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[image: image3.wmf]Calculate the fees you will pay on your super this year

Please answer these questions:

What is your expected salary?

$40,000

What is the balance of your super account?

$10,000

What is the expected market return, before fees?

10.00%

Enter the names of the funds you wish to compare:

Please enter fees for the funds you wish to compare:

NFP Super

Ind Pers Plan

Corp MT

Retail MT

Contribution fees

0.00%

0.00%

1.00%

5.00%

Asset admin fee p.a.

0.00%

0.00%

0.70%

1.40%

Trustee fee p.a.

0.00%

0.00%

0.00%

0.00%

Member/policy fee p.a.

$52.00

$78.00

$78.00

$78.00

Investment fee p.a.

0.40%

0.40%

0.80%

0.80%

The results - the fees you will pay this year:

As a percentage of your account balance

0.8%

1.1%

2.4%

4.0%

In dollars

$100

$126

$284

$475
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Executive summary

· The debate about fee disclosure is not really about fee disclosure but about measuring the impact of fees.

· Consumers do not always invest into superannuation funds simply because they are the cheapest.  There is much evidence that suggests many consumers also value extra services and enhanced features.

· There are many types of superannuation fees charged in many ways and this is the point of confusion.  Rainmaker has identified 20 types of fees that can be charged by superannuation funds.

· The current debate about fees should be broadened to also incorporate the impact of fund costs as these costs have the same material impact on member account balances as fees.

· Definitional standards for what constitutes a fund cost and what constitutes gross earnings from which fees and costs are deducted should be established.

· In the early years of a member’s superannuation savings life contribution fees have a disproportionately high impact upon their account balance and so the FSR Ongoing Management Charge definition should also incorporate these contribution charges.

· The low level of the hypothetical calculation values used to derive the Ongoing Management Charge distorts fund comparisons and to stay meaningful in time these calculation values will need to increase.

Who is Rainmaker Pty Ltd?

Rainmaker Information is a leading financial services information company in Australia providing Database Services, Consulting Services, Publishing and Conferences. We produce strategic, tactical, and analytical information about the financial services markets for funds managers, asset consultants, superannuation funds, portfolio analysts, sales & marketing executives, and strategic planners and analysts. Our mission is to help people get the information they need, when, where, and how they need it, and to make that information easy to use. 

Rainmaker’s database services cover all aspects of the financial services markets options including 1,300 superannuation funds, 300 master trusts and IDPSs and their 15,000 investment options, 8,000 financial planners, 500 dealer groups, 125 fund managers, 2,000 wholesale and retail managed funds, and 1,400 institutional investors. These entities collectively represent more than $1.5 trillion in funds under management or advice.  

Rainmaker is well respected in the Australia financial services market as a leading information provider, an opinion leader and an agenda setter. Our information is used at all levels of the industry, from CEOs, to senior executives, to analysts, to sales representatives, to government advisors, to the media, and we are sought out by international companies wishing to understand the Australian market place. Rainmaker has been operating since 1992.  

Rainmaker appears regularly in all leading financial publications, including recent features in CHOICE, the Australian Financial Review, the Sydney Morning Herald, The Australian, Business Review Weekly, Personal Investor, Super Review, Money Management and Super Funds.

The extensive range of our information services and the breadth in how our information is used gives us unique insights into how this information should be collected, compiled, analysed and interpreted.  In particular, our regular monitoring of not-for-profit superannuation funds, retail and wholesale managed funds, master trusts and IDPSs has necessarily forced us to develop innovative ways to measure these markets and interpret its products, especially in relation to their investment performance and fees.  Our measurement methodologies are continually scrutinized and tested by hundreds of readers from across the financial services markets.  It is on this basis that Rainmaker presents this submission to this Parliamentary Inquiry.

Introduction

In the debate regarding disclosure of fees and charges for superannuation funds, there are two main schools of thought.  In the first school we have stakeholders who believe that disclosure simply requires fees to be disclosed as a number of individual items and it should be left to consumers themselves to make sense of them.  In the second school we have more pro-active consumers and their advocates who also want fees disclosed but also via a single metric that integrates the combined impact of all the fees.

Initiatives already reflected within the FSR guidelines, particularly in relation to the Ongoing Management Charge, suggest that the second school has almost prevailed.  Importantly, this has been achieved due in no small part to the very valuable proposals and research initiatives of the Australian Institute of Superannuation Trustees, the Association of Superannuation Funds of Australia, the Investment and Financial Services Association, the Australian Consumers Association, and the constructive response of Treasury.  Moreover, we believe Rainmaker has also played a positive role in this debate.

The challenge before us now though is that the current FSR guidelines concerning the Ongoing Management Charge are not yet optimal.

Defining the real problem

In the context of the debate regarding disclosure of fees and charges for superannuation funds, Rainmaker has long believed we already have a large degree of disclosure about fees and thus it is no surprise that calls for even more fee disclosure have lead to claims that there is already full disclosure among superannuation funds, even for funds considered to charge high fees.

However, Rainmaker believes that when consumers and their advocates call for more disclosure they often mean disclosure in a way that makes sense and in a way that can be compared across products.

The difficulty of course is that superannuation funds can disclose their fees via a complex array of terminology.  Indeed, some superannuation funds can list up to 20 types of fees.

Adding complexity however, there is also ambiguity between fees charged to members and fund costs.  Indeed, one weakness in the debate over fees is that disclosure tends to refer to fees; it does not refer explicitly to fund costs. These issues are important as fees are those charges explicitly deducted directly from individual member’s accounts, while fund costs are charges incurred by the overall fund before money is attributed to members’ accounts.

Examples of these difficult to measure issues occur when a unitised superannuation fund deducts unspecified operating costs from the fund’s gross asset pool before striking the unit price from which further fees may apply and when deductions from a superannuation fund’s gross earnings are used to effectively cross-subsidise fund operating costs and so enable explicit fees to be apparently discounted.  In this context though, the question arises as to what is a superannuation fund’s real gross earnings measure and how is this defined – there are no industry standards for this term.

Rainmaker has found that the subtle distinction between these notions can lead to ambiguities because a superannuation fund can claim it has no fees simply because all its costs are paid by the overall fund.  In some cases this can cause tremendous difficulty in assessing the true picture of how much a member is really paying for their superannuation.  Indeed, Rainmaker believes that from an investor’s perspective there is really no material difference between fees and costs.  

Nonetheless, Rainmaker accepts this really is an Accounting Standards issue that may go beyond the objectives of the FSR in its current form.  Importantly though, this is an issue that involves retail and not-for-profit superannuation funds, as has already been recognised by many pro-active thinkers in the superannuation industry.

Rainmaker also believes it is very important to acknowledge that fees in themselves are neither positive or negative, meaning that just because a fund may have low fees does not make it a good fund while having high fees does not in itself make a fund a bad fund.  In saying this, Rainmaker advocates that the difficulty is establishing the relationship in the consumer’s mind between fees and what they get for those fees.

Reinforcing this issue, Rainmaker also believes consumers rarely buy the cheapest products simply because they are the cheapest but rather they seek the best “value” product or at least they seek the product that best meets their perceived needs. In this context then, the debate surrounding superannuation fund fees should not be about forcing all superannuation funds to become unrealistically and unsustainably cheap because with increasing consumer demands for extra choices and features combined with growing compliance costs this will simply not be possible as it does not recognise differing needs among different consumer segments.  Indeed, there is evidence within the financial services industry that consumers can place higher value upon services than they do upon low fees – though it is too difficult to say at this stage whether a more informed consumer would re-assess their buying (choice of superannuation fund) decision.

The challenge of course is to enable consumers to make informed decisions as choosing the wrong superannuation fund can cost a member literally hundreds of thousands of dollars by the time they retire, either through excessive fees or missed investment choice opportunities.  Reinforcing this, analysis conducted by Rainmaker, and since replicated in other studies, has shown that if two consumers are in almost identical superannuation funds except one pays one per cent more in fees each year, then the member in the higher fee fund will retire with around 25 per cent less in retirement savings even though they achieved identical investment returns during their lifetime before the fees were deducted.  The same differential can also occur if a member’s primary superannuation fund is very cheap but has an inappropriately conservative investment strategy.

Rainmaker’s solution

Responding to the complexity of superannuation fund fees, Rainmaker has for several years been developing methodologies to enable superannuation fund fees to be assessed and examined wholistically and in detail.  This culminated in the fee calculator we released to subscribers of our Rainmaker Benchmarking report June 2001 edition.  In this fee calculator we adopt a two fold strategy:

1. Group the vast range of superannuation fees into those that apply to contributions, those that apply to the account balance and those that are charged as a flat dollar amount.  Indeed, it is this variation in what the fees apply to that causes all the difficulty. 

2. Create member scenarios using a member’s income and starting account balance.  In doing this we clearly suggest that the primary drivers of a member’s real fees are how much they contribute to their superannuation which is driven (through the superannuation guarantee levy) by their salary and their account balance.  In this way though, members of the same fund will actually have different fee ratios depending upon the structure of their fund’s fees and this is why Rainmaker believes many superannuation funds have rightly claimed that disclosing simple fee ratios can be misleading.

This strategy has enabled Rainmaker to integrate the combined impacts of up-front fees on contributions, asset weighted charges on the account balances and the flat dollar charges to derive an overall absolute dollar amount charge.  The combined dollar impact of these fees can then be described as a ratio of the member’s average account balance, to be known as the Total Expense Ratio (TER).

The TER approach is favoured by Rainmaker as it is much broader than the often quoted Management Expense Ratio (MER) which – depending upon a product’s structure – can refer to just the investment management fees.  Indeed, in many multi-option master trusts the investment MER accounts for just one quarter of total fees paid.  Reflecting this, Rainmaker believes it is becoming increasingly erroneous – and quite misleading - to continually blame fund managers for any perception of high superannuation fees because fund managers have for several years been surrendering fees to distributors such as financial planners and master trust and IDPS operators. And this is why so many financial institutions are acquiring or establishing their own master trust or IDPS operations – Rainmaker estimates that the majority of combined monies in master trusts and IDPSs is now controlled by financial institutions.

Illustrating the changing fee revenue mix now at play within the master trust and IDPS markets, as discussed in the 2001 Rainmaker Master Trust Report (manufacturer’s edition) and the December 2001 editions of Rainmaker Roundup and Rainmaker Benchmarking, while many members of retail master trusts may pay total fees exceeding 2-3 percent, the actual fund manager fees are only likely to account for around 0.8 per cent.  And from members of many not-for-profit superannuation funds the fund managers are only likely to be receiving fees of 0.3-0.4 per cent which are rates considered to be among the most competitive in the world.

An important implication of this approach is that since a member’s effective TER is determined by their salary and account balance, each member therefore has a unique TER which is directly related to their own personal circumstances.  Rainmaker believes this is a major reason why the issue of developing this universal metric can be so controversial.  By proposing a framework for creating personal TERs – perhaps they should even be referred to as pTERs – we believe we can easily move beyond these difficulties.

The Ready Reckoner included later in this submission describes Rainmaker’s approach to developing this framework.  Importantly, the approach we have developed requires only two key pieces of information from members: their annual salary, and their superannuation balance.  From this information, which is then applied to the fees that apply for different superannuation funds, a firm estimate of fees can be derived.

This TER estimate specifically excludes consideration of investment returns, above-SG contributions, option switches and extra advisor fees.  These extra fees can however be incorporated subject to a consumer’s needs.

Importantly, as we have found variations in investment returns to have only marginal differential impact on the TER we believe this issue is not crucial (over a longer term however the TER would of course become very sensitive to this factor).

Controversial findings

To illustrate the usefulness of this approach, Rainmaker has used the fee Ready Reckoner to analyse a range of member scenarios for various types of fee-mixes.  While these fee mixes are based upon generic averages for not-for-profit funds, corporate master trusts and retail master trusts, they can equally be applied to specific comparisons between particular funds.  Refer to the Rainmaker Fee Calculator and analysis presented at the end of this submission.

There are several key implications that arise:

1. For young members joining a superannuation fund for the first time, ie their starting balance is nil, contribution fees can have disproportionally high impacts.  For example, for retail master trusts, a member’s initial TER can be as high 24 per cent.  Even for not-for-profit funds, which have clearly established fee advantages, these initial TERs can reach nearly eight per cent.

2. In these cases of members joining a superannuation fund and starting with a low or zero balance, contribution fees have the most significant impact even though they are often overlooked by consumers who are increasingly being encouraged to focus only upon ongoing fees.  Indeed, while it is easy to demonstrate that contribution fees are not the main game for fees once a member’s superannuation balance accumulates to reasonable levels, the reality is that in the formative years of a member’s superannuation savings lifecycle contributions are much more significant. This is because in the early years of a member’s superannuation savings life most of the growth in their account balance is driven by contribution patterns rather than investment earnings per se.

3. For members starting with low balances, low income earners pay TERs across the fund types that average three times those paid by high income earners.

4. For high income members joining not-for-profit funds, this advantage can quadruple.

5. As expected, as a member’s account balance increases, their effective TERs reduce significantly.  Indeed, by the time their account balance reaches $50,000 their TERs can reduce by as much as a factor of 15.  Even for higher fee retail master trusts the TER reduction factor is nearly 10.

6. These fee reductions due to a member’s increasing account balance mean that for not-for-profit funds member TERs will be 0.5 per cent, while corporate master trust TERs will be around 1.5 per cent and retail master trust TERs will exceed two per cent.

Recommendations

1. Contribution charges be incorporated into the FSR guidelines for calculating the Ongoing Management Charge.

2. Fund costs as well as fees be explicitly incorporated into the definition of the Ongoing Management Charge.

3. Definitional guidelines be established concerning what constitutes a fund cost or expense.

4. Definitional guidelines be established concerning what constitutes gross earnings from which fees and costs are deducted.

5. The term Ongoing Management Charge be replaced with a term that implies that the charge refers to total effective fees and costs.

6. The total charge calculation should refer to the standardised scenario of a member earning a salary equivalent to average weekly earnings paying their superannuation guarantee contributions into an account balance of $10,000, though as the low level of this hypothetical account balance can distort fund comparison there should be recognition that in time this $10,000 amount will have to increase.

Rainmaker Fee Calculator
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Member's annual salary

Total Expense Ratio (TER)

Not-for-profit funds

Industry fund Personal Plan

Corporate master trusts (no contrib fee)

Corporate master trusts (with contrib fee)

Retail master trust (no contrib fee)

Retail master trusts (with contrib fee)

Not-for-profit funds

 charges are $52 pa admin fee with 0.4% pa investment fee.

Industry fund Personal Plan

 charges are $78 pa admin with 0.4% pa investment fee.

Corporate master trusts

 charges are $78 pa member fee, 0.8% pa investment fee and 0.7% pa asset admin fee (but no contrib fee).

Corporate master trusts (with contrib fee)

 charges as for corporate master trust but with 1% contrib fee.

Retail master trusts

 charges are $78 pa member fee with 0.8% pa investment fee and 1.4% pa asset admin fee (but no contrib fee).

Retail master trusts (with contrib fee)

 charges as for retail master trust but with 5% contrib fee.

Starting account balance is 

nil

Starting account balance is 

$50,000
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