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24 May 2004
The Secretary 

Parliamentary Joint Committee on Corporations and Financial Services

Parliament House

CANBERRA ACT 2600

E-mail: corporations.joint@aph.gov.au 

Dear Secretary

Inquiry into the regulations and ASIC policy statements made under the Financial Services Reform Act 2001
The Association of Superannuation Funds of Australia Ltd. (ASFA) makes this submission to the Parliamentary Joint Committee on Corporations and Financial Services on its inquiry into the regulations and ASIC policy statements made under the Financial Services Reform Act 2001 (FSRA).  ASFA welcomes the opportunity to provide comment to the Committee on the extent to which the regulations and ASIC policy statements made under FSRA are consistent with the Act’s stated objectives and principles. 

ASFA is a non-profit, non-political national organisation whose mission is to protect, promote and advance the interests of Australia's superannuation funds, their trustees and their members.  Its members, which include corporate, public sector, industry and retail superannuation funds, account for more than 5.7 million member accounts and over 80% of superannuation savings.  

1.  Impact of FSRA on Superannuation

ASFA supports the principles underlying FSRA, in particular the need for informed decision-making by consumers.  However, it needs to be recognised superannuation funds, and in the end members themselves, will carry much of the cost in implementing these changes.  This means the appropriate balance of regulation must be found.  

Compliance with FSRA will impose new burdens, particularly during the initial implementation period. The penalties attached to breaches of FSRA include jail terms of up to 5 years.  As such, all financial service providers will be taking their FSRA obligations very seriously.

Below is a summary of the FSRA changes as they impact on superannuation funds.

Disclosure

The FSRA will require practically all superannuation funds to prepare new up-front disclosure for fund members in the form of the Product Disclosure Statement (PDS) to replace the old Key Features Statements (for public offer funds) and member booklets (for non–public offer funds).  Unlike other financial products, the content of the superannuation PDS is prescribed in regulations.  We support the need for standardised disclosure requirements for superannuation funds.  However, we feel there are some critical deficiencies with the current requirements, in particular the use of the ongoing management charge (OMC), which will be outlined in more detail later in this submission.

While many of the regular member reporting requirements have been brought over from the Superannuation Industry (Supervision) (SIS) Regulations to the Corporations Regulations, as part of the FSRA process, there have been some modest changes to what superannuation fund trustees must regularly report to members. 

Further, many superannuation funds are required to comply with new ongoing disclosure requirements contained in FSRA; including new cooling-off, confirmation of transactions and money handling requirements. 

Licensing

Many superannuation fund trustees will be required to obtain or operate under an Australian Financial Services License (AFSL).  All public offer funds will be required to hold an AFSL and non-public offer funds providing financial product advice will also need to either hold or operate under an AFSL.  While approved trustees offering public offer funds have been required to hold a security dealer’s license, the licensing regime and dealing with ASIC will be a new experience for many non-public offer superannuation funds, which include many not-for-profit industry, corporate and church funds.

Licensing will be more than merely applying to ASIC and being approved by the regulator.  Holding an AFSL carries with it considerable legal and administrative responsibilities, many of which will be new for superannuation funds. 

Market Misconduct

Superannuation fund trustees will also be under Part 7.10 of the FSRA that regulates misconduct and insider trading amongst financial service providers.  While many of these requirements are similar to those in the SIS regime, there are some changes, in particular, the new “dishonest conduct” provisions contained in section 1041G.

2.  The Making of Regulations and Policy Statements under FSRA: ASFA’s Experience 

ASFA has been deeply involved in the FSRA consultation process, dealing with Treasury over the regulations and with ASIC over the Policy Statements.

Throughout 2001 and into early 2002, draft regulations and draft policy statements were made available by Treasury and ASIC for consultation. ASFA used these opportunities to make written submissions.  In addition, ASFA participated in face-to-face consultations, through Treasury’s FSR Implementation Consultative Committee and forums conducted by ASIC.  

ASIC, as the regulator responsible for FSRA implementation, has sought to ensure as smooth a transition as possible. ASIC participated in ASFA’s FSR National Roadshow, held in February 2002, where over 700 superannuation industry attendees in every state and the ACT heard presentations from ASFA, ASIC and Corrs Chambers Westgarth, on the implications of FSRA for superannuation funds. As well, ASIC has consulted with ASFA on the AFSL application form and associated kits, and has begun consultation with us on proposed fact sheets.

Consultation with ASIC continues, both formally and informally.  ASFA intends to meet on a two-monthly basis with ASIC to discuss FSRA implementation issues affecting the superannuation industry. 

Over the previous 12 months, ASFA has found key staff at both Treasury and ASIC professional in their dealings and willing to listen to genuine industry concerns. While our recommendations were not always necessarily adopted, Treasury and ASIC generally sought to address most of our major concerns as best they could.

Examples of where our concerns were addressed during the consultation period included competency requirements for AFSL applicants and confirmation of transactions.  

Competence and Licensing  

Section 912A of the Corporations Law 2001 sets out the general obligations on holders of an AFSL. One of those obligations, set down in paragraph 912A(1)(e), requires a holder of an AFSL to “maintain the competence to provide those financial services”. 

This requirement generated some concern among superannuation fund trustees.  The SIS regime requires equal member representation among trustees.  As such, trustees representing members are often “shop floor” employees elected by their fellow  members / co-workers.  Paragraph 912A(1)(e) could have been interpreted to require individual superannuation fund trustees to have had specific training or qualifications 

in advance of their nomination.  This could have dramatically interfered with the operation of the member representative trustee structure.  The equal representation governance structure is one of the enhancers of prudential soundness within superannuation.

ASIC recognised this concern in the development of what would become Policy Statement 164.  ASIC noted it would not be putting specific training requirements on those who held the license (either individually or collectively).  Instead, the fund license applicant would need to demonstrate that it had a collective competence either at the Board level or it had access, either internally or externally, to competent persons who would be nominated as “responsible officers”.  This recognised that while superannuation fund trustees may or may not have prior experience or qualification themselves, they often had access to internal experts (such as fund secretaries) or external experts (such as consultants).  Most funds also have training programs for trustees once appointed.

Further, ASIC indicated that it would interpret what it was calling the “organisational expertise” requirement on license applicants in the context of the nature, scale and complexity of the business. 

In short, ASIC responded to industry concerns that paragraph 912A(1)(e) might be interpreted to require individual trustees to demonstrate formal training or experience.  Instead, ASIC adopted a more practical position that recognises the diversity within financial services, including the unique features of superannuation funds, while not compromising the principles underlying the Act.

Confirmation of transactions

Section 1017F of the Corporations Act 2001 requires financial product issuers to provide product holders with confirmation of transactions. 

This provision generated concern among superannuation fund trustees and their service providers.  Unlike many other financial services, superannuation is typified by a large number of small, but regular, transactions.  This meant any requirements to confirm each and every transaction could create an administrative nightmare for funds, increasing fund expenses that are ultimately borne by the members.

Treasury sought to address these concerns.  One mechanism was to deem certain transactions as not having to be confirmed.  This was done through regulations 7.9.62 (3) and (4).  These regulations exempted certain regular or agreed to transactions from having to be confirmed, effectively alleviating funds of having to individually confirm regular Superannuation Guarantee or award payments (which could be made as often as weekly). 

However, for some funds, in particular multi-employer funds, it can be difficult to ascertain whether a specific contribution is, for example, made as a result of an award or the Superannuation Guarantee. 

To help address this concern, Treasury developed regulation 7.9.61D.  This enables superannuation funds to offer their non-public offer members a standing facility (such as a call centre) where the member can confirm the transaction themselves.  Further, this mechanism is specifically designed for non-public offer superannuation and alleviates the additional notification of holders and opt-out requirements contained in standing facilities offered under subsection 1017F(5A), further containing costs and complexity.  As such, regulation 7.9.61D created a solution that balances the rights of individual members to access information with the administrative demands on funds. 

These changes recognise the unique nature of superannuation contributions, the difficulties in contribution identification faced by multi-employer funds and the links superannuation maintains with employment, rather than being a fully retail product. 

While confirmation of transactions is not without some minor difficulties, ASIC has indicated that, in consultation with industry, they will develop a fact sheet to address some of these concerns.

These two examples typify the benefits of a consultative process to address industry concerns, while ensuring the objectives and principles of the Act are still met. Overall, any problems with the FSRA consultation process were the result of the complexity of the issues involved and the often-short timeframes in which industry could respond. 

Further, the 11 March 2002 start date may have been tighter than expected.  The industry agreed to the start date on the informal understanding that the regulations and policy statements would be finalised by the end of December 2001. The second round consultations and the fixes that are continuing indicate that an even later start date may have been more realistic. 

3.  Continuing Concerns within FSRA

Despite our general satisfaction with the FSRA regulatory process and outcomes, ASFA still has some outstanding concerns.  These concerns are in the regulatory framework and go to objectives of the FSRA, in particular the need to promote confident and informed decision-making by consumers of financial products.

Comparability of Fees and Charges in the Superannuation PDS

As noted above, most superannuation funds will be required to prepare a PDS once the transitional period expires.  In the FSRA regulations, in particular Schedule 10B, specific content obligations are laid out.  One obligation is the requirement to calculate numerous “ongoing management charges” (OMCs).  

The OMC is a calculation based on certain on-going expenses of the fund. The PDS requirements in Schedule 10B require an OMC to be reported for each investment choice; 

· split into an investment OMC, non-investment OMC and total OMC

· each of those to be expressed on a historical basis going back 5 years

· the total OMC for each strategy (both current and historic) also converted to a flat dollar amount versus an account balance of $10,000.

This could produce an impenetrable maze of numbers.  For example, for a fund with 5 investment options the result will be upwards of 75 separate OMCs (as ratios) and 25 flat dollar amount conversions.  These would need to be presented in a table format, either in the PDS in full or else expressed as a range in the PDS with the full table available upon request.      

The intent of this exercise is supposedly to give members and prospective members the ability to compare between funds the expenses associated with running the fund. 

ASFA supports the need for clear, concise and effective disclosure and the need for comparability.   However, we strongly believe that the current approach is deficient for numerous reasons and does not assist this objective.  

1. The OMC itself is a significantly flawed measure, notably it does not include exit and entry fees that may dramatically effect a member’s benefit.  It fails to demonstrate the actual impact of fees and charges on a member’s benefit.

2. ASFA comprehension testing underscores the importance of dollar examples as well as percentages. But the illustrative examples provided could in fact be misleading.  The reporting against the $10,000 account balance, though well-intentioned to provide comparability on a dollar basis, can create questionable outcomes.   This use of a single account balance and a dollar example assumes that expenses will rise as account balances rise, which they do for some funds (products that charge on the basis of a percentage of assets) but don’t for others (funds that charge a flat administration fee).  A single account balance comparison could advantage funds that charge on a basis that rises as assets rise as opposed to those funds that charge on a flat amount.   As well, the dollar value will only be necessarily representative for the fund if the average account balance is $10,000, which is rarely 

the case.  Further, the $10,000 is a low figure for many individual members, particularly as their account balances rise.

3. Superannuation fund earning rates are required to be presented net of investment expenses.  There is an argument that this creates “double counting” of investment expenses in the total OMC as it is currently presented.

4. The requirements to produce the OMC will result in either an impenetrable maze of numbers or a vague range in the PDS, both of which will bewilder and confuse consumers.  The reporting against the $10,000 account balance could also confuse, and even mislead, consumers even further.  The prescribed wording on the PDS itself illuminates the problem:

“The ongoing management charge should not be taken to be representative of the actual fees and charges and expenses that will be borne by the member.”

To our knowledge, Treasury had not undertaken any comprehension or consumer testing of the OMC. The OMC and its presentation as required will create disclosure which is inadequate (for what is left out of the OMC), complex (for the way it is calculated and presented) and potentially misleading.  It fails the test “to promote confident and informed decision making by consumers of financial products”.

We therefore strongly believe that the OMC requirement in the superannuation PDS, as it currently exists, needs to be reconsidered.  A new approach for comparability of fund expenses, one which is more inclusive of all charges levied and understandable to consumers, needs to be developed and included in the PDS requirements.  

In our own consumer comprehension testing, ASFA has found that simple tables that seek to demonstrate in dollar terms the overall impact of fees and charges on a member’s final benefit is an effective and more understandable approach.  This may also mean demonstrating the impact of fees on the balanced or appropriate default option, rather than numerous investment choices.  Regardless, any method chosen should be easy for industry to implement and easy for consumers to understand.  ASFA will be undertaking further comprehension testing to aid in developing such models.

ASFA strongly recommends that Treasury replace the current “OMC requirements” in the superannuation PDS requirements with an expense measure and examples that will better enable comparability; which have been tested to ensure that they are able to be understood by consumers; and which are a credible indicator of fees that a member might be expected to pay. 

The Position of the SCT as an External Dispute Resolution for Consumers

One requirement of holding an AFSL is to have adequate means of addressing and resolving consumer complaints. This is done through ASIC requiring AFSL applicants to have suitable internal and external dispute resolution procedures.  Meeting the external dispute resolution (EDR) requirements is generally done through membership with an ASIC-approved industry-run body (such as the Banking Ombudsman or Financial Industry Complaints Service - FICS).  

The Superannuation Complaints Tribunal (SCT), as a statutory body, is outside this regime of industry bodies approved by the regulator.  The strength and independence of a statutory body, rather than a self-regulating industry body, is supported by ASFA as suitable for the special nature of superannuation.  Superannuation savings are compulsory and a central feature of the national retirement income policy.  The need for confidence in the system is paramount.

ASIC recognises in Policy Statement 165 that it cannot “approve” the SCT, but notes that if all the activities carried out by the AFSL applicant are “covered” by the SCT, they do not need to join an approved EDR scheme.   However, if the applicant carries out activities outside of the SCT’s jurisdiction then a superannuation fund trustee, for example, may need to join another EDR (such as FICS).

Neither ASIC nor Treasury have provided any clear and detailed enunciation as to their understanding of the limits of the SCT’s jurisdiction and how this might impact on licensing and the possible need for a superannuation fund to join another EDR.

ASFA’s preference remains to have the SCT cover the field of superannuation fund trustee activities.  This was always the intention of the legislation that established the SCT.  Therefore if the “jurisdictional” problem alluded to is within the current legislation, it is incumbent on Government to resolve it.

If superannuation funds are required to join other schemes, it is likely to prove confusing to members and, thus, less than conducive to the FSRA objective of promoting informed and confident decision-making by consumers.  It will also be costly for funds, who already pay for the SCT through their APRA-ASIC levies, if they also have to pay membership fees to a scheme such as FICS.

ASFA recommends that Government, Treasury and ASIC ensure the SCT remains a “one-stop shop” for consumer complaints regarding superannuation fund trustees and fund activities.

If you have any questions or comments on the items raised in this submission, please feel free to contact Michaela Anderson or Brad Pragnell on 02 9264 9300.

Yours sincerely,
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Philippa Smith

Chief Executive Officer

The Association of Superannuation Funds of Australia Limited ABN 29 002 786 290 ACN 002 786 290

ASFA Website: www.superannuation.asn.au


