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23 July 2018
By email: super@pc.gov.au

Ms Karen Chester
Deputy Chair
Productivity Commission
Canberra ACT 2600

Dear Ms Chester

Re: Inquiry into the Assessment of the Efficiency and Competitiveness of the
Superannuation System

Congratulations for making substantial progress in the Commission’s inquiry into the
competitiveness and efficiency of the Australian superannuation system, as published in the
draft report dated 29 May 2018.

| was formerly a Principal Researcher at APRA and was a senior advisor to the Super System
Review in 2009. My 23 years of research into Australian superannuation has intensified in
recent years. My comments on your draft reports are appended below. These comments are
backed by an attachment summarizing substantial research over the years.

The most important conclusions which the PC should reach are:

* APRA has hindered an informed market and has prevented market competition.

* The beneficiaries of Australian superannuation funds have been adversely affected by
profit-seeking Retaifunds. Their trustee directors have failed to manage their
conflicts of interest and have broken the fiduciary law (SIS Act).

* Instead of enforcing the fiduciary law, APRA has sought to change the law thus
facilitating looting within the superannuation system. The system cannot become
efficient or competitive unless the rigging is stopped.

Yours sincerely

Dr Wilson Sy
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Comments on Productivity Commission
Draft Report on Assessing Efficiency and
Competitiveness of Superannuation

The Productivity Commission (PC) has made considenarogress in getting to the truth
about the Australian superannuation system. Howéve PC is still on a journey, climbing
a steep learning curve, not yet at its destinatibis a journey with blind alleys and false
turns. The Productivity Commission Draft Repoi€PR) needs to record these in order to
build a solid foundation for its recommendationd &mprovide signposts for future inquiries.

My comments on the PCDR have been limited to recentimg the PC:

» focuses on the truths and some significant projosit
e uses the right data and methods to arrive at raimmstlusions

* understands the impact of regulators on the supaedion system

Focuson the Truth

The PC should focus on new and significant truthgsrted by accurate data and solid
evidence to create an informed market.

* The PCDR should note that economics and financadarsciences because their
theories do not match the facts. This may expldig there are few recognised
significant facts or truths about the economy inegal, and about the
superannuation system in particular.

* The noise and confusion of half-truths from errareesearch and media reporting
have caused the public to be ill-informed and uaablrecognise useful facts. In
this environment, market competition cannot beatiffe, resulting in an inefficient
superannuation system.

* The PCDR contains far too many “key points”, whiltkh PC must know either have
variable truth-values of minor significance or loMormation content, e.gOverall,
the system has delivered mixed investment perfareni@n members

» Like those from previous inquiries, the volumindSDR (with 549 pages) adds to
the existing noise, producing more heat than ligftis observation would explain
why numerous inquiries in the past have similadgibineffective in making
substantial improvements to the superannuatioresyst

The PC needsto focus on new and significant truths about the system rather than
be distracted by peripheral issues.

Significant Propositions

The PC needs to establish incontrovertible trubmiaithe Australian superannuation system,
which are significant propositions with wide conses Over a decade of research using
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decades of official data, we have made some sagmfifindings which are summarised in
the attached paper (with references). The PC rneedxify those findings and establish
them as significant facts or propositions imporfantts recommendations.

* The superannuation system has performed poorly;nieg less than one percent per
annum above cash equivalents over twenty years. pobr performance has been
masked by substantial contribution flows totall$ig9 trillion from 1997 to 2017.

* TheRetailsector has captured the most contribution flowsslegld the most assets
of any sector; yet it has performed the worst,iggificant margins. Many
extraneous, unproven or peripheral explanations baen proposed for this poor
performance to divert attention from the main cause

* The poor performance &etail sector is caused mainly by wealth transfer from
beneficiaries to the financial industry throughiredt costs which occur in
unnecessarily complex investment processes invglviany intermediaries. The
unnecessary wealth transfer is now around $1®bilber year.

» Retailfunds are managed to make profits for sharehaldeos trustees and trustee
directors, this profit motive has created confliatsnterest which have adversely
affected their beneficiaries in contravention & flduciary duty required b$ection
52 of the Superannuation Industry (Supervision)1®&3 (SIS Act).

* The poor performance &tetail sector is consistent, persistent and highly
predictable, because the reasons are structurgemntanent, unless there is
appropriate reform to change the structure. Thiatand other glaring facts have not
been widely recognised demonstrates that the indisshighly inefficient and
uncompetitive.

The PC has not stated or established clearly aliaxfe significant propositions in the PCDR
potentially for various reasons discussed belowesg are significant propositions with
serious implications for Australian superannuatidime PC should be obliged to accept or
deny the propositions stated here as facts.

Profit-driven Retail funds have failed to manage conflicts of inter ests which have
adversely affected their beneficiaries against thefiduciary law. Retail fundswhich
have broken the law should be banned.

Recently, having had their management problemss®gpublicly, some banks have
voluntarily taken steps to divest their wealth ngaraent operations. Previous inquiries and
the PC have not reached these clear and significariusions because their data and
methods have been flawed. Their researchers havdiagnosed the main cause because
they did not understand well enough many facete@industry.

Perhaps understandably, due to compromised indiustding, there has been very little
published research on how much money financiaitingins can siphon off without any hard
data available to prove it. Differences in reporees and costs are merely the tip of the
iceberg. Insiders who have had broad experiehieamcial market trading and investing
might call the mechanism of wealth transfer: “iredircosts”.
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Indirect Costs

There are many examples of indirect costs whicltofien hard to trace, let alone report on.
Significant issues of cost have not received adecat@ention in assessing the efficiency of
the system. Some obvious examples are:

e If the PC did not know about the fraud and miscandu superannuation before, it
surely should know by now given the revelationghef Hayne Royal Commission.
The costs to superannuation beneficiaries maygdmefsiant, but where are they
recorded in the data on costs?

* Superannuation supports a multi-billion dollar istty in financial planning and
financial advice, which is riddled with scandatsslwell-known that financial
advice services (whether delivered or not) mayntigeidded in the costs of
superannuation products. How do these costs dffealisclosed fees and costs?
Where are they recorded in the databases?

* Many largeRetailfunds belong to large ASX-listed financial companienich
publish annual reports on their operations. Theperannuation funds are
connected significantly with their wealth managetraperations which generate
substantial revenues and profits. How do thesebeusritally with the fees and costs
they disclose to the regulator and how much igotéld in the official databases?

The issue of indirect cost shows that regulatoraatainderstand how the financial industry
actually works when they attempt to make investrmesmhagers declare all their fees and
costs. For example, in a misguided attempt to reedndisclosure of fees and costs, the
Australian Securities and Investments CommissidBI(A 2017) issued a requirement under
Regulatory Guide No0.97 (RG 97) for superannuatiaapcts to enhance their fee disclosure.

As mentioned above, many costs in superannuatidriaancial transactions in general, are
indirect and cannot easily be quantified. As aaotmportant and common example, in
proprietary trading or principal trading, a servpevider can trade simultaneously on the
house account and on the accounts of its cliergafiog a conflict of interest. Wealth
transfer can take place between the house accodrdli@nts’ accounts without any fees
being formally registered.

Indeed, stockbrokers undertaking principal tradimay trade notionally for clients at zero
commission, while recouping their service coststlgh rigging their transactions. Some
investment managers, particularly hedge fund masagey declare zero fees for
superannuation funds because they declare onkgnhehs to the funds and recoup their costs
by wealth transfer through notional trades fronerd$’ accounts to their house accounts
without explicitly declaring a fee.

For this reason, one of the most dramatic and cwetsial aspects of the 2010 US Dodd-
Frank reform is to ban proprietary trading — thdcKer rule. Yet ASIC appears to be totally
oblivious to this equally important aspect of thes&alian industry, where propriety trading
is common and many of the investment costs of supperation coming from proprietary
trading cannot be quantified in vertically integéfinancial conglomerates. It is one thing
to understand the importance of cost, but quitetardo fool yourself that you have
measured it.
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Therefore the enhanced fee disclosure of RG 97esddoy ASIC is potentially misleading

to investors, because the regulation favours \aljiintegrated financial conglomerates
which could extract fees silently through propngtirading without having to declare them
formally as fees. Entities, suchlaslustryfunds, are at a disadvantage, because they do no
proprietary trading and have no such means of giglidirect costs. Hence, all other funds
may be forced to report higher costs relativRé&bail funds run by financial conglomerates —
creating a totally false and misleading impressannvestors.

Australian financial regulators have confused amgled investors. Australian financial
markets are not informationally efficient, with tAestralian Prudential Regulation Authority
(APRA) inappropriately withholding useful informati from investors. Poorly informed
investors (buyers) suffer from information asymmethich is exploited by banks and other
financial institutions (sellers) to loot their alits’ wealth in superannuation.

Indirect costs are a significant cause of inefficiency in the superannuation system,
yet they have not been under stood or adequately investigated.

Generally, the more complex the superannuationadiperthe higher the indirect costs,
which are sometimes referred to as “leakages”pass of complex corporate structures,
Retailfunds have the highest indirect costs.

M ethodological | ssues

The reason that the PC has not reached clear gmificint conclusions is that it itself is a
victim of market noise. The PC needs to be mateak of published research based on data
and methods which are deficient or defective. Mocthe academic and consultant research
also lacks real understanding of all facets ofitlaeistry and is motivated by publication for
publication’s sake.

* The PC should be concerned with systemic issuagacfoeconomic significance.
Instead, it has been distracted into comparingviddal products and options in a
game played by research firms for individual cleenThe PC is a victim of the false
claim that “like-for-like” comparison is possible even desirable for its work.

* Not only are product comparisons not really “like-fike”, they suffer from serious
problems of sampling biases such as from self-Beteof best products in surveys
and from survivorshipof only viable funds and products in the databases

* The attached report shows that survivorship biasos@restimate population returns
significantly at around two percent per annum, eeernhe fullest samples. With
potentially substantial distortions to investmeeatfprmance, comparisons of
samples of products could lead to misleading canchs about the system as a
whole.

! Survivorship bias in finance is the logical errbfacussing on businesses, funds, shares or other
assets which have survived past a certain poititni@, while overlooking those that did not. This
bias could lead to falsely optimistic conclusiobsat a group.
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The PC should understand that to investigate systemic issuesit needsto avoid
sampling biases and focus on aggregated APRA data of system and sectors.

APRA needs to understand its own data and do guser-reviewed research to enhance its
own understanding of the industry, in order todresupervise, to better inform the public

and to better promote competition. However, APRA& how abandoned research altogether,
having closed down its small research unit.

I nformation and Regulation

For competition to be viable there needs to batglaf purpose of competition and rules to
be enforced to ensure free and fair competitidrinas$ been stated often enough and with

wide consensus that the purpose of competitionustralian superannuation is to achieve
investment efficiency. The PC stated (PC, 201B) p.

Maximising net returns (after fees and taxes) ésrtiost important way in which the
superannuation system contributes to adequate asthinable retirement incomes.

The rules for trustees are clear and adequatbegsate already set down in tBE Act As
glimpses from the Hayne Royal Commission have shdweregulators have not enforced
the rules competently. Instead they have prevertatpetition by not informing the public
adequately and by protecting financial oligopolies.

Empowered by th€&inancial Sector (Collection of Data) Act 2QQAPRA is able to collect
high quality data and makes them readily availédie public. Moreover, APRA should
communicate its own understanding of the signifoeaaf the data to inform the market.

* The PC has found inadequacies with APRA data amptaoned about them in
many places in the PCDR. For example (PC, 20853, {bata held by regulators
contain many gaps and inconsistencies, especialiglation to funds’ investment
expenses and related-party relationships.”

* APRA data are not available as standard databbkesstike those from other data
agencies. Users have to extract the data manvaityExcel spreadsheet reports
with variable formatting. The standard of APRAaptovision and usability falls
well short of that set by the Australian Burealbtdtistics.

* APRA deprecates (APRA, 2017) the data it colleetsalise it does not understand
their significance (Sy, 2018). Instead of gettngre information out of high
quality, audited data through research, APRA hased down its research unit and
started to collect and publish unaudited data whrehconsidered more “relevant”.
This shift in data policy is potentially very danmagto superannuation through
misinformation.

* In the midst of the PC inquiry, the Hayne Royal @aission and other inquiries,
APRA has seen fit to launch a completely new websttich requires users to
expend substantial effort to navigate. Metadatadate data availability is not
provided to help new users. Even if some dat&aogn by experienced users to
exist, they are now hard to find. Some older dafports and speeches are no longer
available.
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The evidence suggests APRA puts a low priorityrdarming the public, leaving it “in the
dark” and hindering market competition. ASIC hi®aollected large amounts of data on
complaints against financial services, includingesannuation. ASIC does little or no
statistical research to inform the public proadtiyevith hard facts rather than motherhood
statements, on potential problems to protect coessimAustralian regulators operate
essentially data black holes which suck in infolioratit great public expense, but with little
escaping to help consumers.

It is all very well for APRA Chair, Wayne Byres $ay “It is important that the concept of
caveat emptor remains in the systefifi¢ Australian16 July 2018). However, because of
secrecy and data traps, the Australian financiaketa are racked with information
asymmetry where buyers in transactions know mushtlean sellers. How could buyers
beware when they are kept “in the dark™? It isdoyitical for APRA to disclose information
only reluctantly by hiding improperly behind segrgrovisions of théAPRA Act 1998

Australian financial regulators have not helped, but have hindered, the creation of
well-informed markets.

Since the 1979 Campbell inquiry and the 1996 Walligiiry, the fundamental assumption of
market-based financial regulation is that investweswell-informed. This assumption is
seriously wrong when regulators trap most usefidrimation in data black holes. While the
PC recognizes problems with data collection andaiiisnation, it needs to know the
problems originate with the nature of the regukator

Competition and Regulation

The Government and APRA have given higher pridotfinancial system stability than to
market competition or the welfare of the peopldeif policies and actions have prevented
market competition and protected financial oligeg®by creating barriers to entry through
legislation. In relation to Australian superanmoiat serious legislative attempts have been
made to protect financial oligopolies and laRgtail funds.

e In 2012, through th8uperannuation Legislation Amendment (MySuper Core
Provisions) Bill 2012 APRA attempted to legislate that sufficient sdadea criterion
to decide whether a Registrable SuperannuationyHiREE) be allowed to operate a
MySuperdefault fund. Such a law would protect financahglomerates whose
large funds consistently underperform some sm&&ail funds.

* In 2017, through th8uperannuation Laws Amendment (Strengthening Euste
Arrangements) Bill 201, 7APRA attempted to legislate that the board ofrgRSE
should have a minimum number of “independent” doec The definition of
“independent” is such that it effectively meansaficial experts from thRetalil
sector would become some of the trustee direatoadl superannuation funds. This
law could make all funds perform as badlyRetail funds, entrenching a failed
model in Australian superannuation.

» All superannuation funds have defensive allocatiorsash, term deposits and other
debt investments, vested generally with authortegabsit-taking institutions
(ADIs). This February, the Government passedihancial Sector Legislation
Amendment (Crisis Resolution Powers and Other Mea3$ué\ct Bill 2018 This law
provides APRA with the emergency power, in the ¢wéithe insolvency of a bank,
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to confiscate savings deposited with banks by cdimggliabilities to assets (“bail-
in”) to shore up its balance sheet.

In the next financial crisis, Australian superannuation funds may find that their
defensive assets provide no defence at all against the authorities confiscating their
debt assets by converting them to depreciating common equity of banks.

This may be the case even if fhi@ancial Claims Schemwere activated by the Government
to protect smaller deposits of less than $250,@D0e of the key points of the PCDR (p.2) is
that “Regulators need to become member champions — entlfichnd effectively policing
trustee conduct....This is unlikely, as APRA is a captured regulator.

The above examples of rigging the system showtkieategulator APRA has worked against
market competition to protect financial oligopoleessa means to ensure financial system
stability. This policy extracts wealth from ordiggeople to bolster bank capital and thus
create increasing wealth inequality which is sdgidéstabilising. Instead, financial system
stability needs to be achieved through structiephsation (e.g. Glass-Steadpatb reduce
financial speculation which harms people and ecoesm

Competition in Australian superannuation has been hindered by APRA protecting
financial oligopolies, thus harming the economy in the long-run.

The absence of market competition in Australiaresaipnuation is partly due to APRA
regulations designed to protect financial oligopsliwhich have made abnormal profits,
among other means, through hidden or indirect adtacted from superannuation funds.

Other Technical 1ssues

Apart from the above major issues, we alert thad&few minor technical issues which
may help in its final report.

* In using benchmarks, the PC states “What we've dloats new and novel” which
is not really true and is a claim hardly worth nmgki Benchmarks have been used
by asset consultants for many decades, thoughftest oy academics, because
benchmark construction requires the manipulatioa lot of data.

* For performance measurement, the PC uses net bariywhich requires many
assumptions to be made about fees, costs and takeésapproach introduced
unnecessary complexity and uncertainty to the Bagmce of the calculations,
because the assumptions are open to debate.

* Net benchmarks are models, not facts, because afdtied assumptions. By
changing those assumptions, it is possible to @isewer the yardsticks of
comparison and thus to produce lower or highetivelgerformance — shifting the
goalposts.

« The PCDR mostly made statements concerningtineberof funds or products
underperforming which is misleading. On this lggiés even more important to

% |n 1933, Carter Glass and Henry Steagall introduicehe United States a bill which legally
separated commercial banking involving deposittakind traditional lending to businesses and
households, from investment banking involving seties trading and financial speculation.
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count thenumberof individuals in underperforming funds. For a&mic
assessment, it is more important and accurate &sune themount of assetshich
are underperforming. Hence performance assessrmeeds to be asset-weighted.

« Even with its own research, the PCDR has not dswfiiciently clearly and
strongly certain important conclusions from itsules In fact, the results in the
PCDR are largely consistent with thignificant propositionsvhich we have stated
above. However, much of the significance of thasgositions is lost in the PCDR
among many peripheral results.

Conclusion

The PCDR is commended for making a real effortstalaish facts for superannuation, even
though it has often been distracted by some pastreh to investigate peripheral issues.
The PC on its own research should have reachegircednclusions, which need to be
clearly stated. While Australian superannuatios lbeen inefficient and uncompetitive, the
major reasons need to be reported.

The Productivity Commission should state clearly that the beneficiaries of
Australian superannuation funds have been adver sely affected by profit-seeking
Retail funds. Their trustee directors have failed to managetheir conflicts of
interest and have broken thefiduciary law (SIS Act).

Instead of enforcing thelaw, APRA has sought to change the law to facilitate
looting in the superannuation system. The system cannot become efficient or
competitive unlesstherigging is stopped.
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