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CURRENT SUPERANNUATION PRACTICES:
THREE CONCERNS

The Superannuation Industry Supervision Act 1993 does not provide sufficient
safeguards for the protection of supecrannuation fund members. I have expressed my
concerns on this matter in several published articles (please refer to appendix 1-3).

The three main weaknesses of the SIS legislation are: 1) the ability of employer
sponsors to raid the surpluses of defined benefit members, particularly in the case of
hybrid funds; 2) the lack of representation and protection of fund members at the
trustee level; and 3) the way SIS legislation permits governing rutes which act against
the principles of trust law.

1) Employer-Sponsors Raiding Surpluses

I have expressed my concerns on this matter in several articles (see appendix 1-3). It
is of concemn that the SIS legislation does not stop employer-sponsors from using
defined benefit member surpluses for their own ends. Many employer-sponsors are
doing this by taking contribution holidays and relying on the surplus to meet their
obligations.

A second way that employer-sponsors are doing this is by forming hybrid funds, by
combining defined benefit members with accumulation fund members. They are then
accessing the surplus by allowing employees (both defined benefit and accumulation
members) to take reduced salaries for a corresponding amount of the defined benefit
surplus.

This practice of employer-sponsors accessing defined member surpluses is often
justified on the grounds that the surplus does not belong to the defined benefit
members. The argument is that defined benefit members have an interest only in the
amount the governing rules deems due to them, as opposed to accumulation members
who have an interest in all contributions made by or for them.

Whilst defined benefit members may have a legal interest only in the amount deemed
due to them by the governing rules, surely they have at least an equitable interest in
the surplus for it to be used to secure their future benefits. (I will discuss this issue
further in my third point, and discuss a UK precedent that holds this to be the case).

The surplus comes from amounts paid by the employer-sponsors on their behalf, and
whilst the governing rules define the benefit they may receive, the contributions are
nevertheless supposed to be being held on trust for them. By allowing other members,
particularly those with no interest (such as accumulation members in hybrid funds) to
access the surplus through salary sacrifice, the SIS legislation is allowing employer-
sponsors to shirk their responsibilities, as well as reducing the financial security of
defined benetfit members.
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Those defending the current practices would point to the fact that the trustees must
have approved these arrangements. And it is acknowledged that Section 117 of the
SIS Act 15 supposed to prevent use of members funds without both trustee approval,
and recognition by an actuary that the payment is reasonable. However this reliance
on the trustees is dangerous when one considers the conflict of interest present in
these hybrid funds.

The SIS legislation currently requires that there be an equal number of employer-
representative trustees as member representatives. Of course this doesn’t take into
account that those with a genuine interest in the surplus, the defined benefit members
arc usually a clear minority in hybrid funds.

This means that where the trustees are deciding whether to adopt a salary sacrifice
measure as discussed above, the trustees are being required to make a decision that
strongly benefits the employer and the accumulation members, and strongly
disadvantages the defined benefit minority. How can the trustees be trusted to look
out for the interests of all beneficiaries/members in this situation? More to the point,
1s it possible 10 genuinely represent such conflicting interests, and make a decision
either way?

This leads to the second concern I wish to raise.

2) Lack of representation and protection of fund members at the trustee
level

As [ mentioned earlier, the SIS legislation requires that there be an equal number of
employer-representative trustees and member-representative trustees. The fact that
these trustees are not necessarily “elected”, but rather “appointed” has been pointed
out and accepted by this committee in evidence given by Mr Dan Scheiwe (Official
Committee Hansard, Senate Select Committee on Superannuation and Financial
Services. Friday 16 June, 2000 SFS 546-547)

Along with Mr Scheiwe (SFS 538), I too am concerned by the prospect of employer-
sponsors being able to appoint corporate subsidiaries as trustees to the funds they
contribute to.

The difficulty with leaving the interests of the members to the trustees becomes most
apparent in the case of hybrid funds. As I argued above, it seems not only
questionable whether in practice trustees of these funds are looking out for the
interests of the minority defined benefit members, but whether this is possible.

Because the defined benefit members are usually such a minority, it seems
questionable as to how one could ever structure these hybrid funds, so that the defined
benefit members interests are truly protected and represented. In such a case it has to
be asked how the legislation can permit them to exist.
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3) Governing rules that operate against the principles of trust law

The final concern that 1 want to raise is that the SIS legislation permits governing
rules that effectively operate against the principles of trust law.

I have discussed the various ways that employer-sponsors are accessing the surpluses
of defined benefit members. Whilst some of these practices are generally accepted (eg
contribution holidays) more direct attempts by employers to access these surpluses
has become the subject of a considerable amount of case law in Ausiralia, as well as
the United Kingdom and New Zealand.

The question of what interest defined benefit members have in the fund surplus, as
well as what duty the employer-sponsors owe to members, was considered in the
recent UK case of National Grid Co. PLC v Mayes [2000] ICR 174. In that case an
employer sought to offset existing accrued liabilities to make contributions with the
fund surplus, the Court of Appeal held that this was acting against the interest of the
members, and hence in breach of the employer’s duty to the members.

On the issue of what duty employers owe to members, and what interest defined

benefit members have in the surplus, Brooke L] states (at para 43-44 Lexis

Reference):
**....although an employer is not to be treated as a fiduciary when he exercises
powers vested in him by the provisions of a pension scheme, it needs to be
remembered that he owes an implied obligation of good faith to his
employees..... It is also well settled that, although the members of a pension
scheme have no rights in the surplus revealed by an actuarial valuation...they
have a reasonable expectation that any dealings with that surplus, whether by the
employers or by the trusices of the scheme acting within the powers vested in
them by the scheme, will pay a fair regard to their interests...”

Most of the cases on the topic concentrate on the governing rules, and explicitly
retreat from introducing a discussion of the equity principles involved. Some discuss
the unusual nature of superannuation; its peculiar combinatton of equity, contract and
legislation. A common theme is that most jurisdictions provide the courts with
insufficient clarity in the relevant legislation.

All judges in the New Zealand case of Re UEB Industries Ltd Pension Plan [1992] 1
NZLR 294 (a case where the trustees amended the trust deed in order to return a
surplus to the employer) lament the difficult equity and policy issues the common law
faces in dealing with defined benefit surpluses, in the absence of clear legislation.
Thorp [ states (at 309):

“Similar considerations to those that moved Moore CJ to call for legislative

action no doubt arise in New Zealand, even if in lesser degree: and as Cooke P

has noted in his judgement, the United Kingdom thought fit to legislate in this

arca. But absent such legislation in New Zealand, it is my view...... that any

amendment purporting to give the company a right to surplus (sic) would

abrogate the fundamental objects of the trust, and accordingly be outside the

powers of the trustees.”
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Whilst it is recognised that s 117 of the SIS Act is supposed to protect members’
assets (in the absence of such protection in the governing rules), this section relies on
the vigilance of the trustees, and presumes that the members have common interesis.
The case of hybrid funds show that this is not always the case, so that trustees may
indeed be acting in the interests of the majority of members (ie accumulation
members) and the employer, albeit to the clear disadvantage of defined benefit
members.

There needs to be clear legislative protection of defined benefit fund surpluses,
particularly if hybrid funds are permitted.

CONCLUSION

It is extremely disappointing that successive federal governments of both political
persuasions have been so neglectful of the need to protect the retirement benefits of
ordinary Australians.

| have discussed three concerns I have with the current SIS legislation. All three are
effectively intertwined. The first concern; the ability of employer-sponsors to access
the surpluses of defined benefit members (particularly in hybrid funds), is made
possible by relying on trustees, where there is a lack of representation. This reliance
on trustees to protect members is compounded by permitting governing rules that
explicitly authorise unfair or inequitable returns of surpluses. My suggestions on how
to overcome these inequities is to amend the legislation to provide as follows:

e Lither prohibit hybrid funds, or alternatively prohibit the surplus of defined
benefit members from being used for any purpose other than the best interest of
defined benefit members. The difficulty with the latter alternative 1s that the
legislation and trust law already requires that use of assets be for the best interest
of the members, the difficulty is the strongly polarised interests of the two classes
of members in hybrid funds. Making either of these changes would create the
equitable result of only those beneficiaries/members with an equitable interest in
trust assets receiving the benefit of them.

s This would result in a tightening on what governing rules can allow, by way of
returning fund assets to members and employer-sponsors.

e Asapolicy issue, I would also favour explicit legislative directions about the
ownership of defined benefit surpluses in certain situations (eg legislation on
takeover of the employer and/or employer offers to change the status of fund
membership). To my mind, an equitable starting point would be that at least one
half of any surplus should belong to members in these situations.

¢ Finally, there should be a review of the need for employer-sponsor trustee
represcntation. In the case of member representation, there needs to be greater
substantive representation. This may be achieved (for example) through election
by members, rather than appointment.
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SUPER STRATEGY

APPENDIX 1 — The Bulletin, June 27, 2000 p76

Some companies use salary sacrifice provisions to legally access
employees’ super surpluses. Daryl Dixon looks at the tax implications.

The minus of a surplus

o1 content merely to aliow the sur-

e ield m defined beaeticsuper-
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- aslide that is the result of employ-
ers taking contribution holidays - several
companies, including Shell Australia, are
using salary sacrifice supcrannuation tax
provisions to access surpluses.

Following its recent dealings with the
Australian Federal Police {8 May 9), the
Australian Taxation Office will be interested
in these latest developments. The fact that
the-trustees of the Shell Australia Super-
annuation Fund have signed off on the
arrangements described below indicates,
however, that this approach is permitted
under superannuation law.

Under normal ATCO-approved salary sacri
fice arrangements, employecs are able 1o agree
in advance with employers to have part of their
normal wages, that would otherwise be taxable
a8 income, paid instead as additional pre-tax
emnployer super contributions, thus generating
what is often a significant tax saving,

The new generation salary sacrifice deals,
such as Shell's, involves a novel twist. Instead
of paying the agreed amount of wages into
superannuation, the employer retains the
money for company use and the employer's
super fund separately allocates a designated
amount of its surplus to the relevant member,

The company is, in effect, selling off part
of its accumulaved surplus to fund mem-
bers, In the Shell Australia case, the
exchange is being offered on a dollarfor-do}-
lar basis, allowing employees to avoid the
normal 15% tax on employer contributions
to funds.
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This arrangement is possible because the
money being allocated to members is alreardy
in Shell's super fund as accumulated sur-
pluses. Apart from the fact that employees
could be concerned that two separate legal
entities are party to the one salary sacrifice
arrang: , the new ar offersa
substantial additonal tax saving to members
duc 10 the way it bypasses the upfront tax.

The new arrangements, however, do not
avoid the liability to the super surcharge on
higher income earners because this separate
tax is levied directly on the benefits aceruing
to indivicual members within the super fund.

To the extent that employees rush in to
take advantage of the 15% tax saving out-
lincd above, they in effect will be paying Shell
large amounts of money v wse up the fund's
accumulated surphus, From the employer's sit-
uation, this is an ideal outcome because the
ownership of defined benefit fund surpluses
is a complex and controversial issue.

hl

‘The losers in this process, nevertheless, are
the fund members unable to afford or wnwill-
ing to pay good money to purchase part of
their super fund reserve from the employer.
Given the stated desire of the federal gow
emment to simplify the superannuation sys-
tem, it is even possible that future changes will
provide clearer directions ko all funds abouy
the distribution of fund surpiuses.

The current arrangements, for example,
permit defined benefit funds to accumutate
unlimited surpluses, estimated now to Lol
mare than $20bn, subject 1o highly conces-
sional tax arrangements. Defined benefit
funds own large holdings of shares paying
fully franked dividends, meaning that their
surpluses accrue annually - in many cases
maxfree hecause of the imputation credits on
the shares owned in the fund.

With the government about to start
refunding surplus franking credits in cash to
super funds from July 1 onwards, funds with

Some fund trustees, including
thase of Unisuper (B, January 25), are pre-
pared to distribute surpluses free 10 mem- .
bers. In the absence of government legisla- |
tion cnsuring an equitable distribution of
surpluses between members and emplovers,
actual practice varies widely from fund to
fund, By and large, employers attempt to
Tetain the lion's share of the surplus.

Shell has set an annual cap of $10,000 on
the amount that any employee can salary sac-
rifice under the new arrangements. Since
salary sacrifice super offers larger tax advan-
tages to higher income earners, such a pro-
tection against the rundown of fund reserves
by wealthier members is almost essental.

large ac: lated surpluses will be big win-
ners. Employer sponsors of these funds are
usually on contribution holidays, increasing
the probability of negativ nis
because of the absence of any 15% contri-
butions tax liability in the fund.

To the extent that employers can reduce
the amount of genuine salary sacrifice con-
tributions to the fund, this will reduce a
fund'’s aggregate tax labilides. By helping
employees to avoid the 15% contibutions
tax, defined benefit funds are thus alwn
ensuring thar the funds themselves max-
imise the benefits of the future refund of
franking credits. [}
® wundixon.com.av
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APPENDIX 2 — The Bulletin, September 5, 2000 p69

Foxes in the chicken coop

‘When employers dip into certain super
fund surpluses, there is limited protection
for members. Daryl Dixon explains how the
regulations work and why they are inadequate.

omplaints received by The Bulletin

about employer-sponsored defined

benefit funds have revealed major

defects in the protection offered by
SIS legistation to fund members, Indeed,
the oniy real control on employer-spon-
sora raiding fund surpluses is in the handas
of member-elected trustees. It is standard
practice to rely on trustees to protect the
interests of members. It becomes a concern
only when it is unclear whose interests the
trustecs are representing.

A particular concern relates 10 what is
done with the surplus of defined benefit
superannuation funds. This surphus is an asset
of the fund. As such, it should be used only
10 ensure the security of the members' ben-

efits. Employer-sponsors, however, have been |

using various means to access this surplus.

The only means of protection for
members lics in the SIS legislation and gen-
eral trust law. The main control on
employer-sponsors seeking to access mem-
ber funds is provided by section 117 of the
Superannuation Industry (Supervision) Act
1993. Section 117 outlines the circum-
stances in which amounts can be paid out
of funds to employer-sponsors.

Section 117 basically prohibits such pay-
ments, with two exceptions. The first is where
a reasonable amount is paid out to the
employersponsor to cover management or
operation costs, To satisfy the second excep-
tion, all of the following conditions must be
met: the payment must be authorised by the
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governing rules of the fund; there must have
been a resolution by the trustees permitting
the payment; an actuary must issue a
certificate that the payment would ieave the
fund in a satisfactory financial position; and,
finally, the trustees must give notice to the
members stating that the above require-
ments have been met and that they consider
the payment to be reasonable.

While this may seem like an exhaustive
list of precautions, such precautions mean
nothing if the trustees are not represent-
ing the interests of the beneficiaries.
Further, concern about this is justified in
light of the relatively common practice of

employer-sponsors accessing member sur-

pluses, A common way employersponsors
do this is by taking contribution holidays,
relying on the defined benefit fund surplus
to fulfil their contribution obligations.

Another way employersponsors access
the surplus is by arrangements where
employees take a reducton in salary in
return for a matching share of the surplus,
The advantage to the employersponsor is
obviously the saving in salary payments, while
the employee avoids the 15% contributions
tax (see B, June 27).

These two arrangements do not reveal
the real weakness regarding the protection of
defined benefit member interests. The gen-
uine concern with the current regime is not
whether the trustees are overlooking member
interests in favour of the employersponsor,
but rather which class of members’ interesis

BEST lNVESTMEHT RATES

are being represented at the trustee level.

The issue of different classes of members
arises in the case of *hybrid” funds. These are
funds that contain both defined benefit and
accumulation funds. In most cases, the num-
ber of defined benefit members is a clear
minority of the total members. The result is
that the memberrepresentative trustees are
usually representative of, and belong to, the
accurnulation fund class of members.

Consider the recent trend of employer-
sponsors offering reduced salaries in
return for an equal share of the surplus.
Such arrangements are of most benefit to
the employer-sponsor and the members of
the accumulation fund, at the expense of
the defined benefit members. What hap-
pens when these arrangements are being
considered by the trustees who generally
represent the accumuiation members? In
such a case will these trusiees consider the
interests of the minority class, or simply
look out for the interests of their own class?

Considering the reliance the SIS regime
places on trustees to protect the interests
of fund members, allowing these hybrid
funds to operate leaves defined henefit
members vulnerable.

The Senate Select Committee on
Superannuation and Financial Sevvices is con-
sidering consumer protection in the super-
annuation industry. Defined benefit fund
memnbers can only hope that the committee
wilt add this issue of protection of hybrid
fund membets to its reform agenda,

So far we have only considered the pos
sibility of defined benefit members being
exploited. In future issues, we will look at
some examples of the way this is being done,
and show that while the SIS regime allows the
existence of hybrid funds, it might just be
leaving the fox to guard the chickens. {]
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SUPERANNUATIO

APPENDIX 3 — The Bulletin, October 3, 2000 p86

Predatory

PRACTIGES

A British High Court case has highlighted
some potential deficiencies of Australia’s
superannuation legislation, writes Daryl Dixon.

leading superannuation lawyer has

confirmed the dangers for ali

ditinerl benefit fund membens of

the: present Superannuation
Industry Supervision legislation (B, June
27, September 5). Far from protecting the
security of members' benefits, SIS legista-
ton permits virtually unlimited employer
access to defined benefit fund assets via
hybrid fund arrangements.

In its own way as controversial as the
genetic modification of food, the use of hybrid
super funds involves the mixing of defined
benefitand accumudation schemes, By mixing
the two, the employer sponsors can legally
claim back surplus benefits in the defined
benefit funds via conrributions halidays.

In explaining the mechanisms by which
Australian employers have been raiding the
surpluses of their defined benefit funds, the
Iawyer drew The Bulletin sattention to a 1999
British High Court case. In a June 1999 deci-
sion, Justice Rimer ruled that the Scientific
Investment Pension Plan had behaved ille-
gally in using the surplus of an existing
defined benefit plan to fund employer con-
tributions to a defined contribution (or accu-
mulation} secdon introduced into the plan.

Britain has had some infamous examples
of employer sponsors raiding the assets of
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employees in company superannuation plans.

The maost notorious involved the late Robert

Maxwell of the Mirror group when huge

amounts of employee benefits were losi

The Scientific Investment case involved
relatively small amounts of money but the
principles at issue were essentially the same
as being practised today by some of Australia's
largest corporate super funds. The trustees of
the super fund asked for a High Court ruling
on several issues including whether:

o It was proper for the employer's accu-
mulation plan liabilities to be funded
cut of the surplus accumulated in the
defined benefit plans;

¢ The trustees could use remaining sur-
plus assets in the defined plan to the
benefit of other members.

The judge ruled that the surplus assets
should not have been used to fund the
accumulation plan contributions of the
employer. In the opinion of The Bullstin's
source, given the close ties of the Australian
and the British legal systems and the fact
that Australian hybrid funds are simply
copycats of British arcangements, the legal-
ity of present practices is in some doubt

The Bulletin raised this issue with several
lawyers acting for defined benefit funds.
They were understandably reluctant to talk
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about their clients' affairs but argued that
the rust deed of the fund played a crucial
role in the British decision. Whether mem-
bers of Australian defined benefit funes
would accept this argument is a moot point
‘The British High Court has provided a clear
directdon indicating that the surplus backing
the benefits of defined plan members should
not be used for the benefits of ather persons.

The practices of the Australian hybrid
funds also differ from those of their British
counterparts in an important way. This

| involves using defined benefit fund mem-

bers to fund salary sacrifice contributions

| of accumulation plan members.

While Australian super fund ust deeds
commonly permit employer sponsors to take
contribution helidays, the salary sacrifice
transactions are in a completely different cat-
egory. As previoudy outined (8 June 27),
these involve separate ransactions between
the employer and individual employees
matched by corresponding allocations of
fund surpluses to the members involved,

If the legality of these ransactions were
subject to judicial scrutiny, existing trust
deeds could provide an inadequate defence
for the trustees involved. The probiem for

| the trustees is that they are responsible

under SIS legislation for the protection of
members’ benefits and, as the Scientific
Investment case demonstrates, the surplus
in the defined benefit fund provides this
protection for members of this plan.

An independent trustee of one major
hybrid fund justified his support for using up
the surpluses for the benefit of the employer
on the grounds that the employer sponsor
would abways honour its obligations 1o mein-
bers. As the history of the corporate sector
shows only toa clearly, even large companies go
bankrupt or are taken over. Without specific
government protection through watertight leg-
islation, as earlier articles have revealed, meny
bers of many Australian defined benefit funds
could ewsily become big losers from the preda-
tory practices of their employers, [9)
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