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A typical OECD country pension model is sometimes referred to as the three-tier 
system, where the tiers are: 

 Tier One:  a publicly provided pension 

 Tier Two:  mandatory personal retirement savings 

 Tier Three:  voluntary personal retirement savings.  

New Zealand has tiers 1 and 3, with New Zealand Superannuation being the tier 1 
scheme and KiwiSaver being a tier 3 scheme. Mandatory schemes include both tax-
funded tier 1 and tier 2 pension schemes, and compulsory retirement saving schemes. 
 
Tier one schemes have redistributive components that ensure retirees have a minimum 
standard of living. Some countries, such as Chile and New Zealand, have established 
funds to partially pre-fund the future costs of pensions. Tier 2 schemes have an 
insurance and saving role and are designed so that an individual’s resources in 
retirement are related to their earnings while they were working.   
 
The choices over the type and size of the incentives and the mandatory schemes vary 
widely across countries. Most OECD countries have a mixture of mandatory tier 1 
and tier 2 schemes, as well as subsidised tier 3 schemes.  New Zealand is unusual as, 
along with Ireland, it is the only country not to have a tier 2 scheme. For this reason, it 
has one of the smallest mandatory schemes in the OECD in terms of the size of the 
contributions.  New Zealand also has the fewest retirement saving incentives of any 
OECD country.1 This means New Zealand has one of the least costly and most 
sustainable retirement income schemes.  
 
Mandatory schemes can be further classified by whether retirement incomes are 
independent of contributions or tax payments (“defined benefit”) or depend on the 
level of contributions or tax payments (“defined contributions”.) In terms of this 
classification, New Zealand Superannuation is a tax-funded defined benefit pension 
scheme that pays the same amount to all people over 65 in the same living 
arrangements irrespective of their income.  
 
There are five basic options for reform.  
       Modifications to present system  
 

(i) New Zealand continues the current tax-funded “defined benefit” pension 
scheme, possibly modifying aspects of the scheme such as the amount of 
the benefit or the age of entitlement. 

(ii) New Zealand continues the current tax-funded “defined benefit” pension 
scheme, but changes the incentives to encourage voluntary savings that 
would supplement pension payments.  

                                                 
1 Whitehouse (1999); Whiteford and Whitehouse (2006); OECD (2009); Weaver (2010); Whiteford 
(2010) 



 

 

(iii) New Zealand continues the current tax-funded “defined benefit” pension 
scheme, but supplements it with a “defined contribution” compulsory 
retirement saving scheme. 
 
Radical Change  

 
(iv) New Zealand adopts a mixed “defined benefit/contribution” pension 

scheme, funded by a social security tax, that provides the current pension 
plus higher retirement incomes to those who have paid more taxes. 

(v) New Zealand replaces the current tax-funded “defined benefit” pension 
scheme with a full-scale “defined contribution” compulsory retirement 
saving scheme. 

 
Table 1 Classification of mandatory systems 
 
 Tier 1 

Defined benefit 
 

Tier 2 
Mixed defined 
benefit/contribution
 

Tier 2 
Defined contribution 
 

 
General Taxes 
 

New Zealand 
 
Flat rate pension 
 

  

 
Social Security 
Taxes 

 U.S., most Europe 
 
Pension depends on 
contributions 

 

 
Compulsory 
Saving 
Accounts 

  Australia, Chile 
 
Pension depends on 
contributions and 
investment returns 

 
 
All of the mandatory schemes can be supplemented by Government incentives to 
encourage saving. The different pension scheme systems can then be evaluated 
according to three main criteria:  

 The costs and benefits to individuals. 
 

 The fiscal implications for Governments. 
 

 The amount of national asset accumulation and saving. 
 
Why do Governments intervene? the saving problems.  
“Looking at the long view, he may want to be generally thin, brave and prudent, but 
to accomplish this he will have to overcome strong desires for food, escape and 
financial abandon in the immediate future. Ulysses and the Sirens will not be a 
remote fantasy, but a central problem of life.” (Ainslie (1991; 335)) 2 

                                                 
2 Ainslie (1991; 335) 



 

 

 
Most people encounter two “savings problems” at some stage of their lives. The first 
problem is to overcome the temptation to spend when they want to save – the problem 
of self-control. The second problem is working out how much to save, and how to 
invest these savings. For many people, neither problem is particularly challenging. 
For others, one problem or other is particularly difficult.3  
 
Society provides a variety of means to solve the savings problems. We encourage 
children to learn and adopt good habits to ensure they save and invest wisely as 
adults.  Banks, pension companies, and saving cooperatives develop products that 
make regular saving and investment easier. Yet governments intervene in most 
developed countries, for three reasons:  

(a) they believe many people will solve the problems badly if left to their own 
devices;  

(b) they provide investment products that are poorly provided by the private 
sector, such as annuities; and  

(c) they provide “insurance” protection to ensure people have some resources 
in retirement even if they suffer catastrophic investment returns.  

 
Internationally, most governments intervene by regulating financial providers, by 
providing people with information that can assist them save and invest, by subsidising 
savings, and by implementing mandatory schemes. The mix of these four choices 
depends on the extent that governments believe people can solve the saving 
“problems”. The aim is that most people will not reach retirement age and regret 
either the amount they saved or the way they invested. 
 
New Zealand has smaller mandatory, tax-sheltered, or subsidised saving schemes than 
most other countries. The relatively limited use of compulsion and subsidised saving 
schemes seems to reflect a belief that most people can adequately solve the saving 
problems, and a belief that the costs of compulsion and subsidies are very high.   

 
Reasons for mandatory saving schemes. 
 
The World Bank’s conceptual framework for pensions includes two core objectives of 
the pension system (Holzmann, Paul et al 2008): 

1. Protection against the risk of poverty in old age 

2. Consumption smoothing from work to retirement 

The principal objective of NZS appears to be preventing poverty among the elderly.  
Current settings appear to be effectively addressing this objective, with those 65 and 
over experiencing relatively low hardship rates (Perry 2009). 
 
There are four main reasons why Governments use mandatory saving schemes to 
achieve these objectives.  
                                                 
3 The problems of self control and the difficulty of making good investment decisions are the subjects 
of large behavioural economics literature. See for example Strotz (1955); Kahneman and  Tversky 
(1979); Schelling (1984); Laibson (1997); Laibson, Repetto, and Tobacman (1998); Rabin (1998); 
Loewenstein (1999); Camerer and Loewenstein (2004); Glaeser (2004); Camerer, Loewenstein, and 
Prelec (2005). 
 



 

 

 
(1) Governments impose mandatory schemes to make people save a minimum 

amount for their retirement, because many people find it difficult to correctly 
calculate the amounts they should save, or find it difficult to discipline 
themselves to save this amount. These difficulties are accentuated when there 
are large increases in life expectancy.  
 

(2) Governments impose mandatory schemes to protect individuals and whole 
cohorts against catastrophic investment outcomes. Many people find their life 
savings are unexpectedly wiped out by wars or disasters, by theft, by inflation, 
because loans are not repaid or because of the firms they own fail. Mandatory 
schemes that provide a government guaranteed pension, and mandatory 
schemes that require investments in diverse asset portfolios, provide insurance 
against these catastrophic investment outcomes. They also provide protection 
against unscrupulous agents who have large incentives to take advantage of 
savers. 
 

(3) Governments impose mandatory schemes to avoid the “rational prodigality” 
problem  - that some people deliberately under-save while working in order to 
take advantage of a government provided welfare benefit when retired. 
Because most governments provide some means-tested welfare benefits to 
ensure their citizens are not in poverty, there would be incentives for some 
people to consume most of their income while working, and rely on the benefit 
while retired if pension schemes were not mandatory.  One solution to this 
problem is to force people to save when they are working.4  
 

(4) Governments impose mandatory schemes to ensure that if people rely on 
government payments in old age because their investments go sour, they will 
have contributed to the government while they were working. Mandatory tax 
contributions can be considered an insurance premium that is paid to the 
government in return for a guaranteed retirement income should their 
investment strategies not work. A mandatory tax-funded pension scheme also 
solves the moral hazard problem whereby people adopt unduly risky 
investment strategies in anticipation that they keep the bulk of the returns 
should an investment do well, and a pension if it does not. 

 
The costs of mandatory saving schemes. 
 
Each type of compulsory scheme has various costs and benefits. The three main costs 
are: 

 the “timing cost” – people are forced to save at times that may be inconvenient  
 the “portfolio cost” – people are forced to invest in assets that they do not wish 

to purchase.  
 the “work disincentive cost” – people have less incentive to participate in the 

paid workforce if the retirement income received is only weakly related to the 
funds contributed through mandatory taxes or compulsory superannuation 
deductions.  

                                                 
4  Other solutions to the rational prodigality problem exist. For example, Governments could provide 
small saving subsidies to ensure low income people save for retirement (Homburg 2006). 



 

 

 
 
 
The timing cost 
Saving and dissaving mean households can consume at different times than they earn 
income. Choosing the timing of consumption can enormously enhance people’s 
enjoyment of life. It means they can consume more at times of low income, and 
reduce consumption at times of high income. It means they can spend more when 
young and healthier, or indulge in luxuries when older, or increase spending when 
they have families. It means they can afford “lumpy” expenditures, such as expensive 
holidays. It means they can respond appropriately to misfortune or accidents. 
 
Individuals and households are best placed to decide when they should spend.  
Individuals and households are also best placed to decide when to save, because 
households differ when they earn income and when they want to spend. Mandatory 
savings schemes can help people improve the timing of their consumption decisions if 
they find saving or investment difficult, by ensuring they have adequate resources in 
old age. Nonetheless, forcing people to save at particular times can be very costly if it 
changes their desired consumption patterns.  
 
Mandatory saving schemes do not alter the consumption decisions of everyone who 
makes contributions. Many people wish to save more than the mandated contribution, 
so they do not have to change their consumption patterns but merely reduce the 
amount they would have saved privately. Others may have accumulated wealth or can 
borrow, so can maintain consumption patterns by changing their private asset 
holdings.  The people who are most affected by compulsory schemes are those who 
have few assets and who cannot borrow, or who can only borrow at very high interest 
rates – typically younger, low income people, or people with many children. These 
people are ordinarily able to save at other stages of their lives, so mandatory tax 
payments or compulsory saving contributions can impose considerable hardship or 
reduce the opportunity to enjoy life. Since mandatory saving schemes have their 
largest effects on those who cannot alter their financial arrangements to avoid them, it 
is often quipped that compulsory saving schemes only raise savings to the extent that 
they reduce welfare.  
 
The portfolio cost 
The portfolio cost occurs when a compulsory saving scheme or tax-funded pension 
scheme causes people to hold different assets than they would have otherwise chosen. 
There are three main circumstances where this can cause significant costs.  
 

(1) Many business owners or potential business owners will be unable to raise a 
sufficiently large deposit to start businesses, or reinvest in their businesses, or 
repay debt to the extent they would like, preventing the expansion of their 
businesses. 
(2)Many young households will be unable to amass a sufficiently large deposit, or 
have enough free cashflow to pay a mortgage, delaying the time until they can 
purchase a first house or upgrade to a larger house.  
(3) Many households will repay mortgage debt more slowly than they otherwise 
would.  
 



 

 

The first two of these costs can occur in most mandatory schemes. The size of the 
third cost depends on the tax system. In New Zealand there is a tax advantage to 
repaying private mortgage debt rather than accumulating financial assets, because the 
returns to saving are taxed but mortgage interest payments are not tax deductible.  
This raises the individual (but not necessarily the national) costs of a mandatory 
saving scheme, to the extent it prevents individuals from repaying their mortgages.   
 
Furthermore, only certain investments are permissible in most mandatory schemes. 
People who would prefer to invest in other types of assets – perhaps including direct 
investment in shares or property – are prevented from doing so.  So the mandatory 
scheme distorts investment decisions.  
 
The work disincentive cost 
The work disincentive cost occurs if high marginal taxes make additional paid work 
not worth-while and people are deterred from participating in the paid workforce – or 
enticed to work in other countries. This is mainly a problem of tax funded tier 1 and 
tier 2 pensions where there is only a weak relationship between the taxes paid and the 
amount of pension received. The problem is most acute for people  whose attachment 
to the local workforce is weakest, particularly younger people who may migrate, older 
people who may elect early retirement, and parents contemplating part-time work.  
 
One of the main advantages of compulsory saving schemes over tax-funded pension 
schemes is that they reduce work disincentive costs.  
 
Age dependent taxes and contributions 
The timing, portfolio and disincentive costs of mandatory saving schemes largely 
arise when households cannot easily adjust the amount they save, or how they save, 
but can adjust their work effort.  Consequently, the costs of compulsion are reduced if 
saving is compulsory only at times in people’s lives when the costs are least,  
typically when people are older, for then they typically have greater wealth, higher 
incomes, and fewer children at home. The disincentive costs are minimized when 
people have the greatest commitment to the workforce, and to working in New 
Zealand, which is in middle age.  For these reasons, the costs of mandatory saving 
schemes are minimized by having an age-dependent contribution structure, with 
contributions rising with age and peaking in middle age. For example, a compulsory 
scheme could have a 2 percent contribution rate at ages under 50, and an 8 percent 
contribution rate at ages 50 – 65, or a tax-funded pension scheme could have an 
income tax surcharge for people over 50.5 Switzerland has a mandatory pension 
scheme where the contributions vary by age. 
 
Reasons for Subsidised Voluntary Saving Schemes. 
 
The disadvantages of mandatory systems are mitigated if the contributions occur later 
rather than earlier in life – or if people can choose the timing and type of assets they 
wish to purchase. For these reasons, it may be preferable to have a relatively modest 
mandatory scheme supplemented by subsidized or voluntary savings. The subsidies 
should be designed to induce people to increase their savings if they are inadequate, 
and to choose assets that minimize the risk of catastrophic investment outcomes.  

                                                 
5 Age dependent taxes and contributions are discussed in Banks and Diamond (2010).  



 

 

 
The disadvantages of providing incentives for retirement saving relate to the fiscal 
cost. The costs of these schemes have to be paid by raising taxes or by cutting other 
forms of expenditure. These costs mean that even if incentives increase household 
saving, the increase in national saving will be smaller – and national savings could 
even fall if households do not change their saving, but merely transfer assets from 
unsubsidised to subsidised forms.  
 
Recent surveys suggest that that approximately 60 percent of the money placed in 
KiwiSaver would have been saved in other forms if KiwiSaver had not been 
introduced– or, equivalently, that only 40 percent of contributions reflect new saving 
(Scobie, Meehan, and Law 2010). In Section XXX it is estimated that KiwiSaver has 
raised household saving by 0.8 percent of GDP, but that the fiscal cost is 0.7 percent 
of GDP, so that national saving has only increased by 0.1 percent of GDP.  While 
these figures suggest that KiwiSaver may not raise national saving rates by much in 
the short term, the long term effects on wealth accumulation are likely to be larger for 
two reasons. First, improved portfolio diversification is likely to mean the return to 
savings increases. Secondly, the net gain in household saving is likely to be greater 
from new, young entrants into KiwiSaver than from older entrants into KiwiSaver 
who are in a position to reduce their other savings. The fraction of these entrants will 
increase over time.  
 
Australian studies produce estimates of the effect of their compulsory system on net 
household savings are broadly consistent but higher than these estimates. Households 
increase their total saving by approximately 60 percent of the amount in their 
compulsory accounts. The higher number probably reflects the greater (compulsory) 
coverage compared to KiwiSaver, as many of those not in KiwiSaver are likely to be 
saving little. The larger size and greater coverage of the Australian scheme means it 
has raised household saving by over 2 percent, and national saving by 1 percent. The 
Australian scheme is described in further detail in section XXX (Appendix_ Australia 
- superannuation and the household sector). 
 
New Zealand retirement income schemes  
 
New Zealand Superannuation  
 
New Zealand’s tier 1 scheme is New Zealand Superannuation.  The principal 
objective of New Zealand Superannuation appears to be preventing poverty among 
the elderly. It is a generous tier 1 scheme by OECD standards,  and current settings 
appear to be effectively achieving this objective, with those 65 and over experiencing 
relatively low hardship rates (Perry 2009) 
 
While age pensions are often means tested, New Zealand Superannuation is universal, 
being available to all persons over 65 who meet residency requirements. The level of 
New Zealand Superannuation is tied to wages, with the post-tax level of pension for a 
couple being equal to at least 66% of the net post-tax average wage. The level for an 
individual is set relative to the level for a couple.6 

                                                 
6 The current standard rate of NZS for a married couple, with both qualifying, is $561.24 per week 
($280.62 each).  A single person living alone receives 



 

 

 
New Zealand Superannuation provides the highest gross payment in the OECD:  39 
percent of average earnings,compared to 27 percent across the OECD.7 While the 
basic retirement pension is generous, the lack of a tier 2 scheme means average 
retirement benefits are low by OECD standards.  
 
KiwiSaver 
 
Most OECD countries supplement mandatory Tier 1 and Tier 2 pensions schemes by 
providing incentives for voluntary retirement saving  - Tier 3 systems. In the majority 
of these countries, people have the option of placing  their savings in special 
retirement saving funds that are subject to expenditure tax rather than income tax 
treatment. Typically these funds are subject to “EET” tax treatment: income that is 
transferred to these schemes is exempt from tax when earned, capital income in these 
schemes is exempt from tax as it accumulates, but payments from the schemes are 
taxed when withdrawn. New Zealand curtailed its EET retirement tax scheme in 1989, 
and is considered to have amongst the least generous tier 3 schemes in the OECD 
(Whitehouse 1999).  
 
New Zealand’s tier 3 scheme is KiwiSaver.  KiwiSaver is a voluntary retirement 
savings scheme which attracts contributions from employers and government 
incentives. Employees who join the scheme put at least 2% of their income into the 
scheme, and this is matched by a 2% contribution from their employers. Government 
makes an initial contribution of $1000 when a person joins the scheme, and provides 
an annual tax credit of $1024, provided that the person makes contributions of $1024 
or more over the year. Income earned in KiwiSaver accounts is taxed. The 
Government does not provide tax concessions for other long term savings schemes.     
 
The stated objective of KiwiSaver, as set out in the KiwiSaver Act, is:  

To encourage a savings habit and asset accumulation amongst individuals who 
may not be in a position to enjoy standards of living in retirement similar to those 
in pre-retirement 

This is based on the premise that KiwiSaver provides a top-up to NZS for a particular 
group.  The target group is implicitly middle-income earners, given that NZS provides 
an adequate replacement rate for low-income earner, while those in the upper three 
income deciles typically have substantial retirement wealth. 
 
Australia 
The Australian tier 1 scheme is a means tested age-related pension. In 2009, 55% of 
Australians over 65 received the full pension, while 25% received a partial pension, 
and 20% did not receive any. The superannuation guarantee system forms tier 2. 
Under this scheme employers are required to contribute 9% of employee’s earnings 
(with a maximum level of 2.5 times the average wage). Employer contributions are 
taxed, but at a concessional rate. Tier 3 includes other tax concessions which are 
aimed at encouraging additional voluntary retirement saving. These concessions 
largely focus on increasing the contributions of employees and employers to 
superannuation funds. 
 

                                                 
7 OECD (2009). See the discussion in Whiteford (2010) 



 

 

The case for reforms in New Zealand   
 
There are five basic arguments why New Zealand may need to modify its current   
retirement saving schemes. 

 Concern that households are not saving enough. 
 Concern that the nation is not saving enough. 
 Concern that population ageing will place upward pressure on taxes in 

the future. 
 Concern that KiwiSaver is an expensive way of achieving its goals. 
 Concern that KiwiSaver does not adequately lead to investment 

diversification and doesn’t provide annuities. 
 
The case that households and the nation are not saving enough has been made in 
section XXX. The extent that changes to the current scheme will increase saving rates 
and accumulate additional wealth is contentious, as changes to mandatory and 
subsidised schemes will be offset to some extent by a reduction in other forms of 
saving. The consensus view is that if the government imposes additional mandatory 
forms of saving, and saves any additional taxes levied to provide future pension 
benefits, national saving is likely to increase.  
 
If the current policy parameters for New Zealand Superannuation are maintained, 
population ageing means the net cost to the Crown will rise from the current 3.7% of 
GDP to about 6.9% of GDP by 2060.8 This increase reflects a permanent change to 
the age structure of the population arising from increasing longevity and declining 
fertility. Under the current pay-as-you-go structure of New Zealand Superannuation, 
these funds will have to be met from additional taxes. These tax increases will 
increase the costs of compulsion, not just because they raise the work discincentive 
costs associated with New Zealand Superannuation, but because an increasing number 
of people will find they are paying higher taxes and reducing their consumption at 
particularly inconvenient stages of their lives.  
 
The concerns about KiwiSaver are essentially twofold: that the subsidy costs too 
much for the amount of “good” KiwiSaver is achieving; and that, given its costs, 
KiwiSaver could be structured so that it achieves more, particularly in terms of asset 
diversification. Whether or not the stated purpose of KiwiSaver is being achieved is 
not yet clear.  According to the KiwiSaver Survey of Individuals, it seems that 
KiwiSaver has led to some people joining the scheme who do not think they would 
have saved otherwise, although much of this may be due to the government subsidies.  
There may also be a significant amount of KiwiSaver subsidies going to people 
outside the target group.  It is too early to tell whether KiwiSaver will encourage long-
term saving habits and higher living standards in retirement. 
 

                                                 
8 New Zealand Superannuation payments are subject to income tax which is withheld by the Crown so 
the net effect on the rest of the Crown’s finances is NZS payments to recipients (less PAYE tax) plus 
capital contributions minus capital withdrawals minus tax paid by the Fund on its taxable income.  
[Note that the tax rate is taken into account in the capital contribution calculation, with the result that 
the net flows from the Crown are about the same, regardless of the tax rate.] 



 

 

Criteria for evaluating reforms 
Reforms to achieve the objectives can be assessed against several criteria: 
contribution to output and growth, adequacy, affordability, sustainability, equity, 
predictability and robustness.   A discussion of each of these is given below. 
 
Contribution to output and growth:  
The central tenet behind this criterion is that pension benefits are claims against future 
economic output.  Thus, pension systems must contribute to growth and output to 
support the promised benefits. Although this is a ‘secondary evaluation criterion’ in 
the World Bank’s framework, it is of central importance to the SWG.  Considerations 
here include whether reforms: 

1. Increase the quantity and/or quality of national savings 

2. Improve the efficiency and structure of the KiwiSaver industry 

3. Contribute to capital market development 

4. Minimise labour market distortions 

Adequacy 
An adequate system is one with benefits that are sufficient to prevent old-age poverty 
in addition to providing a reliable means to smooth lifetime consumption. 
 
As noted above, given the current NZ Superannuation settings, KiwiSaver focuses on 
the consumption smoothing aspect of adequacy.  Its behavioural design aspects may 
facilitate savings by assisting individuals to overcome issues such as inertia, and 
contributions are linked to earnings.   Questions that may be considered here include 
whether KiwiSaver is increasing the level and/or quality of individual savings, and 
whether the default contribution rate is appropriate.   
 
In addition to the direct ways in which KiwiSaver may contribute to adequacy, it may 
also contribute indirectly by improving financial and investment literacy. 
 
Affordability 
This criterion refers to the affordability of the system for individuals as well as fiscal 
affordability.  For KiwiSaver, the individual-level considerations include what the 
contribution rates should be.  Fiscal considerations include the level and form of 
incentives. 
 
Sustainability 
A sustainable system is one that can be maintained into the foreseeable future.  For 
example, a relevant question here is whether a proposed option is likely to get 
widespread and durable political support? 
 
Equity 
Proposed options should consider intra- and inter-generational equity.  
Intragenerational equity considerations include: the degree to which the system 
features income redistribution, whether the same level of contributions equates to the 
same level of benefits, and the extent to which those who save more or work longer 
are rewarded.  Intergenerational equity questions include the degree to which 
retirement income costs are funded by the same generation that receives them. 



 

 

 
Predictability 
To what extent are benefits of the system predictable?  For KiwiSaver, this may 
include considerations of the decumulation phase and the role of products such as 
annuities. 
 
Robustness 
A robust system has the capacity to withstand major shocks, including those coming 
from economic, demographic and political volatility. 
 
The five options for reform 
 
(1) Modifications to the present system  
 
Option 1: New Zealand continues the current tax-funded “defined benefit” pension 
scheme, possibly modifying aspects of the scheme such as the amount of the benefit or 
the age of entitlement. 
 
As changes to the age of entitlement are excluded from the Saving Working Group’s 
terms of reference, they are not discussed here except as a means of framing the issue.  
 
The Saving Working Group broadly supports the structure of New Zealand 
Superannuation. It is straightforward, effective at reducing poverty in old age, and, by 
overseas standards, low cost.  
 
There are two primary reasons for reform. 

(a) The current structure of New Zealand Superannuation means it contributes 
little to national saving.  

New Zealand Superannuation is primarily a pay-as-you-go system, and as such 
contributes nothing to the saving rate or to accumulated savings. However, this is a 
function of the decision to fund retirement payments on a pay-as-you-go rather than 
save-as-you-go basis, rather than its basic parameters such as entitlement rules or 
level.  
 
The Government could temporarily increase taxes, cut costs, or otherwise increase its 
net revenue to increase the extent that New Zealand Superannuation is funded on a 
save-as-you-go basis. Ultimately this would increase national wealth and allow lower 
taxes or higher expenditure while maintaining the same level of New Zealand 
Superannuation benefits. In the interim, it would increase saving rates.  
 
The Government began using the New Zealand Superannuation fund to prefund New 
Zealand Superannuation in 2002, but contributions were put on hold in 2009. The 
Sawing Working Group recommends that one of the easiest ways for the Government 
to increase national savings is to raise taxes or cut expenditure and use the funds to 
recommence contributions to the New Zealand Superannuation Fund.  
 

(b) In its current structure, New Zealand Superannuation will require 
significantly higher taxes as the population ages.  

 



 

 

Under current parameters, by 2060 population ageing will mean additional tax 
revenues equal to 3.2% of GDP will need to be raised to fund New Zealand 
Superannuation. An across the board increase in income taxes or GST will accentuate 
the problems with mandatory saving schemes, increasing saving at inconvenient 
times, and reducing incentives to participate in the workforce. 
 
There are three possible responses to reduce the long term costs associated with 
population ageing within the current structure of New Zealand Superannuation. 

(i)The level of the pension is reduced, or eligibility criteria are tightened, most 
easily by raising the age of entitlement. 
 
(ii) New Zealand Superannuation is partially or fully prefunded, as in the long 
term this lowers the amount of taxes needed to support any level of pension. 
This requires higher taxes in the transition period, to avoid even higher taxes 
in the long term. 
 
(iii) Additional taxes to fund future pensions are levied in a manner that 
minimizes their impact on households, possibly by implemented an age-
related tax surcharge on middle-aged people in order to fund the age-related 
pension.  
 

Option 2: New Zealand continues the current tax-funded “defined benefit” pension 
scheme, but changes the incentives to encourage voluntary savings that would 
supplement pension payments.  
 
The primary reason for this reform is to make KiwiSaver a more effective means to 
enable individuals and households to enhance their retirement income, rather than to 
address the problems that associated with New Zealand Superannuation. Note that the 
impetus for modifying KiwiSaver would be enhanced if the level or eligibility criteria 
of New Zealand Superannuation were tightened.  
 
There are two main reasons to modify KiwiSaver: to reduce its cost; and to make it 
better.  
 
There are two ways to consider the fiscal costs of KiwiSaver. The first way is to 
consider how much additional saving, and how much additional portfolio 
diversification is the result of KiwiSaver, and to compare this against the costs of the 
subsidies. Most New Zealand studies have followed this approach. Since the fiscal 
cost is straightforward to calculate, most studies have estimated how much new 
saving has occurred as a result of KiwiSaver. These estimates are discussed in section 
XXX below[KiwiSaver Options_ KiwiSaver and national saving]. The estimates are 
low, as many older participants in KiwiSaver have simply rearranged their financial 
affairs to get the KiwiSaver subsidies, and so have not increased their saving. Most of 
these estimates have ignored the potential benefits of portfolio diversification. 
Implicitly, the cost of KiwiSaver is being compared against the cost of not having a 
subsidized saving scheme. 
 
The second approach is to compare the costs of KiwiSaver with various alternative 
schemes that governments around the world have used to solve the saving problems. 
Because KiwiSaver subsidies are capped, by international standards the scheme is 



 

 

inexpensive.  (The schemes in most OECD countries that offer investors the 
opportunity to use retirement saving schemes that are taxed on an expenditure tax 
basis are much more expensive, as high income people get much larger benefits than 
low income people.)  If KiwiSaver achieves its aims of increasing saving and 
increasing investment diversification by those who find it difficult, it can be 
considered good value compared to other schemes. If the benefits of portfolio 
diversification are difficult to measure, but are believed to be large, this may be the 
best way of evaluating KiwiSaver rather than simply comparing the additional 
quantity of saving and the fiscal cost of KiwiSaver with the alternative of doing 
nothing.  
 
A detailed discussion of KiwiSaver and various recommendations for modifying 
KiwiSaver are discussed in section XXX below. Some of these recommendations are 
intended to improve KiwiSaver if it remains a voluntary scheme, and some would 
apply if KiwiSaver were voluntary or compulsory.  
 
Option 3: New Zealand continues the current tax-funded “defined benefit” pension 
scheme, but supplements it with a “defined contribution” compulsory retirement 
saving scheme. 
 
In this option, a compulsory saving scheme is adopted to enable individuals and 
households to enhance their retirement income in addition to New Zealand 
Superanuation. New Zealand Superannuation would remain in its current form 
although could be changed in the ways outlined in option 1. This option could be 
implemented by making KiwiSaver compulsory. 
 
There are two main reasons to make KiwiSaver compulsory. 

(a) To increase the coverage of KiwiSaver, to ensure all New Zealanders are 
saving for their retirement and are investing in appropriate classes of assets. 
Currently XX% of New Zealanders between 18 and 65 belong to KiwiSaver. 
This would be increased to 100 percent.  

  
(b) To reduce the cost of KiwiSaver subsidies. If KiwiSaver were compulsory, 

there would be no reason to subsidise it, although subsidies could still be 
offered. This would reduce the amount of taxes needed to fund KiwiSaver, and 
lower the costs imposed by higher taxes. Taxes would still need to increase to 
fund New Zealand Superannuation, however. 

 
Against these benefits are the disadvantages associated with the timing cost and the 
portfolio cost. If KiwiSaver were compulsory, a large number of people would find 
themselves saving at particularly inconvenient times, or unable to accumulate the 
assets they wish to accumulate, such as a deposit on a house or business. These costs 
would depend on the size of the contributions. If the rate were small, as it currently is, 
these costs would not be too high, but amounts saved and invested would not be large 
either.  One solution may be to make compulsory contributions increase with age, for 
then the timing and portfolio costs would be minimized for any amount saved.   
 

 
(2) Options for Radical Change  
 



 

 

The radical change options would entail New Zealand adopting a mandatory saving 
scheme with a large tier 2 component similar to those in most OECD countries. These 
schemes have a smaller basic pension than New Zealand, but pensions increase with 
the size of contributions. If either option were adopted in New Zealand, the size of the 
New Zealand Superannuation pension should be reduced, or means tested.  
 
These options should be introduced on a phased-in basis, so that both additional 
payments and future pensions only apply to people who are currently below a certain 
age. To preserve intergenerational equity, it may be necessary to impose additional 
taxes on older age groups or on all people to ensure funding for New Zealand 
Superannuation continues.  
 
These advantages and disadvantages of these schemes are considerable, and these 
schemes are the schemes of choice in most OECD countries (OECD 2009; Whiteford 
and Whitehouse 2006). Adopting one of these schemes would entail a radical change 
for New Zealand, but one that may be welcomed by younger people, who would be 
the prime beneficiaries. If one were adopted, they would retire with a very different 
pension scheme that current retirees, or the pension scheme facing currently older 
workers.  
 
 
Option 4: New Zealand adopts a mixed “defined benefit/contribution” pension 
scheme, funded by a social security tax, that provides the current pension plus higher 
retirement incomes to those who have paid more taxes. 
 
Option 4 entails adopting a system similar to those adopted in the United States and 
most European countries. In these systems, individuals and their employers pay social 
security taxes on their labour incomes when working. In the United States, individuals 
and employments each contribute 8.25 percent of their income up to $90000. 
[CHECK] When they retire, they and/or their spouse receives a pension that is related 
to their total contribution. The amount they receive is not directly related to their 
contributions, but those who contribute more receive more than those who contribute 
less. In the United States, payments are related to the total amount contributed over a 
35 year period. In some European countries, payments are related to their final salary. 
The payments are mixed defined benefit/defined contribution as they depend on 
contributions but not on investment returns.  
 
A tier 2 pension scheme can operated on a pay-as-you-go or a save-as-you-go 
(prefunded) basis. The Saving Working Group strongly recommends that if this 
option is adopted, it be funded on a save-as-you-go basis, for otherwise it will not 
increase national saving and wealth. For this reason, it should be introduced on a 
phased-in basis for younger working age people, so that they have time to accumulate 
sufficient balances. The contributed taxes would be kept and invested by the 
Government in a separate fund. The main issues concerning pay-as-you-go and save-
as-you-go funding are discussed in section XXX. 
 
A prefunded tier 2 tax-pension scheme has several advantages.  

 It raises national saving and asset accumulation.  
 It provides greater resources in retirement for most people on average and above 

average incomes.  



 

 

 It mitigates the work disincentive problem associated with taxation.  
 It means people have retirement income from diversified asset portfolios. 
  

Offsetting these advantages are two disadvantages. 
 They increase the timing and portfolio problem unless the social security tax 

payments are increasing in age 
 If the tier 1 pension is cut, they increase poverty amongst those retired people who 

earned little when working. 
 
The advantages and disadvantages of these schemes are considerable. Many of the 
advantages for national saving will only occur if the scheme is prefunded, and would 
occur if New Zealand Superannuation were prefunded. The phased in introduction of 
a dedicated social security tax provides an attractive means of prefunding a future 
pension scheme, even though this means that taxes would need to be increased during 
the transition phase.  
 
The main disadvantages of these schemes is that they acerbate the timing and 
portfolio costs associated with pension schemes. These disadvantages are avoided if 
the scheme is voluntary – that is, if option 2 is adopted – but then fewer people will 
solve the saving problems. A decision to adopt option 4 rather than option 2 therefore 
depends on a view of the relative size of the timing, portfolio, and workforce 
disincentive costs.  
 
Option 5: New Zealand replaces the current tax-funded “defined benefit” pension 
scheme with a full-scale “defined contribution” compulsory retirement saving 
scheme.  
 
Option 1 
Modified New Zealand 
Superannuation 
 
Current KiwiSaver 

Problem addressed 
The PAYGO structure of New Zealand Superannuation does not contribute to 
saving or wealth. 
Population ageing requires future increase in taxes or reduction in other 
expenditures 
 
Possible Solutions 
(a) Temporarily increase taxes to prefund New Zealand Superannuation. 

- raises national saving and wealth accumulation 
- allows lower long term tax rates. 
 

(b) Raise age of entitlement or other eligibility criteria, or lower the benefit 
- no direct effect on saving. 
- allows lower long term tax rates. 
- raises incentive to save, but doesn’t help solve the “saving 

problems.”  
 

 



 

 

Option 2 
Current New Zealand 
Superannuation 
 
Modified KiwiSaver 

Problem addressed 
KiwiSaver subsidies have a high fiscal cost. 
KiwiSaver does not improve investment portfolio returns enough. 
 
Possible Solutions 
(a)Reduce/ restructure KiwiSaver subsidies 

-lowers fiscal cost and raises national saving. 
-small effect on  households saving as many people will still save 
-lower take-up, so providing less help to solve the “saving problems”  

 
(b) Provide better default options for KiwiSaver 

- likely to improve investment returns due to lower transaction costs and 
better portfolios. 

- no change to fiscal cost, but makes KiwiSaver more attractive 
 
(c) Enable retirees to purchase annuities/ additional pension entitlements/ index 
linked bonds 

-will  improve investment options when retired. 
- no change to fiscal cost, but makes KiwiSaver more attractive 

 
 
Option 3 
Current New Zealand 
Superannuation 
 
Compulsory KiwiSaver 

 
Problem addressed 
KiwiSaver subsidies have a high fiscal cost. 
Many people do not use KiwiSaver  
 
Possible Solutions 
(a)Compulsion can be used to eliminate subsidies.  

-eliminates fiscal cost and raises national saving 
-raises household saving, as some people forced to save more 
-higher take-up, so providing less help to solve the “saving 
problems”  
-taxes are lower than otherwise, due to lower fiscal cost, but still rise 
due to effect of population ageing on New Zealand Superannuation.  
-forces people to diversify their assets. 
  

-causes significant inconvenience for many people, particularly younger 
and low income - people, as forced to save at inconvenient times. 

-causes significant inconvenience for many people, particularly 
young people and small business owners, who are forced to hold 
assets in an inconvenient form.  

 
(b) Option improvements to Kiwisaver will improve compulsion as well.  
 

 
Option 4: 
Reduced New Zealand 
Superannuation 
 
Defined benefit income-based 
(tier 2) pensions funded by 
social security taxes. 

Problem addressed 
Many middle income New Zealanders save too little to maintain consumption 
levels in retirement. 
Many middle income New Zealanders invest poorly. 
Population ageing means taxes will need to be raised to maintain current 
levels, increasing workplace disincentives.  
National saving levels are too low.  
 
Possible Solutions 

 
A tier 2 “defined benefit” system funded by a social security tax and 

introduced on a phased in save-as-you-go basis for people below a certain age 

will, and a concurrent cut in the tier 1 pension level will 

-raise national saving levels  
-provide greater resources in retirement 
-mitigate the work disincentive problem associated with taxation.  

 
-increase the timing and portfolio problem unless the social security 



 

 

tax payments are increasing in age 
- increase poverty amongst those retired people who earned little 
when working, if the tier 1 pension is cut. 

 
Option 5: 
Reduced New Zealand 
Superannuation 
 
Defined contribution (tier 2) 
pensions  funded by a 
compulsory saving scheme. 

Problems Addressed 
Many middle income New Zealanders save too little to maintain consumption 
levels in retirement. 
Many middle income New Zealanders invest poorly. 
Population ageing means taxes will need to be raised to maintain current 
levels, increasing workplace disincentives.  
National saving levels are too low.  
 
Possible Solutions 

 
A tier 2 compulsory saving scheme introduced on a phased in save-as-you-go 

basis for people below a certain age will, and a concurrent cut in the tier 1 

pension level will  

-raise national saving levels  
-provide greater resources in retirement 
-mitigate the work disincentive problem associated with taxation.  

 
-increase the timing and portfolio problem unless the social security 
tax payments are increasing in age 
-increase poverty amongst those retired people who earn when of 
working age, if the tier 1 pension is cut. 
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