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Feas are eating your super
Story Sally Patlen

1F you don't understand the percentage game you won't know how super funds are making a fortune out of your
fortune.

Financial planners can blame the glebal credit crunch. Before Noevember 2007 no ane really cared that they got fat
and comfortable selllng products on commission and grabbing a percentage of the assets under management,
Everyone was too busy counting their gaing. Then the market turned savagely down and the Ink ran red. Suddenly the
sheer size of the financial planner's "take" was on crude display.

What is now pbvious is that thelr methed of charging by percentages rather than a fee for service enriches the
planner at the éxpense of the investor.

Now there are loud calls - the latest from market regulator the Australlan Securities and Investments Commlssion -
for an .end to all commissions and fees based on funds under management,

The planaing Industry faces decimation if the gevernment accepls ASIC's advice. They have made a fertune for
decades from playing the percentage game. They steered investors Inte some investments (think Westpoint, Centro,
ate) that flicked back to the financial adviser a commission that was calculated as a percentage of the size of the
Investment. But financial planners are just the tip of a glant lceberg - the whole retirement Industry runs its business
Izy paylng itseif In percentages. Funds managers, investinent managers and investment, platferms are all riding royally
on the river of gold that Is Australlan superannuation,

Think of the trip this way: day in and day out the government farces wage and salary earners to devote 9 per cent of
their pay packet to the financial services Industry.

it must go into superannuation. Far from having to sell its wares to a sceptical customer, the super Industry just sits
back and waits for the money to roll in. I's now a trilllon dollar industry. No other business endeavour Is so blessed.
Further, the government not only forces money into this sector, it provides special seductions so that savers will
invest more. Great tax teraptations are legisiated via transition-to-retirement and salary sacrifice schemes, which
keep the rlvers running even faster.

Hardly surprising that as Investors see thelr savings dwindle, the government is locking more clesely at Industry
charges.

Financiai Services Minister Chris Bowen has put the Industry an notice that It should cut fees, saying he doubts
whether the $1 trillion sector has done enough to reduce costs in the past two decades.

Glven the gigantic sums of money sloshing around it would seem axlomatic that competition In this sector wouid be
cut-throat,

Er, welf not really. Because they play the percentage game, They charge on the basis of the size of the asset they are
"managing”. '

OF course what sounds reassuringly small - just 1 per cent, sometimes more, sometimes less - actually compounzls
over time in a way few Investors appreciate. Those tiny numbers surge inte a slzeable stream as the years go by. Just
Imagine that, like plenty of others, you just heave your moeney Into a super fund and then just set and forget.

What you never really see is the scale of the diverslon of your superannuation riches, for It Is never spelt cut in its full
glory - only it those reassuring percentages that seem so small.

Yel the fact is that in a 20-year period, the fees you have pald could end up worth almost haif of what you eventually
take home (see breakout}.

The funds grow rich on those percentages they snip from each member. Imagine creaming a percentage off $1 trillion
of assets, which grows by about $50 blllion annuailly thanks to the 9 per cent super guarantee.

When sharemarkets rose, the $1 trilllon grew even faster and the percentage system ensured the funds got paid even
more although they weren't actually having to work any harder.

What has your retirement fund done fo earn this huge amount of meney? it usually divides your money up and farms
It out to different speclalist fund managers, who invest in a varlety of asset classes, including Australian and overseas
shares, bonds, property and cash,

As most people probably rarely even exercise the "cholce” avallable to them to change asset classes, this leaves fund
managers completely undisturbed for that 20 years, glving them a pretty easy ride up the compounding percentage
elevator.

Good money if you can get It
sure, there is & difference in the percentages charged, but not one specialist manager has bucked the system and just

charged a flat fee, although as you or the super fuad invests more, the percentage charged will usually fall.
Notwithstanding the sliding scale, as your Investment grows so does the take of the fund, aithough It may cost o
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more ko manage your money. This practice of charging in percentage terms is ublquitous.

And it Is not just a one-off payment to one fund either.

Many administration services also charge on a percentage basis, This means that It Is not uncommon for a saver te
pay asset-based fees not once or twice but three times: to the planner, Investment manager and administrative
ptatform.

In today's world of Integrated financial services companies, often It is the same organisation that will be clipplng tﬁe
ticket,

There has been fittle pressure from within the super jungle for change because so many of the players, including
super funds themseivas, specialist fund managers, asset consultants and administration service providers are
intertwined,

If a super scheme was Investing (n a speclalist fund run by a different division of the same company, why would it
want to advocate a different fee structure?

But since-the global financlal crisis forced unhappy Investors to contemplate their losses they, and the goverament
and regulatary bodies, are now focusing on Bow the Industry charges.

if the current fee system goes unchecked, based on projectlons by actuarial firm Rice Warner for the growth of the
super market In Australla between June 2008 and Jufy 2023, the fee pool will grow from $13 biilion to $37 billion.
Even IF the average percentage the Industry charges members falls from 1.2 per cent to the 1 per cent the
government has indicated it would like, the fee pool is stilf on track to rise to $31 bilfior in the next 14 years.
Ultimately, these fees are paid for hy fund members, Little wonder that the federal government has commissionaed a
review of the super Industry with a view to streamf(ining the sector and making sure that members get value for
meney.

The farmer deputy chairman of ASIC, Jeremy Cooper, who Is heading the revlew, has conflrmed that percentage-
based fees will be scrutinised. "It [asset-based fees] Is & debate that has to be had,” Cooper says. "It Is not about
the amount, but the way these fees are charged. it is a discusston that trustees need to be having."

Bowen, who took over responsihility for super and corporate law in June, is also concerned that the huge growth in
funds under management has not delivered enaugh efficlencles. "I think It's falr to say that with an Industry that has
grown as strongly and as well as super has over the past 20 years, you have to make sure that economies of scale
have led to reduced fees, and I'm not sure that Is the case," he satd recently.

But even before Cooper Is due te complete his review in the middle of next year, the fee model for specialist fund
managers at least Is already coming under pressure,

There are signs that some farge super funds are trying to force change by demanding a different fee model that Is
basert on the cost of actually praviding the service, albelt augmented by a success fee.

The change of heart has come about because of the poor performance of many fund managers in the recent
sharema_rket ¢rash and because super fund trustees are much more focused on costs than thay were when the

l'xﬁ\

}

sharemarket was soaring.

"We need a wholesale revlew of fee structures,” says the managing director of Frontier Investment Consulting, Fiona
Trafford-Watker.

"So many funds didn't look after thelr clients’ needs over the past 24 months."

Another investment consultant says there had been grumbles about fees this time two years ago. "But there wasn't a

lat of necessity to act. We didn't see much action then. But now we are In a very, very different operating

environment. Super funds are far more sceptical about the abllity of fund managers to add value.

"The cataiyst for change is the global financlal crisls.”

Even some in the asset management Industry now concede in private that there Is no reason why fund managers

need to charge asset-based fees.

"We support breaking the current system," says Industry Funds Management chairman Garry Weaven, one of the E/""\
architects of Australia's super regime. Athough he says reform needs to occur on a global scale.

One senlor fund manager says he Is aware of at least two super funds trying to negotiate fixed-dollar fees, with

provislons for performance fees,

"I have no doubt that If a super fund offered a ucrative mandate that was not based on assets under management,

somecne In the Industry would do it," he says.

Sunsuper chief executive Tony Lally says super funds pay fees on a sliding scale to take Into account the ecanomies

of scale for managers. Same managers may receive as little as 0.1 of a per cent against the industry normt of between

0.5 and 0.8 of a per cent for an Australian equities mandate. Neverthless, the Queensland fund is talking to a couple

of its speciallst managers to think about changing the fee structure. *In principle, it {flat fees] I1s a good Idea, but it is

more complicated than jt looks,' says Lally. *We have spoken to a couple of funds and said: "You think about the

structure'."

Macquarle Group recently launched two funds - 2 small companles fund and a so-calfed high-ceaviction fund that
Invests In a sinall unlverse of stecks that charge no management fees but do charge a performance fee.

This Is not to say that heading down the performance-fee route is not without its own set of problems. For one, many
individual fund managers have a knack of making sure the performance fees work in their favour rather than that of
the super fund cllent by making the parformance hurdles unseemingly low. There is aise a danger of encouraging
specialist managers to take on excessive risk.

Asset-based fees are not limited to individual fuad managers and financial plannars.

Depending on a range of factors, such as the slze of a member batance, the type of super plan and the size of the
super fund Itself, administration fees - which take into account transacticn, communication and marketing costs -
can be pald as a flat fee or as a percentage. Most net-for-profit industry funds charge flat administration fees, buk
this is not always the case with master trusts, which tend to be owned by the big banks and wealth companies,
That said, here too pressure for change is starting to emerge.
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AMP charges savers In Its Flexible Lifetime Super scheme anywhere between 0,75 and 2.8 per cent for
administration, plus a $7.75 flat monthly fee for batances under $10,000,

MLC's Masteriey Super Fundamentals scheme charges administration fees of between 0.66 and 0.88 per cent, plus a
$6.50 monthly account fee, although charges are rebated for balances of more than $200,000.

However, a spokeswoman for AMP says that large corporate clients are Increasingly asking for flat fees, or at least a
reduction in the variable component,

MLL, owned by Natlonal Australla Bank, on the other hand, has experiencad no such trend.

"There is always some discussion In the Industry around different fee models and different organlsations will choose to
structure different combinations of fixed and variable fees," an MLC spokeswoman says, "At MLC we have not
witnessed any meaningfil trend to move towards flat, dollar-based admin fees,"

Wholesale distributers also earn a nice slice of the total asset pie, as was made all too public recently when a [obbyist
and former Labor staff member reportedly earned a 1 per cent success fee for securing a $100 million mandate from
a super fund for Queensland property fund manager Trinity.

It may have xeen highly unusual for a labbyist to act as an intermediary between a fund manager and a super fund,
and the usual fee to the Intermediary may be based not on the size of the mandate but on the slze of the
management fee, but nevertheless asset-based fees are common.

Placement agent Apostle Asset Management, which acts as an intermediary between global specialist fund managers
and super funds, charges "a cut of the management fee" on an gngoelng basis. But managing director iaryn West
points out thal the company gets pald only If a deal is struck. She adds most managers In the US prefer this model.
"They like te pay on a success-only basis,” says West.

Fees are not the only element of the Industry under scrutiny. The complexity of the industry is also due to be
analysed as part of the Cooper review. It Is just as well that Cooper has been glven a year to untangie the
intermeshed layers.,

Weaven says the super industry Is requlation upon regulation, most of which requires grandfathering to protect
fairness. "Biet the sum total is that there is a fot of complexity and a lot of cast," he says.

Asset consultancy Is one area the former ASIC deputy chair may consider, The role of an investment consultant s to
advise a super scheme on its asset allocation. The consultant then conducts research and recommends specialist
managers to the super schemes, Pure Investrment consultants are one of the few fayers of the super jungle that are
paid a flat fee, The problam 1s that many have not been able to survive and have branched out into so-calied
implemented censultancy, wherehy they construct portfolios for corporate super funds.

Potentlally this can lead to confilcts of interest, If the consultant finds a good fund manager, do they recommend it to
the super client first, or add the manager to thelr own portfoiio? To which side of the business are the brightest
employees deployed? :

Then there are companies that own super schemes as well as specialist fund managers, so thare Is the potentiaf for
the super schame te favour inhouse managers rather than choese the best-performing managers.

Tabla:

Cumuiative cost of fees*

Self-managed Self-managed
fund with Fund without
Retail Industry advice advice
(51 {%) &2} (5

1 1,698 1,008 1,250 780
2 3,527 2,101 2,801 1,626
3 5,494 3,284 4,060 2,504
4 7,608 4,563 5,635 3,539
5 9,877 5,943 7,330 4,614
g 12,310 7,431 9,155 5,776
7 14,916 9,034 11,117 7,029
8 17,108 16,158 13,224 8,380
2 20,649 12,812 15,485 9,834
10 23,877 14,602 17,908 11,398
11 27,282 16,737 20,504 13,079
12 30,915 19,026 23,282 14,884
13 34,790 21,478 26,254 16,820
14 38,81¢ 24,163 29,430 18,885
15 43,317 26,911 32,822 21,119
15 47,999 29,913 36,443 23,49¢
17 52,9881 33,1208 49, 306 26,046
ig 58,279 36, 544 44,425 28,769
19 63, %10 40,198 48,814 31,619
20 69,892 44,085 53,488 34,788

ASSUMPTIONS The following has been assumed in the ¢aleulatiens: » $100,000 is invested over 10
years * The investments grow at a real rate of return of 5% gross of fees and tax {in reality the

different market segnents would have different rates of return} + Fees are as in the table
above for the respective market segments + Tax on investment earnings 1s 6% aftoer allowing for

imputation credites and 10% capital gains concession available to super

funds
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