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16 October 2003

The Secretary

Senate Economics Legislation Committee

Room SG.64

Parliament House

CANBERRA  ACT   2600

VIA EMAIL: economics.sen@aph.gov.au
Dear Dr Bachelard

Inquiry into the Taxation Laws Amendment (Superannuation Contributions Splitting) Bill 2003

Mercer is pleased to accept your invitation to submit its comments in relation to the above Bill.

We are very supportive of the concept of enabling spouses to split their superannuation.  Many couples need to make choices about whether one or both parties become or remain gainfully employed.  Often one party needs to sacrifice their own career in order to care for children or other family members.  It is therefore reasonable to treat a couple’s retirement savings as a joint investment rather than the current system where only the working spouse is entitled to superannuation.

However, we are concerned that the approach chosen by the Government will be more expensive to administer and less equitable than the alternative approach of splitting benefits.  In our view, splitting benefits would be preferable because:

· Administration costs would be significantly lower resulting in higher retirement benefits;

· Low and middle income earners would be more likely to utilise the system creating an eventually greater retirement entitlement for non-working or low income spouses;

· Members of defined benefit funds and their spouses would be able to utilise the system;

· It is more consistent with the treatment of superannuation under Family Law;

· It will more readily enable couples to obtain and utilise appropriate financial planning advice in respect of their retirement savings.

We also have reservations about the arguments promoted by the Government in favour of splitting contributions rather than splitting benefits.  

Further, we believe that the amendments to the Superannuation Contributions Tax (Assessment and Collection) Act do not adequately reflect the Government’s intention and in their current form may result in trustees having to reduce other members’ benefits in order to meet surcharge assessments for a member who has split contributions.

We note that the Bill only incorporates a fraction of the legislative change necessary to implement contribution splitting.  Most of the detail will be included as Regulations.  We also note that draft regulations have been issued this week.  Whilst we have not yet had time to analyse the draft regulations in detail, there are clearly several areas that require amendment.  For example, based on the draft wording, in some circumstances, trustees would be required to transfer an amount which is greater that the member’s benefit.  We would be happy to work with Government to ensure that the Regulations do not have unintended consequences.
Administration Costs
If contribution splitting is introduced in the form announced by the Government, funds will incur additional costs in administering the arrangement.  Some of the additional tasks that will be necessary are set out in Appendix 1.  Many of these tasks would not be necessary if benefit splitting was introduced.

In fact, the term ‘contribution splitting’ is really a misnomer.  What has been proposed in the Bill and draft regulations is really just a form of benefit splitting but where small amounts of benefit are split every year rather than one split at the end.

It is possible that funds may need to increase fees to all members to cover the initial set up and general ongoing costs involved with contribution splitting.  In addition, we expect that funds will charge a splitting fee (which could be similar to the existing benefit payment fee which range up to amounts of more than $100) for each split processed.  Thus, if a member elects to split contributions each year this would result in an additional annual fee.
The spouse’s fund that receives the split contributions will also charge fees.  Where the spouse who is receiving the contribution split already participates in a superannuation fund, there may be little difference in the combined fees charged to the couple each year (other than the actual splitting fee).  However, where the receiving spouse currently does not have a superannuation fund, the costs of administering a new account may result in a considerable increase in the combined annual fees paid by the couple, in addition to any splitting fees charged.

Usage of system
We expect that contribution splitting may be under utilised, particularly by lower and middle income workers due to the approach being proposed by Government.  The following factors will contribute to this under utilisation:

· Cost

The splitting fees likely to be charged will represent a significant disincentive for members to split contributions, particularly where the amount that can be transferred to the spouse may be relatively small, perhaps less than $1,000.

· Lack of understanding

Many members continue to struggle to understand the huge complexities of superannuation.  This lack of understanding often leads to inaction as the advantages of taking action are not understood.  It is also unlikely that low and middle income earners will be prepared or able to afford appropriate regular personal financial planning advice that might assist them in making the correct decision.
· General inaction

By allowing members to decide on splitting on an annual basis, it is likely that many members will either fail to realise that action needs to be taken or forget to make the necessary election.
Defined Benefit Funds
For members entitled to defined benefits, the complexities are such that splitting contributions is not viable.  On the other hand, the alternative approach of benefit splitting could be applied equally to defined benefit and accumulation members.

Whilst we note that the Bill itself is silent in relation to contribution splitting and defined benefit funds, the draft regulations indicate that it will be restricted to members who only have accumulation benefits.  If contribution splitting proceeds (rather than benefit splitting), then we see no reason why members of defined benefit funds who are entitled to accumulation benefits in addition to a defined benefit should not be entitled to use the splitting provisions in respect of that accumulation component.

Comparison with Family Law 
Divorcing or separating couples are already able to split their superannuation benefit.  If married couples are only able to split contributions and not benefits, this would discriminate against those couples who remain married in favour of those who separate.  We believe that those who remain married should not be discriminated against in this manner.  

We expect that if benefit splitting was introduced (rather than contribution splitting), that the amount of benefit to be split would be restricted to say the post 2003 portion of the benefit (whereas separating couples can split the whole benefit) in order to minimise any loss of tax revenue.  Whilst this would involve some discrimination, it would be less significant and would gradually phase out.
Financial Advice
Superannuation is an important asset for individuals and couples.  It will provide a significant source of income in retirement.  However the interaction of superannuation and the tax system is extremely complex and it is therefore important that individuals obtain proper financial advice.  This includes decisions on whether superannuation should be split. We are concerned that under contribution splitting, many individuals will either not seek the advice that they need or, perhaps more importantly, will receive biased advice to set up new policies so commission income can be generated. 
The financial planning industry has developed considerably in recent years as more and more retirees seek professional advice in respect of their retirement benefit.  At retirement, advisors either charge a fee (which can be met from the retirement benefit) or operate on a commission basis.  
Any decision by an individual to split superannuation contributions should likewise be based on proper advice.  However, at the splitting stage, the individual will not have the ability to access the superannuation benefit to pay any fee and may not have other monies to call on.  On the other hand, financial planners may not be able to recoup their costs by charging a commission as there may be no assets to invest or because the most appropriate option would involve continuing in the current fund where no commission will apply.  This could lead to individuals deciding not to seek appropriate advice or else using financial planners who have a vested interest in switching contributions to a fund from which commission may be collected.  Either way, this could be an inappropriate result.
On the other hand, advice on whether or not to split benefits at the payment stage could readily be obtained in conjunction with other financial advice commonly obtained at that time.

Government Arguments
In the Explanatory Memorandum, the Government uses 3 main arguments to reject benefit splitting in favour of contribution splitting.  These are as follows:

Benefit splitting comes at a higher cost to Government revenue

By restricting the amount of benefit to be split to say the post 2003 portion of the benefit, the amounts that could be split in total would be broadly similar to the Government’s contribution splitting model.  Thus any higher cost to revenue would only arise because of the greater likelihood of the system being used by low and middle income earners.

It is our view that the lower cost to Government revenue associated with contribution splitting will primarily be as a result of lack of use due to high administrative cost, lack of understanding and general inertia.  By adopting the alternative benefit splitting approach, costs could be controlled by, for example, limiting the amount that could be transferred to say, half the post 2003 benefit.
Benefit splitting does not provide the receiving spouse with their own superannuation during the accumulation phase  

We accept that benefit splitting does not immediately enable non-working spouses control over superannuation assets to the same extent as contribution splitting.  However we do not see this as a significant flaw.  With divorcing and separating couples able to split superannuation, the need for control during the accumulation phase is not as relevant as it may otherwise have been because each spouse will have a right to share in the couple's overall superannuation assets.  
A benefit splitting approach would still enable spouses to control their own share of the couple's superannuation savings in the retirement phase.
We also note that if the Government's proposals to implement Choice of Fund are introduced, this will enable greater flexibility for couples to control their superannuation during the growth phase. 

We consider that any advantages of “control” are outweighed by the higher costs involved.

Benefit splitting does not provide the receiving spouse with improved access to cost-effective death and disability insurance
This argument has little validity.  We note that, in most cases, superannuation funds are unable to find insurance cover for disability benefits for those not in the workforce.  Even death cover may not always be available and generally requires greater levels of health evidence and higher premiums than that offered to employees.  The use of this argument in justifying contribution splitting is therefore tenuous.

Surcharge Issues

We believe that the amendments included in the Bill do not adequately reflect the Government’s intention.

It appears that the amendments will mean that following a contribution split the member’s fund will remain liable for any surcharge assessment if, when the surcharge assessment is made, it holds any contributed amounts for the relevant year.  Thus even if it holds $1 of contributed amounts for that year, it will remain liable for the full surcharge assessment.  Yet the remaining benefit for the member may be less than the surcharge assessment.  (For example this could occur due to the deduction of insurance costs and administration fees or the impact of negative investment returns.) The trustee may then have little option but to reduce other members’ benefits in order to pay the assessment.  It is only if the fund holds no contributed amounts for the year (and what this means is unclear), that the surcharge liability will pass to the member.  If the Government is not prepared to allow the surcharge liability to be transferred to the receiving spouse’s fund, then it should be possible for the original fund to transfer the surcharge assessment to the member where there remaining benefit is insufficient to pay the assessment.  

We note that where a member is liable to pay a surcharge assessment in these circumstances, the Bill enables a member to direct a superannuation provider (which could be totally unrelated to the provider from which contributions were split) to pay the member’ surcharge liability.  We consider that such payment should not be treated as an ETP in a similar manner to the treatment of commutations of pension to meet surcharge liabilities (part (s) of the definition of eligible termination payment in Section 27(1) of the Income Tax Assessment Act).  As it stands, the Bill would require the member to pay benefit tax on any amount that is used to pay the surcharge.

Issues not covered in Bill
As indicated above, the Bill only includes some of the legislative change necessary to introduce contribution splitting.  Other aspects have been covered in the draft regulations.
Based on these regulations we have the following significant concerns:
· In certain circumstances, trustees will be required to transfer nominated amounts, even if the amount is greater than the member’s benefit.  Greater protection needs to be provided to the fund and other members.  Any transfer should be restricted to the available benefit.
· Defined benefit members who are also entitled to accumulation benefits will not be able to split the contributions.  They will need to arrange for the accumulation contributions to be made to another fund before they can be split. This will add a further layer of fees.  The draft regulations should be amended to allow for additional accumulation contributions to be split.
· Members will not be able to split contributions with their spouse if the spouse has satisfied one or more specified conditions of release. This means that splitting will not be possible if the spouse 
   - is over age 65;
   - is over preservation age and retired;
   - is permanently incapacitated; or
   - is dead.

Whilst we consider that the drafting of this restriction is defective leaving its application unclear, it also introduces unnecessary discrimination on the grounds of age and disability.

We note that all of the above issues are likely to need further expansion and complication of the regulations to resolve.  None of them would be an issue under the alternative benefit splitting where benefits would only be split when the member has satisfied a condition of release.
Conclusion
Whilst we support splitting, we believe that there are considerable advantages in adopting a benefit splitting approach rather than contribution splitting.  This would reduce administrative costs, enable better access to appropriate advice and enhance retirement savings.

It would also increase equity by

· significantly reducing or removing most costs associated with the overall operation of splitting and hence minimise or remove any additional costs being applied to all members (whether they split or not);

· provide greater opportunity for low and middle income employers to split benefits on a cost effective basis.
We note that few changes would be necessary to the Bill – the differences would mainly relate to the regulations.  The changes to the Bill would be as simple as changing “contribution splitting” to “benefit splitting” and removing the changes to section 82AAT which would become unnecessary.  The amendments to the Superannuation Contributions Tax (Assessment and Collection) Act that have been included in the Bill will need to be revised in either case. The draft regulations would also become considerably shorter and easier to understand.
If contribution splitting is introduced, then the issues raised in this submission would need to be considered.

Yours sincerely
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John Ward

Manager, Research and Information

APPENDIX 1:  SET-UP COSTS FOR CONTRIBUTION SPLITTING 

Examples of the set up costs would include:

· amendments to trust deeds, in particular to enable benefits for the original member to be reduced to reflect the split

· amending Product Disclosure Statements and other communication material to members to incorporate details of contribution splitting

· amending systems to process the split,  record details of spouse, spouse’s fund etc

· amending systems so that all surchargeable contributions are retained in the original member's fund rather than being effectively transferred when the split contributions are rolled over (under current legislation, some or all of the surchargeable contributions are effectively transferred to the rollover fund with the rollover fund becoming liable for an appropriate share of any surcharge assessments received after a benefit or part of a benefit has been rolled over.)

· modify systems to handle a new standard for ETP Rollover Statements that we assume will be necessary to cover splitting contributions

· modify existing member annual statements to incorporate split amounts

Examples of additional on-going costs include:

· Advising members each year of the splitting option, any deadlines by which elections need to be made and the amount of contributions that can be split

· Additional reporting to the ATO under proposed Section 27HA

When each splitting request is received it would be necessary to:

· Appropriately validate the request including determining whether the receiving spouse (and fund) is eligible to receive the transferred split contributions

· Appropriately validate the account details of the receiving spouse, obtain banking details and other information from the receiving fund

At each split it would be necessary to:

· Determine and report to the receiving fund details of the split between undeducted and other contributions

· Ensure that there are still sufficient funds in the member's account (after allowing for taxes, surcharge assessments and fees etc) to make the transfer

· Draw a cheque or arrange for electronic transfer of funds

· Arrange for transfer of support documentation to receiving fund

If benefit splitting was introduced instead of contribution splitting, many of the above tasks would either be unnecessary, simplified considerably or required once rather than annually.
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