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SUBMISSION 

TO THE AUSTRALIAN SENATE SELECT COMMITTEE ON SUPERANNUATION

re

THE ADEQUACY OF

THE TAX ARRANGEMENTS FOR SUPERANNUATION AND RELATED POLICY, TO ADDRESS THE RETIREMENT INCOME AND AGED AND HEALTH CARE NEEDS OF AUSTRALIANS

1. Background

The Corporate Super Association

The Corporate Super Association is Australia’s dedicated representative body for major Not For Profit corporate superannuation funds and their corporate sponsors.

The assets of Association members amount to approximately $60 billion, representing about 75% of total corporate superannuation sector assets in Australia and some 750,000 individual employee fund members.  The dominant position of the Association in the corporate Not For Profit superannuation sector is indicated by the fact that Association member funds total only 2% by number of the total number of funds in the sector, but hold 75% of the assets. 

Abbreviations used in this submission

The Association
The Corporate Super Association

SIS Act, SIS legislation
Superannuation Industry (Supervision) Act 1993, and related legislation 

SGAA; SG minimum benefits
Superannuation Guarantee (Administration) Act 1992; minimum support required under that Act

The Issues Paper
Issues Paper, Options for Improving the Safety of Superannuation, issued by Joe Hockey, then Minister for Financial Services and Regulation, on 2 October 2001.



APRA
Australian Prudential Regulation Authority

SWG
Superannuation Working Group, chaired by Mr Don Mercer, established to conduct public consultation on the Issues Paper and to develop legislative options to be put to Government

Other terms used in this submission

In this submission reference is made to:

· Not For Profit employer sponsored superannuation funds.  In Not For Profit funds, the trustee body does not obtain profit, nor is there a dividend payable to shareholders of the trustee bodies. The main reason for the existence of the funds is a concern on the part of the employer sponsor to provide for the welfare of employees and their dependants through appropriate incentive and benefit structures.  There is no profit motive or commercial interest in bringing funds under management. The governing trustee bodies represent the interests of members and sponsoring employers.  Consumer protection in these entities is, to a major extent “built in” through the extensive cooperative involvement of employers and members in the governance of the funds.

· For Profit entities.  These may be:

· superannuation funds, master trusts, pooled superannuation trusts or unit trusts;

· fund administrators, investment managers, or professional trustees;

· any combination of the above.

The prime characteristic is the offering and issuing of financial products in order primarily to realise profit for the issuer’s shareholders.  These service providers and their agents have a financial interest in drawing additional funds under management.  They have no connection, other than commercial, with either the sponsor or the members.

Context of submission

The Media Release of 22 March 2002 issued by the Select Committee announces an inquiry into the adequacy of the tax arrangements for superannuation and related policy, to address the retirement income and aged and health care needs of Australians.  Senator Watson, the Committee’s Chairman, has indicated that the inquiry will focus on just how adequate the accumulated superannuation savings of an individual will prove to be, given the current taxation treatment they receive.  He has highlighted also the need for provision for longer life expectancy and for the potentially significant costs of health care in retirement. 

2. Summary of the Association’s position

This is an initial Submission and the Association looks forward to the opportunity of expanding on key points if invited to give evidence at the forthcoming Senate Select Committee Hearings.

Our concerns, in principle, fall under three main headings:

· the adverse impact on funding caused by costs arising from increased legislative complexity (without compensating benefit);

· the growing disincentives for employers to continue to provide support above SG minimum and to take an active interest in their employees’ superannuation arrangements; and

· the adverse impact of the current taxing rules, and in particular their impact on contributions. 

Increasing legislative complexity

Irrespective of contribution levels, taxation or investment returns, a major threat to the adequacy of the retirement benefits for most employed individuals is posed by increases to costs, provoked by the complexities of recent “reforms” to superannuation regulation.

· In Not For Profit corporate provision of super the extra costs imposed by Financial Services Reform have no visible benefit and, in accumulation funds, directly reduce individuals’ superannuation savings.  In defined benefit funds, the cost is seen indirectly - increased costs reduce incentives for employers to provide generous benefits.

· The draft recommendations of the SWG, made public early in March 2002, contain items which would create heavy increases in costs, eroding the benefits of individual Australian employees with no definable cost / benefit advantage.  Examples are the proposed APRA licensing system, proposed restructure of legislative process, and capital adequacy requirements.

· We are concerned also about the potential impact on costs and returns, if employers become obliged to offer full choice of fund.

Growing disincentives for employers providing benefits above SG minimum levels

The further costs and complexities mentioned above discourage corporate employers from continuing to support their unique Not For Profit superannuation funds.  This is likely to have a markedly adverse impact on the adequacy of the super arrangements of individual corporate employees, for reasons outlined below.

Corporate Not For Profit provision of super contains strong added value for individual employees in the following three essential areas:

The average level of employer support is in excess of the SG minimum.  

The cost of administration is in many cases met, or subsidised by the employer, resulting in increased employee benefits.

The cost of insurance is in many cases met by the employer – without cost to employee benefits.

These financial add-ons, over and above SG minimum obligations, make a potentially enormous difference to the adequacy of retirement savings of individual Australians.

Our priority therefore is to ensure that corporate employers are encouraged to continue these additional measures of support above the SG minimum.  It is essential that any proposed “reforms” to the superannuation system recognise the unique nature of Not For Profit super, and ensure that the regulatory system is cost effective.

Impact of current taxation system on funding benefits

Our third concern is the three-tier taxation system currently applying to superannuation.  Not only does this system erode the benefits before they have begun to accumulate, and during the accumulation phase, but it also imposes compliance costs relating to the three different taxing points.

The superannuation surcharge also erodes benefits before they begin to accumulate and has introduced unprecedented complexities for administration by superannuation funds.

For the above reasons we support the removal of tax on contributions, and are willing to work with Government to explore constructive ways in which this can be achieved.

3. Detailed information

Preliminary

The media release announcing the inquiry has mentioned two major issues which impact on funding: 

· contribution levels (which provide the initial capital); and 

· taxation (which currently erodes the capital and the investment growth at three separate stages).

A further major issue affecting funding is the level of administrative and other costs, including costs of compliance with legislation. 

Yet another factor which affects funding is investment return, but any superannuation policy approach will have significantly less impact on this than the three factors already mentioned above.  Investment return achieved by funds is a reflection of the wealth being created in the wider economy.

Accordingly, our submission deals with the first three topics listed above: contributions, taxation and cost control. 

Contribution levels

Many studies and projections assume that funding will be provided only at the statutory minimum levels required of employers.

The SGAA has effectively imposed a minimum level of employee support on all employers, calculated as a percentage (soon to reach the level of 9%) of the relevant earnings base.  For some employers the provision of these SG minimum benefits has presented a steadily increasing obligation.

However, there is a substantial group of employers who have been providing support to their workforces since before the introduction of SGAA obligations, often at a level well in excess of the SG minimum.  These employers provide enhanced benefits, subsidise administration and life insurance costs, and where defined benefits are provided, underwrite the benefits.

Typically, these are the employers who sponsor separately maintained funds established for the benefit of their employees, or for the employees of a group of related employers.  The employers continue to maintain these funds, rather than taking the easy way out of becoming part of a master fund controlled by service providers, because they are committed to maintaining higher than statutory minimum benefits and to ensuring that costs are carefully scrutinised and controlled.

These employers and the funds they support provide a valuable supplementary resource to reduce potential shortfalls in benefits for retirees in the future.

However, current Government policy does not provide incentives for this group to continue to act in this way.  In fact, because of the current “level playing field” approach, the unique features of this group are not catered for, resulting in an environment inimical to their continued survival.

Cost control

Administration costs, investment charges, and compliance costs can have a significant impact on funding and, in years when investment earnings are lean, can stand out as absorbing an increased percentage of earnings.

Investment returns are often portrayed as controllable by the fund and as a source of congratulation if a particular fund’s return varies above the mean.  Clearly, the quality of investment management will be reflected in the returns.  However, these returns are to a major extent influenced by the level of activity and prosperity in the general economy and represent the investors’ share of the wealth generated by economic activity.

Costs, on the other hand, can to a much greater extent be influenced by:

· the behaviour of the fund’s trustees; and

· Government policy.  

Costs influenced by the behaviour of the fund’s trustees

In a corporate Not For Profit fund, the trustee’s interests are broadly aligned with those of the members and sponsor.  There is a strong incentive to minimise costs, to the extent that this is consistent with the maintenance of quality service.  Not For Profit funds will seek to achieve this by seeking competitive quotations and tenders for services.  In many cases they will seek separate quotations for each category of service, administration, custody, investment advice, investment management, actuarial, audit, legal and taxation advice.  Greatest expertise in all areas is not generally found within one service organisation, and organisations compete with varying effectiveness in different fields.  There may be situations where a “bundled” approach provides benefits, but the costs and benefits need to be assessed by the trustee body.

The above approach has a track record of buying quality services in a cost-effective manner.  

It is notable that the costs in the Not For Profit group are kept at a significantly lower level than those in the For Profit group.  In the latter, the pressure to minimise costs is reduced by such factors as:

· reduced involvement by the employer sponsor;

· limited influence over fees after entry into a master fund; and

· control and provision of services to the fund by entities related to the master fund, leading to limitations on competition and hence less pressure to minimise costs.

The end result of a reduction in cost control is lower benefits for the members of the funds – leading ultimately to the need for greater levels of Government support for those members in their post retirement years.

Cost subsidies provided by sponsoring employers

Apart from the cost control and scrutiny mentioned above, there is a further way in which the sponsors of large corporate superannuation funds assist in minimising costs for these funds.  Currently these funds receive significant administration support from sponsoring employers which is not formally accounted for.  For example, staffing of trustee boards, investment and audit committees is often provided to the fund free of charge, and does not erode members’ benefits as it would necessarily do in a fund where all costs were fully passed on and accounted for.  In a defined benefit scheme in particular, it is inevitable that the costs of maintaining the fund are borne by the employer sponsor: in the event of an increase in costs, there will simply be a requirement for an increased level of corporate funding to maintain benefits at the required level.  Death and Disability benefits are generally provided at much higher levels than are the norm amongst For Profit funds.  These benefits are often provided in defined benefits form. 

These cost subsidies again raise the level of benefits available for the support of future retirees. 

Costs influenced by Government policy

Government policy has a direct effect on compliance costs, which are generally imposed as a direct or indirect result of legislation.  In the last twenty years we have seen a significant escalation in such costs.  During the eighties, costs increased because of an increase in complexity of taxation arrangements and an increased focus on regulation of superannuation.  In the nineties the regulatory legislation was strengthened and there were some increased burdens in compliance – although it was generally acknowledged that the SIS legislation codified good practice.  A major source of compliance cost which is generally considered to be unproductive, however, has been the introduction of the superannuation surcharge.  The burden on systems was, and continues to be, massive.

Recent developments

We have now entered a new era of complexity in compliance requirements, associated with the introduction of the FSR Act and related regulations.  Further, the FSR changes currently being grappled with are not the end of the story.  The current review of safety of superannuation arrangements by the Superannuation Working Group chaired by Don Mercer appears set to increase compliance complexity through the introduction of licensing requirements for superannuation funds and through the empowerment of APRA with a de facto ability to legislate at whim.

The novel aspect of the recent raft of changes has been the absence of expected benefit flowing from the reforms.  In general, a process of reform and the introduction of restrictive or burdensome legislation may be more or less tolerated if the pain is accompanied by some compensating benefits.  We remain unconvinced that the FSR Act brings any benefits in the form of protection to the members of corporate Not For Profit funds.  This is mainly because the legislation is tailored to fit organisations which do not share the characteristics of Not For Profit funds.  We wholeheartedly support moves to strengthen the safety of super provided that they are cost effective and address the problems in a relevant manner, whilst recognising the distinct nature of Not For Profit super. 

We note that the recent drive for reform stems from a professed desire to simplify and standardise legislation applying to supposedly similar “products”. We believe that policy on superannuation is currently being shaped in a way which ignores the central nature and function of superannuation savings, and which relies on the mistaken premise that
 “superannuation is essentially a managed investment with special characteristics.…..” 
. 

The assumption that superannuation shares the characteristics of bank deposits and managed investments is at the root of some highly inappropriate suggestions for the “reform” of the superannuation system. 

Whilst the result of the proposed reforms may be standardisation and simplification of the market place, enhanced benefits and an increased savings pool do not result.  The organisations whose needs and circumstances were taken into account by the architects of the legislation (broadly, financial intermediaries and For Profit superannuation providers) will incur fewer costs than those entities whose circumstances have been ignored because they do not fit the model – notably, Not For Profit funds.  

As a result, we anticipate a significant increase in compliance costs for Not For Profit funds, without any compensating benefits.  

Choice of Fund

Proposals to re-introduce Choice of Fund legislation are a further potential source of increase in costs.  The increased costs of managing entries and exits will put a strain on employers and funds.  In some cases, there will be significant strains placed on funding due to lack of predictability of membership.  A further potential cost would arise from an inability to take the same long term investment approach as is currently adopted by corporate funds when their membership is stable and predictable – i.e. investment returns would be likely to drop, on average.

Consequently, Not For Profit Funds and their sponsors are re-examining their continuing viability.  

To sum up, the result of current “reforms” is likely to be:

· a decline in the number of Not For Profit funds; and

· significant increases in compliance costs for the surviving entities, costs which are not matched by any compensating benefits.  The net result will be a decrease in available resources for future retirement benefits.

In effect, the Government by its current policies is reducing the pool of future retirement savings.  The result, for future governments, will be increased costs in the form of benefit and health subsidies for the aged.    

Taxation

The role of taxation policy in affecting funding cannot be underestimated.  The current three tier taxation system is unusual in the international context, eroding benefits at the initial stage of the funding process as well as reducing the earnings as they accrue.  It is also a system which is cumbersome to administer, as a result of the three separate taxing points and related rules.  Further, the collection and administration of surcharge places a very heavy burden on funds, without resulting in particularly high collections of revenue for the Government.

A tax system which erodes the capital of a savings vehicle as soon as the capital is contributed, erodes any professed retirement incomes policy and adds fuel to the suggestion that superannuation is being used by Government as a cash cow convenient for milking.   We note that any move to increase the employer contribution rate would be immediately undermined by taxation on contributions, and consider that for this reason the outstanding issues with the tax system should be addressed before any increase in contribution levels is even considered. 

We support fully any suggestions and proposals to 

· reduce the erosion of benefits by the removal of tax on contributions;

· repeal the surcharge legislation with its resultant administrative costs and complexities for funds. 

4. Recommendations

Reward employers who provide benefits which exceed statutory minimum.

The corporate Not For Profit group has been demonstrated in the sections above to play a significant role in:

· providing contribution levels in many cases significantly higher than those required by law;

· providing additional benefits such as life insurance without charge to the member;

· providing administration support and expertise without charge to the member; and

· controlling fees, charges and other costs in an honest and above all impartial way, and this contributing to a higher level of retirement savings.

The role of the Not For Profit group is unacknowledged and unrewarded by incentives. In fact, many of the recent proposals floated in respect to superannuation are inimical to this group.  The current regime appears to favour a level playing field with all management and administration of superannuation in the hands of For Profit providers, the nature of whose business will require levying of significant fees and charges.

We strongly recommend that the Government take steps to safeguard rather than destroy the viability of Not For Profit super.  It is critical that proposals for “reform” of the financial services sector and the superannuation system take account of the diversity of the entities involved in the field, and must not attempt to force all superannuation entities into the strait jacket of the For Profit model.

Taxation reform

We urge that consideration be given to the withdrawal of tax on contributions. 

We urge also that the superannuation surcharge be repealed.  Revenue arising from this impost does not justify the burden it places on the administrative resources of funds.

We support a review of the current taxation of superannuation in order successfully to reconcile the needs of Government for revenue with the pressing need to optimise adequacy of retirement savings through reductions in taxation and in costs. 

The Corporate Super Association looks forward to working co-operatively with Government to help achieve these crucial objectives.

Liz Goddard, Head of Research
Corporate Super Association

6 May, 2002

� Issues paper, section 1.2
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