their superannuation fund.
I will come back to the maths behind this later, but suffice it to say that the
average person does not have $1 million in superannuation but there are people
with self-managed superannuation funds with up to $100 million in them.

The whole point of taxing funds in 1988 was to bring forward revenue. This
is just a sleazy political objective. From an investment point of view and social
efficiency perspective the most sensible approach is to exempt the fund from tax
so that it can grow based on whatever assets are chosen and then tax the distribu-
tions in retirement as ordinary income ie as a proxy for normal wages. Taxing the
fund is like putting a hole in a rocket’s fuel system so it leaks and wondering why
it cannot reach escape velocity. The needs of business owners are probably best
met by a self-managed superannuation fund which involves all sorts of technical
issues and because business owners tend to have the ear of the political class they
can get rules which prefer them. Somewhat hilariously it was a Labor government
which provided all the legal infrastructure for business owners to game the super-
annuation system.

Scroll forward to 2025 and a new generation of left (and right politicians) who
are too young or too indifferent to history to work out what has been going on, yet
they decide to punitively tax people with superannuation balances in excess of $ 3
million. Now this is being done by a Labor government which invented the whole
system and could have put a global cap on superannuation balances many times
in the past but didn’t. So a $3 million balance is sort of “offensive” but not so
offensive that the excess has to come out of the system and be taxed at marginal
tax rates.

What Labor has done has outraged conservatives who congenitally never want
to pay tax anywhere, any time. But what Labor has done is also so stupefyingly
stupid that it beggars belief. What they did was to essentially say that if you have
a fund balance in excess of $ 3 million they will impose an additional 15% tax
on the proportion of assets in excess of $3 million. It’s actually more complicated
than this but that is the flavour.



The tax is imposed at a personal level but fund assets can be used to pay it.
The critics rage that it can tax unrealised gains and it can. It is alleged that a
basic principle of tax law is that taxes should only apply to realised gains so that
you have the physical cash to pay the liability. This does offend against accepted
tax principles which are based on the concept that after a realisation you have the
assets to pay the tax.

I would never have gone down the route Labor has chosen simply because it
gives an allegedly “principled” basis for resistance. They are sticking to their guns
because the vast majority of people can only dream of a $ 3 million superannua-
tion balance. According to Treasury estimates about 80,000 people will be affected
and the revenue expected to be raised is about $2.3 billion ( I can’t be bothered
checking what period this is over).

Now as someone who has actually been part of this whole industry and has
made lots of money out of it at various levels ( which enabled me to retire 16
years ago and I have been paid by both industry and government) I will give you
a cynical insight into what I would have advised Labor to do given that we are
talking about a $ 4 trillion industry.

2 A simple alternative

Dr Jim Chalmers is the Labor Treasurer and this is how I would have advised him
as follows:

“Comrade Chalmers, it is clear that you want to roger grotesquely rich people
(but you might want to check with Comrade Keating who designed the system
about the depth of rogering) but you will just give those disgusting slimeball To-
ries a free kick if you tax some excess of assets.

I have a much better idea which rogers and re-rogers the obscenely rich.
What you do is apply a punitive tax rate to the taxable income of funds with
a 30 June balance in excess of $3 million. It is easy to do that and the formula for

the rate r(B) for a fund balance of B at 30 June is:

r(B) = 0.30-(3/B) % 0.15 if B > $3 million
r(B) = 0.15 if B <= $3 million



The Tories cannot argue that they are being taxed on unrealised gains and
high school maths shows that r(B) can never equal 30% let alone exceed it.

Here is what the graph of the tax rate looks like for a taxable fund in accumu-
lation phase:
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Here is what the graph of the tax rate looks like for a zero tax fund in pension
phase:
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In the case of the pension phase the logic is that since $3 million is the offensive




level of assets, you keep the tax rate at 0% for fund balances less than or equal to
$3 million but for higher balances you do as before and ensure that the tax rate
approaches but does not exceed 30%. The formula is:

rexempt(B) = 0 if B < $3 million
rexempt(B) = 0.30—(3/B) % 0.15 if B > $3 million

In both the accumulation and pension phases any franking credits in high bal-
ance funds get used up more than they would with the proposed regime. For
example, under current law if a fund in pension phase received a $ 70 fully franked
dividend it would receive a refund of the $30 imputation credit. Under the pro-
posal set out above a fund in pension phase with a balance of less than or equal
to $ 3 million would also receive a refund of $30 but if the fund had a balance
of $10 million, say, the rate of fund tax would be 25.5 % so the tax payable on
the grossed up dividend of $100 would be $25.50 and only $4.50 of excess franking
credits rather than $30 would be refunded.

You also have anti-avoidance rules to penalise people who try to disaggregate
their big fund into a lot of $3 million funds and red hot criminal (go to gaol)

sanctions for those who play games with the year end balance.

Warming to the re-rogering theme, because this is a fund tax it will soak up
excess franking credits and I know, and you know, you want to do that.”

I posed the abstract problem to ChatGPT 03 mini and in 90 seconds it came
back with my formula.

3 So why is Division 296 drafted in the way it is?

Here are the hypotheses:
H1: Treasury never thought of the alternative.

H2: Treasury thought of the alternative but modelled the net revenue gain
after taking into account the franking credit dimension and it was not enough.

H3: Treasury modelled an excess asset approach and it generated more revenue.

What is telling is that no-one in the industry has suggested my alternative and
there is a lot of self-interest so I expected someone would raise it even if only to



make a cheap political point. My approach does not adversely affect people with
property in their self managed super funds. They would just pay a punitive tax
on taxable income generated from assets greater than $3 million. I have seen no
evidence of anyone pursuing it and the Australian Financial Review (a business
newspaper) will not publish my letters about it (despite them publishing op-eds
by me in the past and letting me run a financial column for 2 years!). It is by no
means clear that Treasury actually thought of my alternative approach and no-one
else has as far as I know. Of course you could look like a dope for not thinking
of it and Treasury, as well as others, will never admit that they didn’t and could
cobble together other reasons such as “less revenue versus alternatives” to justify
not pursuing it. I have raised it with Treasury and they have not replied (hardly
a surprise). Politically why on earth would you adopt an approach which gives
people who don’t like paying tax a free kick on the issue of unrealised gains being
taxed when you could roger them with a higher tax rate on taxable income which
soaks up franking credits which Labor also wants to achieve. It only makes sense
if you didn’t think about the simple alternative in the first place or you did and
the revenue generated by the proposed method just generates much more revenue
even allowing for the fact that the method does nothing to deal with reducing the
refunds of excess franking credits. That additional revenue would have to be worth
the political risk. So the tax is either really dumb or really cynical (the entire asset
base is around $ 4 trillion) and I am in no position to judge because I don’t
have all the refined data sets to estimate the revenue generated by the options.
I just note that the distribution of balances is highly skewed to those with much
less than $ 3 million.

You have to realise that advisory models in this area are cynical. My method
gives very little advisory value space whereas acceptance of the legislation gives
room for advice at many levels eg divestiture of property. Advisers can actually
make money out of the cohort affected by this policy change.

The legislation can be accessed in [1]

4 How a high school student could work out a maximal global
balance for superannuation

I pointed out above that no Australian government has ever put a global cap on
superannuation balances yet, if they are leftish, they want to treat some balances
as offensive from a policy point of view. At its most absurd, prior to 2007 one



could have someone like an Elon Musk dump billions of undeducted contributions
(ie post tax) into superannuation and sit back and reap the benefits. Economists
involved in superannuation policy and you do not see them going down to the bar-
ricades over global caps on superannuation. It is not that they lack the intellect
to do it, it is because of the business models they are paid by.

So let’s just do the abstract high school calculations of a global end bene-
fit. Let’s say $3 million is an offensive amount of money to accumulate in the
superannuation system. If you have more than that it has to come out and be
taxed at your personal marginal rate of tax. What we will see is that for wage
slaves it is really hard to accumulate $3 million. For successful business people
figures of $10 million and higher are quite possible and you could set an absolute
cap of $20 million, say, that covers everyone and amounts in excess of that have
to exit the fund and be taxed at marginal rates (or perhaps the top marginal rate).

The way it works is that for wage slaves you hypothesise superannuation contri-
butions as a percentage of “average weekly earnings” which is an observable value
calculated by the Australian Bureau of Statistics. When this contribution hits a
fund they take out 15% tax (this is assuming it is a deductible employer contri-
bution or deductible personal contribution). You assume like all good economists
that average weekly earnings will increase at some rate f% per annum. Wage
slaves can only expect f to be a few percent if they are lucky. Let W be the
value of average weekly earnings at the beginning of the first time period ¢ = 1.
If the rate of contribution is ¢ (assumed fixed for the entire period but there is no
reason why it cannot be changed — it just complicates the equation of value). Let
a = 0.85¢. In what follows I will take ¢ = 0.12 which will be the rate that will
apply from 1 July 2025.

Thus we have the following:

At beginning of time period ¢t = 1 the net investment is oW/ which accumu-
lates to oW (1 + @)™ at the beginning of time period ¢ = n just before the next
contribution where 7 is the after tax fund rate of return.

At beginning of time period ¢ = 2 the net investment is aWW (1 + f) which
accumulates to aW (1 + f)(1 +i)""! at the beginning of time period ¢t = n just
before the next contribution.

Finally we have at the beginning of time period ¢t = n the net investment is
aW (1 + f)"~! which accumulates to aW (1 + f)"71(1 + i) to the end of the n"



period just before the next contribution; The value of the fund at the end of period
n is:

Vin,i, fia, W) =aW@d+0)"+aW(l+ )1+ " +aW(@d+ f)*(1+)" >+

aW(l+ )" 21402 +aW(+ f)" (1 +14)

=aW nz_:a + A+ )m*
k=0

So with n = 45 years, 1 = 0.05, f = 0.02, « = 0.85 % 0.12 = 0.102 and
W = 750000 the accumulated amount after 45 years is $1,735,000 which is way off
$ 3 million.

With n = 45 years, ¢ = 0.065, f = 0.03, « = 0.85 % 0.12 = 0.102 and
W = 750000 the accumulated amount after 45 years is $3,079,545.

Of course there are some economic realities at play here and a geometric after
tax return for 45 years of 6.5% may be heroic given the effects of artificial intelli-
gence and other factors at play over such long periods of time.

Suffice it to say that $3 million for wage slaves is “aspirational” but for business
owners it is too low a number for a whole range of legitimate reasons I will not go
into here. So let’s say you have a global superannuation limit of $10 million and if
you exceed that assets have to come out to be taxed at your marginal tax rate (or
top marginal rate if you want to give a good hard rogering even to those whose
taxable incomes may have been less than the top marginal rate).

You don’t need to do Monte Carlo simulations or engage in sophisticated prob-
ability theory to arrive at a global upper limit on superannuation since it is, after
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all, a politicial decision and you just pick a number that is higher than most people
can achive based on reasonable economic assumptions. If it proves unrealistic you
can change it. If you play with equation (1) you can get a feel for what is realistic
based on historical superannuation fund returns eg for balanced style funds 20 year
after tax average returns of 6 % pa are observable.

This has been an exercise in demonstrating how mathematics actually works
in the real world.
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