SUPERANNUATION

DRIVING
BY NUMBERS

They say it's the journey that matters, rather than the destination — but

Bill Buttler says that in superannuation, the destination is everything.

henljumpinmy carlveryrarely

have any conscious awareness of the
controls around me, including the range of
dials and flashing lights that make up the
dashboardinfront of me.

However, onreflection, Irely onthe
dashboard for vitalinformation to help
keepme out of trouble and reach my
destination safely. The speedometer
stops meincurring speeding fines (most
of the time!), and warning lights make
sureldon't run out of petrol or burn out
the engine.Iamnot amechanic, butIget
enough information to alert me to potential
problemssolcantake the car to someone
whoisatrusted expert.

The familiarity and simplicity of
the dashboard approach to delivering
information also appeals to management
consultants, and weregularly find
"dashboards" poppingup aspartofa
company's businessinformation system.

Now it seems we are about to see the
impact of this approachinthe area of
employee superannuation.

ADASHBOARD FOR SUPER FUNDS
Earlyin May, the Australian Prudential
Regulation Authority (APRA) issued a “final
draft” set of regulations to cover thenew
MySuper product requirements. Responses
wererequired by May 15. Given that the
legislation comesinto effect from July1,
2013, and therehas already been extensive
consultation with theindustry, one would
not expect major changes.

One of the key pieces of the new
regulationsis theintroduction of a “product
dashboard" for superannuation products.
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Trustees of public offer super funds must
publish a product dashboard for each
MySuper product from July 1, 2013. “Choice"
products will follow later, from July 1, 2014.
The originalidea of MySuper was to
standardise and simplify superannuation
productsbeing used asinvestment
vehicles for superannuation guarantee
contributions, having particularregard to
theneeds of "disengaged" fund members,
many of whom would bein a particular
fund simply as aresult of anindustrial
agreement or the fund being otherwise
nominated by their employer.
The proposed dashboard will be
presentedinatabular form,including
a graphical presentation of historic
investment performance. Theitems to
beincluded are:
. Targetinvestmentreturn
.« Actual (historic) investment return
« Acomparisonbetweenactualand
targetreturns
- Ameasure of thelevel of investmentrisk
« Astatement of fees and costs

MEETING OBJECTIVES
The explanatory memorandum issued
with the exposure draft states: "The
product dashboardis designed toincrease
transparency and allow comparisons
between superannuation products.”

Will the proposed dashboard cover
thebasics that super fund members
need to enable them to compare
MySuper products?

Onebasic premise of MySuper is that it
isastandardised "“one size fits all" product
that meets certain standards. Hence, it is

unlikely that funds will differentiate

onservices.

From the evidence of the products
that have already been approved, the
major differentiator appearstorelate to
investment strategy (and to a certain
extent, price). The range of investment
productsalready includes:

» ‘"Life-cycle" products, where strategy
progressively alters (becomes
more conservative) as the member
approachesretirement age.

+ Single-strategy products with amore
conventional "balanced" mix of growth
and defensive assets.

+ Low-cost products with a high content of
passive (indexed) portfolios or cash and
bonds tokeep the cost down.

+ Productsincorporating some form of
guarantee (againstloss of capital or
negativereturns).

» Productswithastrongly active
management philosophy, including
investmentsinreal property and
otherilliquid assets (for example,
infrastructure projects).

A major weakness of the proposed
dashboardis that it doesnot highlight
any of these fundamental differences
inapproach. The sole measurerelating
toportfolio structureis themeasure
of investmentrisk, and thisis simply a
statement regarding thenumber
of expected negativereturnsina
20-year period.

The proposed dashboard does not
mention another differentiator:insurance
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cover. Admittedly, this could be difficult to
include because it is possible for employees
of different employers to have different
cover arrangements, even though they

. arein the samelicensed MySuper product.

| However, every MySuper product should
have atleast adefault” standard insurance
package. The premium for insurance

cover isnormally atleast ashighasthe
administration fees charged by the fund,

so both the amount (and type) of cover and
the premium are surely relevant pieces

of information to enable an employee to
compare two or more funds.

PERFORMANCE COMPARISON

The draft dashboard measuresinvestment
' performancenet of investment and
administration fees and costs. Note
that thisisthe performance for the
MySuper product as a whole - results
may vary depending on cash-flow timing
forindividual members. The fact that
administration fees are deducted as wellas
investment management fees may make
it difficult to fairly compare funds with
different membership profiles.

The stated target return must be expressed
relative to CPIinflation (for example, CPI
plus 3 per cent), based on expectations
over alO-year period.

The dashboardrequires a graphical
representation of historical performance
versus the targetreturn over 10 years,
including amoving averagereturn. The
moving average cannot be shown until
10 years of performance datais available.
Presumably funds that havelicensed an
already existing product as their MySuper
option will be able to show historical
performance from day one.

Bearing in mind that the dashboard
isaimed at disengaged members, itis
relevant to ask how amember willbe able
touse the dashboard to compare funds on
the basis of historical performance. The
lack of information about factors that might
affect future performance could mean
that products will tend to be differentiated
on the basis of recent past performance,
unless the member seeks financial advice.

INVESTMENT RISK
The "level of investmentrisk"” tobe
included on the dashboardisbased on
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the expected number of negativereturns
over a20-year period. Whilst therearea
few technicalissuesrelating to the way in
which the measure willbe calculated, in
general termsthisis areasonable measure
of performance volatility (although the
measure doesnot provide any indication
of the potential size of negativereturns
inany one year).

Thebiggestissue with therisk measure
is of course that it only measures a single
type ofrisk,and by implication thisis the
onlyrisk that fund members should be
concerned about.

For members who are approaching
retirement and who need to focus on capital
value, the dashboard volatility measure
couldberelevant. For the bulk of younger
disengaged members, the volatility "risk"
isnotreally arisk at all, particularly
compared against therealrisk thatan
overly-conservative portfolio could lose
ground against inflation.

THE ROLE OF ADVICE
Unlessyouareareal petrolhead, you

are unlikely to do your own vehicle
maintenance, and even do-it-yourself
mechanicshave to defer to the experts
whenit comes to serious work on engines
and transmissions. In a similar fashion,
most fund members willneed to seek
expert advice from a professional planner
whenit comes to making major changes to
their superannuation arrangements.

A potential danger of the dashboard
approachisthatitmay make super seem
simpler thanitreally is,and employees may
end up changing funds the way they might
change banks or energy suppliers, on the
basis of alimitedrange of key numbers.

Thereisarole for the advice profession
toraise publicawareness of therelevant
issues, and to assist governments and
regulators further develop the dashboard
concept to the point whereit can
become a valuable point of reference for
superannuationinvestors.

A SUPERANNUATION GPS SYSTEM
The proposed dashboard may meet some
of its objectivesinacting asatool to help
super fund members compare products on
aconsistent basis. But thisis only part of
the story. Amodern car dashboard with GPS
also provides continual feedback to help
drivers assess whether they are on target
toreach their destination, to avoid traffic
and tomake adjustmentsif their ETA
becomesunachievable.

The MySuper product dashboard only
addresses the question of historical
performance of the product as a whole.

No matter how much the comparison
is"dumbed down", the nature of
superannuation means that it willalways
be difficult for afund member tomake a
valid comparison of two funds on the basis
of alimited set of historicalnumbers.

Forindividual fund members, it
isarguably at least asimportant to
understand how they are tracking towards
retirement, asitisto decide whether they
areintheright fund or not. Employees
who use professional plannersareina
positionto take early actionif they find
their expectedretirement benefit willnot
support their preferredlifestyle. Employees
who are yet to seek advice could benefit by
amandated system of projected retirement
outcomes to beincluded on annual benefit
statements. Whilst there are obvious
limitationsin providing benefit projections
based onaggregate information, the
evidenceis that members whoreceive
such statements are morelikely to seek
professional advice, particularly as they
approachretirement.

Inthe case of superannuation, it is
really the destination that counts, not
justthejourney. m

BillButtleris asenior consultant at Rice Warner Actuaries -
www.ricewarner.com
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