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Introduction

With volatile markets, lurking predators, growing offerings of synthetic products, a vigilant press, compliance and corporate governance issues, diminished returns, unhappy fund members and prospects of further legislative change make life for today’s boards and trustees far from easy.

New regulatory framework

You would all be aware that in the wake of the 1997 Wallis Report, Australia’s financial systems underwent a major restructure and rationalisation.  APRA was created to look after the prudential side of things, while ASIC concentrated on disclosure and consumer protection measures. Responsibility for small self managed super funds was transferred to the Australian Taxation Office. 

In August 2001, my Committee presented its first report on the regulatory framework. The report was one of three which we presented on prudential supervision and consumer protection for superannuation, banking and financial services in the last Parliament. 

The Committee found that the current arrangements were complex and confusing and that more needs to be done to improve the awareness of the roles of the regulators, especially to clarify the respective roles of APRA and ASIC.  The Committee also recommended streamlining the entry point for consumers and others by having a one-stop shop for regulatory and consumer affairs.

We also found that, while ASIC was operating effectively at the time,  there was scope for APRA to improve its performance as the major prudential regulator, especially in the regulation of small to medium superannuation funds. Thankfully improved performance from APRA is now emerging.

What has been surprising is that, given the high powered composition of the APRA Board, that this competency has not shown itself evenly across the day to day operational performance of APRA, or in terms of the quality of advice to government about closing deficiencies in the law. For example, it took a government commissioned report from an APRA Board member to produce recommendations that should have flowed earlier and automatically from the Board to the Government.

The collapse of Commercial Nominees was just another tangible example of our concerns. Commercial Nominees was an APRA approved trustee for three public offer superannuation entities and about 500 small super funds with fewer than five members. CNAL engaged itself in inappropriate investments, cosy deals, non-arm’s length transactions, failure to adequately disclose its investments to members and inappropriate management procedures. With other corporate collapses such as HIH, the role of the regulator has come under closer scrutiny.

In response to the concerns raised by the Committee in its second report on some case studies, including Commercial Nominees, EPAS (the Employee Productivity Award Scheme), the Queensland Hairdressers, and the Law Employees Super Fund in Queensland, the Government commissioned Don Mercer to head up a Superannuation Working Group to examine options for improving the safety of superannuation. The report of the Group was released at the end of October and the Government’s response to its recommendations is encouraging. In particular requiring trustees to be licenced will go along way towards improving the standards of stewardship by trustees.

My Committee was also pleased that the Government has acted to provide financial assistance to those small APRA funds which lost money through the collapse of Commercial Nominees. 

The Government has now responded to the Committee’s first and second reports with fairly positive results. (see Hansard 11/11/02)

Global financial services

The Government has recently responded to our report on the opportunities and constraints for Australia to become a centre for the provision of global financial services. (see Hansard 14/11/02)

This report contained some significant recommendations aimed at promoting Australia’s competitive advantages, maximising the opportunities for Australia to become a centre for the provision of global financial services, improving the efficiency with which Australian financial services can be delivered and so improving Australia’s potential to become a global financial services centre.

This report achieved a high degree of acceptance in the business community and I am pleased that the Government has supported most of our recommendations. We now look forward to the implementation measures.

Bills inquiries

Recently my Committee has been involved in a number of inquiries related to the Government’s proposals to introduce a co-contribution for low income earners, reduce the surcharge and introduce the concept of choice to superannuation fund members.

I’ll speak about each of these in turn.

Co-contribution and surcharge

The bills to implement the government co-contribution and reduce the surcharge were introduced as a package, and debated in the Senate the week before last.

When the Committee conducted its inquiry, it was clear from the evidence received that there was a good deal of support for the co-contribution concept. The Committee also noted calls for its scope to be further extended in later years as Budgets permit. Most members of the Committee considered that, despite some limitations with the proposal, it was an important step in assisting a targeted group of taxpayers to boost their retirement savings.

My views on the surcharge are well known and were reinforced during the inquiry. It is an administratively complex and inefficient tax which imposes unnecessary burdens on all fund members, and especially on members of defined benefit schemes. Despite some concerns on equity grounds, which are already addressed by measures such as the aged-based contribution limits, and reasonable benefit limits, much of the evidence to the inquiry supported the reduction of the surcharge as a first step in the reduction of front-end taxes.

I was shocked in the Senate when the Bills were debated to find that the Opposition would not support the package which would assist low income earners at the same time as reducing the surcharge from 15 per cent to 10.5 per cent over three years.

I note that ASFA and IFSA have jointly called for the politicians to break the impasse over the bills.

Choice of fund 

Those of you that have been following the history of choice will recall that it has been Government policy since 1996 and has been rejected by the Senate on two previous occasions. The philosophy is great but the framework supporting the present bill needs further refinement.

While there are significant enhancements in the present bill, and most heartily endorse the concept of choice, the framework and the compliance reforms need further work, including, in particular, the proposed arrangements for:

· the default fund;

· defined benefit schemes;

· death and invalidity insurance; 

· death benefits.

Witnesses were also concerned about:

· the compliance burden on businesses;

· the impact of fees and charges;

· the level and nature of employer fines, including whether the proposed arrangements were constitutional, raising questions about the enforceability of the penalty provisions; and
· clarify the proposed details of the arrangements for portability.
Portability

During the inquiry, the Government released a consultation paper on portability.  Under the proposed arrangements, portability would relate to the balance of existing funds at 1 July 2004, while choice would relate to contributions made after the same date.

Portability could be argued to be more significant than choice itself because it permits people to actually move between funds while choice only deals with new contributions.  For this reason it would be best if the portability arrangements are included in a stand alone Bill, rather than regulations as currently proposed.  A separate Bill would also allow the important portability policy to proceed through the Senate by itself if necessary.  This is because it is widely recognised that people want to consolidate the accounts that they have accumulated through many moves in employment.  People know that in an environment of negative returns it is very important to consolidate to minimise the impact of multiple fund fees.

Standards of living in retirement

As you know my Committee is currently examining whether the current arrangements for superannuation will be adequate to address the retirement income and aged and health needs of Australians, under the present taxation regime.

This has been a very wide ranging inquiry covering all aspects of superannuation as well as related social security and health policy. 

Initially the Committee received what appeared to be irreconcilable evidence from the Treasury and from ASFA on what a member could expect to receive as retirement income from the current Superannuation Guarantee system.  On the one hand ASFA provided us with an income figure of $19,000 while the Treasury considered that the income should be more like $28,000 in the same circumstances.

The Committee needed to reconcile these differences so it commissioned a report from the Institute of Actuaries of Australia. The report showed that expressing retirement incomes in dollar amounts is not as useful in the adequacy debate as the net of tax replacement rate.

The replacement rate is the percentage of final year net salary to first year of retirement net age pension and income stream payments – expressed as a ratio.  This ratio is then easily capable of a comparison with a retirement target for any person.  The ratio is more relevant to the debate because to some extent the replacement rate avoids the timing effects of inflation and wages growth on dollar amounts that can muddy the water.

The IAA also noted that there were relatively small differences in the level of the relevant replacement rates between Treasury and ASFA’s figuring.  The Treasury submission shows that an average earner can expect an SG and age pension replacement rate of 67% of wages after working 30 years or 73% after 40 years.

In early October the Committee heard from a range of industry experts at a round table forum in Canberra.  There was general consensus that for retirement an average earner would need to target 70 to 80% of pre retirement income in retirement.  Lower paid workers would need much higher targets.  So it would appear that, in the absence of other assets, additional contributions, lower taxes, or a combination of both, are needed, particularly for the poorer sections of society.  It follows that any proposals in these areas need to consider Budget revenue and the impact of additional savings on current consumption.

As you will appreciate adequacy is not just a function of SG superannuation.  Over 30% of workers make member contributions and some employers pay more contributions than the SG minimum.  Australians also have a high level of home ownership and other savings like shares.  The Government has also made retirement incomes  improvements through measures such as the proposal to introduce co-contributions for low income earners; by increasing the deductible tax thresholds for the self-employed; significantly lifting tax rebates for self funded retirees; raising to age 75 the ability for employees to make personal contributions; and the introduction of the spouse rebate.

However, leakages from the employer SG contributions, such as contributions tax, death and disability insurance premiums, fees and charges, lower the employers’ investment on behalf of employees, which is the basis for generating retirement incomes.

The inquiry is also looking at the equity of tax arrangements, to see whether annual or whole of life arrangements will produce a better outcome. The Committee has received a significant body of evidence supporting the move away from front-end taxes.

Ways to better integrate the superannuation system with other social security measures, and simplify super – especially the taxation arrangements -  have also been a feature of the inquiry.

Hopefully our report is due to be presented before the end of the year.

Disclosure of fees and charges

Some of you may be aware that the Senate recently rejected regulations under the Financial Sector Reform Act that would have required funds to report on their Ongoing Management Charges.  Without specific regulations, the disclosure arrangements default to the generic provisions of the Corporations Act.

In October ASIC released a report into the disclosure of fees prepared by Professor Alan Ramsay.  Key recommendations included adopting an ongoing OMC as a key measure across all consumer products not just superannuation; disclosure in dollar terms not percentages to the maximum extent possible; and disclosure of fees paid to advisers including trails and soft commissions.  I think that the OMC could also be improved by separately disclosing the range of fees that an individual could expect in a range of member initiated situations – for example in moving from one investment option within the fund to another option.

The selling behaviour of agents also needs to be considered in the new choice environment.  Bad experiences a decade or more ago in Chile and the UK are unlikely to be repeated so severely in Australia because of our  more robust licensing and regulatory regimes. A recent polling conducted by the Financial Planning Association showed 2/3rds of those surveyed indicated that they would need to see a financial planner before exercising choice. Nonetheless perhaps the employers of agents need to reassess the way they remunerate those agents and take a long hard look at trailing commissions in particular and be thinking more about an up front fee for service.  In a recent report we stated that it was hard to justify trailing commissions for a mandated superannuation product. Further, the concept of commissions in a recent financial planning survey indicated that such commissions were increasingly out of vogue with their clients wishes.

Fund investment performance

Under choice funds will need to keep more cash on hand to pay transferring members out.  Asset consultants therefore should be advising trustees in the choice environment that they need to revisit the asset allocation ranges with a higher rating for cash.  As we all know over time cash will underperform all other asset classes.  So this will act as a break on fund returns at a time when returns are under enough pressure.

A further dilemma for investment managers in a volatile stock market environment is the timing of investment decisions in a falling market leading to higher cash holdings. If held for too long, this could be in breach of the fund’s trust deed.

We currently have $532 billion in superannuation assets.  This figure is projected to grow to $1.7 trillion by 2020.  It seems to me that much of that growth will be invested more traditionally through chasing up prices for the top 50 or so stocks on the Australian secondary market – or flowing overseas where 25 per cent of Australian superannuation assets are currently invested.  This does little for the rural economy, for innovation and for job growth.  It would be better if a steady flow of superannuation assets could be invested by trustees in long term value adding projects like infrastructure and venture capital, projects that actually boost growth and consequently improve the lot of all Australians.

The Committee released an issues paper in February 2002 exploring the issues associated with investing superannuation funds in rural and regional Australia.

Institutional investment

When speaking recently with one of Australia’s top directors, who had top company experience in an earlier life within the funds management industry, the comment was made that he believed that there should be an inquiry into the efficiency of the funds management industry. That led me to an examination of the report by Paul Myners on Institutional Investment in the UK. 

Mr Myners was asked to look at the factors which encourage institutional investors to focus overwhelmingly on quoted equities and gilts and avoid investing in small and medium sized enterprises and other smaller companies. 

The report has raised a number of issues related to the adequacy of fund governance, the competencies of trustees, and the adequacy of the disclosure regime for fund managers.

It should be noted that the UK is well behind Australia in terms of its regulatory framework.  For example, they are only just coming to terms with issues like investment choice. Despite its deficiencies, the Australian regulatory framework is much more robust that that of the UK. It is one of the goals of my Committee to keep Australia at the forefront of world’s best practice.

Corporate governance

Yesterday when addressing the Certified Public Accountants in Hobart I challenged the accounting professions and government to take a greater leadership role in widening the financial management and audit mandate to cover good corporate governance practices and identification of areas of high risk for business.

Synthetic products

With the growth of synthetic product offerings and their appropriateness for superannuation, maybe the time has come to re-visit this issue. It could well be a future reference for my Committee.

Special thanks to AFR for the opportunity of contributing to this important forum.
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