SUBMISSION TO THE AUSTRALIAN SENATE SELECT COMMITTEE ON SUPERANNUATION 

BY

THE SOUTH AUSTRALIAN GOVERNMENT SUPERANNUATION FEDERATION.

BACKGROUND

The South Australian Government Superannuation Federation is the peak body that represents contributors to and beneficiaries of South Australian government superannuation. The Federation, under State Superannuation legislation, nominates a representative to Funds SA, the funds management body of the State superannuation schemes.

The Federation is made up of representatives of all major unions covering South Australian public sector workers and from organisations that represent beneficiaries of the schemes, notably South Australian Superannuants. In addition, employees' representatives on the South Australian Superannuation Board and the South Australian Superannuation Fund Investment Trust are members of the Federation.

The role of the Federation is to deal with any matter affecting or likely to affect the welfare of contributors to and pensioners of the fund and to further the interests of contributors and pensioners of the fund.

INTRODUCTION

These comments are from the perspective of Super SA members, Super SA being the South Australian public sector superannuation scheme.

Super SA does not at present offer either financial advice or post retirement income streams (allocated pensions or complying pensions) to accumulation fund members.  The Federation is anxious that services be made available to members that will help them to secure their financial welfare during retirement.

POST RETIREMENT INCOME STREAMS – THE DEMAND

For many years public sector defined benefit pension schemes guaranteed a secure income stream for retired public servants.  As part of the conditions of employment the employer (government) accepted responsibility for the financial welfare of former employees when they retired.

The progressive closure of public sector defined benefit pension schemes is to some extent inconsistent with the objective of the Commonwealth Government’s retirement incomes policy, which seeks to ensure an adequate income for all retired Australians.  It may be valid to argue that the cost of these schemes was unsustainable.  However, the current policy of abandoning any involvement in the financial welfare of retired employees is an extreme reaction, given that a solution in the form of allocated or complying pensions can be provided at no cost to the employer. 

In the belief that there is strong demand for post-retirement income stream products, in particular allocated pensions, the Federation asked Super SA if demand had been measured.  The Federation understands that a survey of members showed strong support for Super SA being able to offer post-retirement products, including a willingness to pay a fee for financial advice or other services. This view is in line with that from affiliates of the Federation who consistently report a high level of demand for these services from their members. 

A survey of 94 major superannuation funds published in the March 2002 issue of SUPERFUNDS magazine indicated that allocated pensions are already provided by 35% of public sector schemes and 59% of industry schemes.  These figures relate to June 2001, almost two years ago, and the percentages have probably increased since that time.

INCOME STREAM COST CONSIDERATIONS

The options for introducing post retirement income streams include:

· Utilise the in-house investment infrastructure already in place for the accumulation fund to handle investment of lump sums rolled over to an income stream product.

· Create a strategic alliance with an outside financial institution to accept roll over of lump sums.

· Continue the current practice of leaving retirees to fend for themselves, often leading them to select an investment vehicle for their lump sum from the more expensive retail sector.

Utilising the existing in-house investment infrastructure of the Fund to provide allocated pensions is certainly the Federation’s preferred option.  It appears to offer the greatest cost advantage to members.  

The Federation has not had time to research the costs associated with acquiring an allocated pension under each of the foregoing scenarios but the evidence available in respect to the costs incurred in superannuation schemes, as illustrated in the following table, provides a meaningful comparison.  

	Administration and Investment Costs for Major Categories of Funds

	Type of fund
	ASFA Survey
	APRA Survey

	
	Costs as % of Assets
	Costs as % of Assets

	Industry
	1.35%
	1.00%

	Corporate
	0.78%
	0.70%

	Public Sector     
	0.49%
	0.60%

	Retail
	2.40%
	2.00%


Source: SUPERFUNDS – March 2002

The compound effect of fees and costs has the potential to significantly erode the retirement savings of members.

Notwithstanding the possibility that the Fund, by virtue of its size, may be able to negotiate a fee with a financial institution that is lower than normal retail fees, the fee is unlikely to match what is achievable with an in-house service.  Commercial institutions must strive to maximise fee income and must impose a margin above operate costs in order to fund shareholder dividends.  This is an impost that can be avoided if a post retirement income stream product is offered in-house by a public sector scheme. 

An in-house service offers other cost advantages to the employer as well as the members.

In the absence of an in-house allocated pension, all lump sum benefit payments are withdrawn from the Fund, with most of the capital being rolled over to commercial financial institutions to purchase income stream products.  The Fund therefore loses the opportunity to realise greater economies of scale, particularly in so far as higher funds under management would minimise investment transaction costs.  Given that the assets of public sector accumulation schemes are pooled and invested with the assets of the accumulation schemes, the employer would share in the economies of scale to the extent that it impacted on defined benefit liabilities of the State government.

OTHER INCOME STREAM CONSIDERATIONS

A perception that involvement in an in-house allocated pension product would expose the employer (the State Government) to unacceptable financial risk poses a real threat to adoption of this course.

In practice the risk is born entirely by allocated pension recipients because a principle underlying these products is that the level of pension depends on the residual capital (net of costs and draw down) and in turn, the residual capital reflects investment performance.

The risk, or more precisely the lack of risk, is no different than the risk inherent in the existing accumulation superannuation scheme.

A fear that the State government might somehow be seen as responsible for poor investment performance by an allocated pension product is, likewise, unfounded.  There has been no adverse reaction from Fund members despite the prolonged period of negative investment returns currently being experienced by the South Australian public sector accumulation fund, in common with all other funds.  There are absolutely no grounds for postulating that the reaction to negative investment returns by an allocated pension product would be any different.

On the positive side:

· The government would be seen as assisting their employees after retirement.

· The government would be able to highlight access to favourable retirement services to enhance the overall attractiveness of the employment package offered to new recruits. 

· Employees would gain very real comfort from continuation of a lifelong association with the superannuation fund they have come to trust and rely on.

· The proven investment performance of the Fund would be harnessed for the benefit of members and the employer.

· There would be a reduced risk of retirees being exposed to poorer performing or higher cost financial products in the retail sector.

· The assistance to contributors to manage post-retirement finances would be more consistent with the Commonwealth Government's retirement policy.

An in-house allocated pension product would directly compete against retail products.  To ensure the competition is fair it is acknowledged that an in-house product must function in a taxed environment rather than in the untaxed, legislatively protected environment enjoyed by the current accumulation superannuation fund.  This would in no way detract from the advantages offered to members by an in-house product.

The Fund can and does, through seminars and publications, endeavour to educate members on superannuation while they are working.  The question is whether this is sufficiently effective, given that it cannot provide advice tailored to an individual’s needs and circumstances.

Financial advice is also required at the point of retirement.  Many people have not been exposed to global investment markets before they retire and they find themselves ill equipped manage investment of a lump sum superannuation benefit (a fact acknowledged in the 5 February press release).  The advice required at the point of retirement is likely to be quite different to the advice required during the superannuation accumulation phase.  Furthermore, because the Fund currently provides neither financial advice or post retirement products, it normally loses contact with members immediately they receive a lump sum, thereby removing any opportunity for further education and advice.

A clear link exists between the provision of financial advice at the point of retirement and the provision of the post retirement income streams mentioned earlier.

THE QUALITY OF ADVICE

The Fund could engage an outside provider to deliver the service.  However, the standard of financial advice available from many commercial service providers, as revealed in a recent ASIC survey, is a cause for real concern and casts doubt over the merit of pursuing this course.  

The Financial Services Reform Act requires that a license be held if financial advice is offered, although a public sector Fund like Super SA might be able to avoid the licensing requirement by virtue of its status as a legislatively protected fund.

Alternatively, the licensing requirement might be avoided by refraining from providing any form of advice.  

However, leaving aside the legislative requirement for a license, there is the Fund’s obvious obligation to ensure that anyone giving advice is suitably trained and qualified.  If the service were provided in-house the need to train staff (or employ additional suitably qualified staff) would have to be addressed by the fund.

The risk of litigation by disgruntled investors challenging the quality of the advice provided might be a consideration for the fund and for government, particularly if the advice is provided in-house.  However, past experience in the industry demonstrates that the risk is more imagined than real.  It would be most unfortunate if the risk was exaggerated to the point where it prevented introduction of a service for which there is an urgent demand.  In any event, if it was deemed necessary, an appropriate corporate structure could quarantine the Fund from risk.

CONCLUSION 

The Federation is keen to ensure firstly that State public servants have easy access to services that help secure their retirement income, and secondly that the services are provided under the most advantageous conditions.

Therefore, from the members' viewpoint it is preferable that both financial advice and post retirement income stream products be provided in-house by the Fund.

This course also offers benefits to the State government as an employer.  It would be unfortunate if ill-conceived perceptions of risk to the government hindered this outcome. 

