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8th May 2002

The Secretary, Senate Select Committee on Superannuation,

Parliament House,

Canberra, ACT, 2600

Dear Secretary,

The Financial Planning Association of Australia, FPA, welcomes the opportunity to present a submission to the Senate Select Committee on Superannuation review of Superannuation and Standards of Living in Retirement.  

Please find attached the FPA’s submission.  We would welcome the opportunity to further discuss the contents of our submission at a public hearing.

If you have any queries about the contents of the FPA submission please do not hesitate to contact FPA’s National Manager Policy and Government Relations Manager, Con Hristodoulidis on (02) 9220 4508, or Policy and Government Relations Adviser, Margaret Sousou on (02) 9220 4512.

Yours Sincerely
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Ken Breakspear

Chief Executive 

Financial Planning Association of Australia Ltd.
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Executive Summary

The FPA is the peak professional body for financial planners in Australia.  With a membership of 14,500, our aim is to improve the financial well being of all Australians to provide them with greater financial choices in life.  

The superannuation adequacy debate is not about whether 9% SG is enough to retire on.  Rather, the FPA believes the adequacy debate is about managing finances appropriately through ones lifestyle to ensure super money is for funding retirement.  

Taxation of Australia’s superannuation is complicated and does not lend itself to encouraging people to maximise use of the super system.  Superannuation should only be taxed at the withdrawal stage as this maximises the accumulation opportunities for investors and therefore should reduce the reliance of government support for those entering into retirement.

The current debt financing culture of Australians has resulted in many Australians reaching retirement age and using their superannuation payment to retire debt rather than using the monies to fund retirement living (this view is supported by ABS data that shows 42% of people entering retirement who take a lump-sum use the money to pay-off personal debt).  Hence, there is a need to develop a tax preferred medium-term savings vehicle to assist individuals fund lifestyle expenses through equity and thus using their super to fund retirement.  

Reasonable Benefit Limits, RBLs, need to be removed as they inhibit greater savings by discouraging people from contributing more to super, because of fear of exceeding the RBL.   Current Aged Based Contributions are a sufficient equity mechanism to limit possible excesses under concessional superannuation tax laws.  

Creating a savings culture requires consumer education starting at tertiary school level and for consumers at large to ensure they make informed decisions regarding money management wealth creation for retirement.  

The introduction of super choice continues to be important to generating genuine interest in making people’s money work harder in a competitive market place. The FPA welcomes the introduction of the ASX FundConnect to assist in industry efficiency.
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Introduction

The Financial Planning Association of Australia Limited, FPA, is the peak professional organisation for the financial planning industry in Australia.  The Association is a not for profit organization established as a company limited by guarantee.  

With approximately 14,500 members organised through a network of 30 Chapters across Australia and a state office located in each capital city apart from Darwin, the FPA represents qualified financial planners in Australia who manage the financial affairs of over five million Australians with an investment value of more than $560 billion. 

The FPA represents the views of the industry to key decision makers including government, the regulator and media. Established in 1992, the FPA promotes improved quality of financial advice for consumers, and high standards of ethical and professional behaviour among its members.

The FPA membership consists of companies and individuals who practise within or support the financial planning profession. The increase in size and stature of the FPA in recent years reflects the rapid growth of the international financial planning industry.

In addition to those who have trained and practised within the financial planning industry, many FPA members are specialist professionals such as accountants and stockbrokers. These members are now gaining qualifications as financial planners, and are re-orienting their businesses to meet the growing market need for financial planning.

The FPA vision is to strive with its members, through industry and professional leadership, to improve the financial well being of all Australians.

As part of this vision, FPA members actively promote the need for self-provision in retirement to clients and set out to achieve this need by increasing clients’ wealth by shifting their portfolios from less than optimal risk/return trade-offs to portfolios closer to the optimal.  Financial planning therefore benefits the Australian economy by raising the investment returns of the household sector.  More broadly, successful financial planning boosts real wages, business investment and national savings, while easing the pressure on both interest rates and the current account deficit.

Superannuation is too complex, and this complexity is a major barrier for consumers in contributing, (topping up) their SG component.  A recent ING –Melbourne Institute Household Savings Report, found that the complexity of the super system rated the second most important reason 
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why people did not contribute to super.  Policies need to be introduced to make super more attractive to the investor, and achieve the Government’s intention of less reliance on the pension system in retirement, i.e., self- sufficiency.  

Size of the Super Industry
The latest APRA December 2001 Quarter figures show the total superannuation assets increased by 4.7 per cent during the quarter and now stand at $527.7 billion, with 234,000 funds.  

The number of members accounts rose 2.6% during the quarter and now stand at 23.7 million.  

Contributions during the year to December 2001 also increased by 6.7%, increasing from $47.8 billion to $51.0 billion, with employers contributing 6.5 million into super, up 8.4% on the 2000 December quarter, and members contributing $5.2 billion.  During the quarter, $7.2 billion was paid out in benefits, $5.5 billion in lump sums and $1.7 billion in pensions.  

Superannuation coverage has reached 88% of all workers.

These figures all point to an ever-growing industry, both in terms of members and dollars invested.  

This type of growth is needed to achieve the government’s objective of provision in retirement, to ensure fewer burdens on the public purse.

The enormity of the super industry as illustrated above, requires a national approach of understanding and acceptance.  The FPA has developed a number of principles to benchmark any reform options.  These principles are:

· The development and promotion of a savings and debt management culture

· Self-sufficiency in lifestyle choices (particularly in retirement)

· Freedom of choice in savings vehicles

· Freedom of choice in post-retirement savings and income decision-making
· Simplify and de-mystify retirement incomes and national savings systems to ensure transparency and simplicity
· Encourage informed risk acceptance in investment decision-making

· Strict prudential supervision with government as a watchdog
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· Social Security safety net to be maintained

· Reforms to be revenue neutral to the government budget in the medium-to-long

      term 
The following reform proposals will contribute towards these benchmark principles.  

1. Adequacy Debate

The FPA believes the debate on adequacy has been narrowed around the discussion of 8-9% SG rather than focusing on the big picture.  Other assets such as life and health insurance, shares, managed funds and property should be included in the equation of determining the adequacy of wealth in retirement. 

The FPA is currently scoping research to identify other assets baby boomers have acquired over the years, which could be relied upon in retirement apart from super.  

The adequacy debate also needs to weigh up the assets, including super against the level of debt by Australians. 

The level of debt in retirement is significant because more and more Australians are finding it difficult to fund debt in the first instance but rather allow it to be accumulated and dealt with in retirement.  In fact RBA figures show household debt has increased from about 50 per cent of annual household disposable income at the start of the 1990s to 90 % at present.  In real terms, debt per household has doubled in the 1990s to a level of about $40,000, measured in 1998 prices.  While this large increase in debt largely reflects borrowing for housing, personal debt for consumption is still growing at a rapid rate.  The FPA is concerned consumption debt has increased significantly over the last 10 years instead of increasing debt strategies for funding wealth accumulation, such as borrowing money to invest in property, shares, managed funds etc.   For example, RBA figures show that Australians face over $10 billion in debt on credit cards, in June 1999, compared to $5.5 billion in 1994,
 in contrast to  wealth accumulation debt, which assists in building wealth for an individual.  

It seems this consumption-based debt is being funded in retirement using retirement money.  The latest ABS figures show that over half of those who received a lump sum in the previous 12 months, (77% of the people who received benefits from their super fund elected to receive that benefit as a lump sum):

· 42% used that lump sum money to buy or pay off a home, make home improvements, pay off a car or settle other outstanding debt;

· 23% rolled the lump sum over or invested it in an approved deposit fund, annuity or other superannuation scheme; and

· 28% invested the lump sum elsewhere, including in personal savings.  
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Australians are accumulating a larger level of consumption debt, which does not assist in creating their own wealth, and they are using their retirement money to fund this accumulated of debt.  

It seems from these figures that the government’s original intention of encouraging people to save for retirement through a combination of compulsory and tax preferred voluntary contributions to super and use this money for retirement purposes is being challenged.  Instead, it seems more and more people are using their retirement money to pay off outstanding debt.

There is a real need to formulate a medium-term savings vehicle, whereupon people can save money in periods of high-income low expenditure and use this equity to fund major lifestyle expenditures.  The policy will attempt to increase the level of personal savings, national savings, and self-sufficiency in retirement.  

2. Taxation of the Super system

Taxation of the super system was initially introduced as a relatively easy arrangement to understand and adopt.   Over the years we have seen an evolution of the taxation of super from a 95% tax-free lump sum, to 15% contributions tax, 15% earnings tax, and 15% withdrawal tax.  This tax import was further complicated with the introduction of:

· Reasonable Benefit Limits

· Aged Based Contributions

· Surcharge tax on contributions for high income earners

The taxation structure makes the incentives within super system difficult to understand even though many are faced with them.  They are not transparent and do not encourage a savings culture.  

We now have a situation where some money comes out of superannuation with a maximum tax of 15%, some of it can be taxed at 48.5%, other money comes out as taxable income and some of that with a 15% tax rebate – and it’s the same money. Some of it has been taxed at 15%, some at up to 30% within the system.

For some people there is very little tax benefit, as they would only pay tax at 17% if they got the money to spend now rather than not being able to get it until they retire. 

Is there any wonder that young people do not make voluntary contributions into Superannuation? 
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The FPA believes taxation should adhere to the following principles:

· Neutrality in the treatment of savings;

· Simple to understand and administer; and

· Minimal taxing points.

Any deviation from these principles should be based on sound economics and social factors.  In the case of savings for retirement, the democratic process in Australia supports a combination of compulsion and tax incentives to generate savings for retirement.  Even then, simplicity in the application of tax incentives should be the focus.

The fall in National Household Savings over the past forty years is at most equal to and is probably exceeded by the increased proportion of income paid in tax by middle income families over the same period.

Successive governments have taken the savings capacity of the nation and spent the money.

It is therefore unrealistic for the Government to expect that any initiative to build national savings should be revenue neutral in the short- term. Governments should be prepared, along with everyone else to be a little less profligate. Tax reductions made possible by such activity should be directed to those who are prepared to save rather than consume.

This will build a more robust economy and will reduce the need for extra Government spending in the future.

The FPA further believes that the outcome for taxing super should be at the end point.  This method ensures a greater accumulation of super, and more money for people to draw upon in retirement.  It also ensures less complication in understanding the taxation of super, as it occurs only once, which in turn makes it attractive to consumers and reduces the administrative burden on the industry, (hopefully resulting in lower MERs).  In other words, reducing barriers to effectively enter into the super system would encourage more people, especially younger Australians, to contribute to their retirement.  Consider the following examples:

Example 1

A female works full time from age 22-30, 50% of the time from age 35-40, and full time again from age 40-62.  Figures show that in this circumstance the female would retire on 57.2% of her pre-retirement income, under the current tax system.  If contributions tax were removed the female would retire on 60.5% of her pre-retirement income
.  
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Example 2

A male working full time from age 22-55 and then 50% of the time from age 55-60, will retire on 61.7% of his pre-retirement income under the current taxation treatment

of super.  If the contributions tax were removed, the male would retire o 65.9% of his pre-retirement income
.  

Clearly removing the contributions tax assists in increasing the amount of money available for retirement.  However, as highlighted earlier, the current policy intent of making super a tax preferred vehicle for people to fund their retirement is being compromised by the application of super monies by those reaching retirement into funding debt accumulated prior to retirement.  

An ASFA report in 2001 showed that the main perceived disadvantage of super was the lack of accessibility to the money
.  The latest ING  -Melbourne Institute Household Savings Report also shows that potential future changes to tax law and government rules about when the money could be accessed was one of the main reasons people did not contribute to super.  The report further illustrated that instead, many people would use that money to fund other lifestyle choices, such as education and mortgages
.  

Hence a gap exists in the national savings policy for a tax preferred medium-term savings vehicle.  This vehicle would provide an incentive for individuals to fund large lifestyle expenditure items though equity rather than debt.  This in turn would result in superannuation funds being used to fund retirement, hence improving the adequacy of the current system.

3. Removal of RBLs.

The FPA policy proposal focuses around increasing the size of individuals’ super by making the system more attractive.  One of the methods of achieving this is to not penalise people for accumulating high level of savings when they access their money.  Therefore, the proposal would be most effective if limits were not imposed on the amount of money that could be accessed from super at any one given time, as the Reasonable Benefit Limit, RBL, system does.  

People’s savings habits should not be dictated by the amount of tax they will pay if they save too much money, because it then defies the original intention of super, which was to encourage people to save for their retirement.    

RBLs were introduced to steer retirees into purchasing pensions with their super money rather than taking the money as a lump sum, to ensure less people relied on the public pension system.  However, the latest APRA Superannuation Trends December Quarter 2001 figures show that lump sums accounted for 77% ($5.4 billion) of the benefits paid during the December quarter
.  In other words, 9 years after the RBL 
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system was introduced, investors are still favoring the lump sum system over the pension system.

The RBL system clearly is not achieving its policy intent, and rather it is hindering those who can save from contributing excess money into super, because of the fear of reaching the RBL quickly before retirement.  

Maximum Aged Based Contribution Limits already limit the amount of money that can be contributed into super while taking advantage of the tax deductions.  The concessional tax treatment of money invested up to the aged based limit acts as an appropriate mechanism to stop people from taking excessive advantage of the concessional tax laws.  Adding RBL’s at the end of the process only complicates super even more, by adding more boundaries and making it less attractive to the average investor.  Further, as outlined in the two examples below, many more people will reach their RBL in future years, purely relying on the 9% SG.

The FPA recommends the removal of RBLs.  Removing RBLs is a significant step in ensuring the objective of self-sufficiency in retirement.  

Removing RBLs’ would also simplify the superannuation system, encourage greater savings and also provide incentives to maximise benefits levels at the end of the accumulation phase and reduce the reliance on the social security system.  Ridding of RBLs would also see less people using other investment strategies to avoid reaching the RBL, and instead redirect their money back into super funds to grow the pie.  

A person making superannuation contributions for any reasonable period of time (approximately 12 to 15 years) will certainly exceed their RBL limit and be exposed to non-concessional marginal rate taxation, as highlighted in the examples below. 

Example 1 – Assume you have $200,000 in super now, you are aged 45 and you contribute just $1000 a month until you retire at age 65.  You will have $1,467,924 in super at that time – that’s $467,924 above the indexed lump sum RBL of $956,107 (assuming 3% AWOTE, 7.5% growth and no superannuation surcharge).  That’s a $226,943 excess benefits tax you will be facing.

Example 2 – For some RBL problems will creep up even if you contribute no more super.  This will happen if you have accumulated substantial amounts in super already and your super fund outperforms the indexation of the RBLs.  For example, if your super fund earns 7.5% and the RBL is indexed at 3%, and if you are 55 now and have $450,000 in super (that’s $79,000 less than your RBL), you can expect to face an excess benefit of $216,031 and an RBL tax bill of $104,775 at age 65, even though you have not made further contributions to super. 
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4. Education

There are many choices in the market place today surrounding superannuation and it seems the reality is many consumers lack the skill to make informed choices in these

changing times.  Today, superannuation has complicated connotations attached to it.  Terms such as surcharge, contributions tax, reasonable benefit limit, eligible termination payment and eligible service period are confusing to consumers.  Further, the taxation laws surrounding superannuation deter some consumers from making voluntary contributions.  

The FPA is a strong advocate of educating consumers about superannuation.  Given the enormity of super, and therefore the effect it will have on people’s lifestyle, it seems fit to embark on an education campaign to ensure consumers understand how their money is invested and the choices they currently have.  

The greater education people have about their super, the more interest they may take with their super.  This will inevitably lead to better investment choices, because consumers will rank funds according to their risk profile and individual service performers.  

Greater education may also lead to more people contributing to super, because they would have a better understanding of the importance and advantages of super.  The FPA supports publications such as the Queensland Government Department of Families “A guide to Retiring Planning Your Lifestyle”, and Centrelink’s “Securing Your Future”.  The FPA advocates a greater exposure of these and other publications to the wider community to generate a greater level of interest and education.

The FPA also publishes “Don’t Kiss your Money Goodbye” in conjunction with ASIC, to inform consumers about how to choose a financial planner and check a financial plan.     

In order to achieve a savings culture, the FPA also advocates the introduction of savings and financial planning in the secondary school system, to teach students the importance of saving and planning their finances. 

The provision of education is far from costless, however expenditure on a well-developed program should be considered an investment.  Without an education campaign, consumers are more likely to make inappropriate choices therefore placing the entire superannuation and retirement incomes system at risk.   

5. Safety of Super

Given the rapid growth of super assets and the ever-growing encouragement to contribute more to super, the FPA strongly advocates ensuring that people’s money is also safe.  From this view point, the FPA strongly supports the Options for Improving Safety of Super Draft Recommendations of the Superannuation Working Group, which recommends corporate trustees or in the case of individual trustees, the 
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‘notional trust entity’ be licensed by APRA
.  The licence would include certain conditions similar to those in the Australian Financial Services License, which the trustee would be required to adhere to. 

The end result of greater protection of consumers’ money far outweighs any difficulty in working through legal requirements and provisions.  Therefore, the FPA strongly urges the Government support this particular recommendation of the Mercer Report. 

6. Super Choice
With the start of the Financial Services Reform Act, FSRA, from 11th March 2002, the introduction of unfettered member choice is timely.  Unfettered member choice is based on the principal that the individual has the right to choose their preferred fund, however if the individual does not want to exercise their right to choice, a default fund is also available.  

The FPA believes that an appropriate level of disclosure and consumer protection will be achieved within the FSRA single licensing/disclosure framework.

This framework can be further toughened with the introduction of a provision within the “Super Choice” legislation that requires financial advisers to show a ‘net benefit’ to their clients in plain English and in writing before changing their superannuation fund.  This requirement has been a necessary part of membership to the Association under Rule 118 of the FPA’s Rules of Ethical Behaviour and Professional Conduct.

Such a requirement along with full and frank disclosure will assist in counter-balancing the conduct of those advisers seeking to switch consumers into superannuation funds in which they have either a financial or non-pecuniary interest as was the experience in England and Chile.

The New South Wales, Queensland and Western Australian State Governments have already legislated to introduce a form of member choice in their respective States.  The problem with such an approach is that the legislation is not consistent across the nation and adding unnecessarily to the cost of superannuation funds in having to meet different state requirements.  This cost is ultimately borne by the Australian community through higher than necessary MERs.

The delay in the introduction of Federal legislation of member choice is only adding to the confusion of both employees and employers with respect to the operation of superannuation specifically, and the development of a national savings culture more generally.
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7. Industry Efficiency

Industry efficiency is a key issue for improving adequacy of superannuation.  In particular improved industry efficiency lead to better investment performance, lower administrative costs and hence lower management fees and higher accumulations for consumers. 

The recent IFSA Superannuation Fees and Competition Report found that there is a high level of competition within the super industry. The report went on to state,  “Strong competition between super groups generally ensures that members within regulatory constraints, receive good value.  Competition coupled with an extensive media coverage of funds and fees provides incentives for suppliers to continually provide better value”.   

The ASX’s Fund Connect proposal provides the first serious straight Through Processing initiative for the financial services industry. 

The ASX FundConnect proposal will be an infrastructure service for the Financial Services Industry, aimed at filling current gaps in straight-through-processing capabilities for workflows involving adviser, platform providers, fund manager and other industry participants.  Currently under development, initial functionality offered by ASX FundConnect is anticipated to become available by the end of 2002.  

The potential benefits of ASX FundConnect are:

· Lower costs for the industry as a whole, resulting from straight through processing, automated reconciliation, reduction in paper flows and a reduction in error and associated re-work rates

· Greater efficiency through elimination of duplicated manual processes, faster information processing and increased transaction processing capacity.

· Improved client service based on shorter turnaround times and certainty of transaction status.

The success of such a venture would potentially significantly enhance industry efficiency and significantly reduce MERs for consumers.  

Thank you again for the opportunity to offer our views on the Senate Select Committee’s Review of Adequacy of Living in Retirement. The FPA also requests to appear before the Senate Committee during the public hearings, preferably in Sydney.
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