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Many superannuation  
funds might be surprised  
to discover just how 
much drips away through 
operational inefficiencies  
and missed opportunities.  
PETER BAKER, head of 
Mercer Sentinel,  
discusses achieving 
operational efficiency.

Given the current level of bond 
yields and equity market 
valuations, meeting strategic 

investment return objectives is an 
increasingly difficult challenge in a low 
return world. As such, now is the perfect 
time to look into other sources of return 
and efficiencies in order to markedly 
improve outcomes in a time when they 
are most needed.

Following the end of the global 
financial crisis, markets created an 
environment where lucrative returns 
have been somewhat easy to achieve 
through beta exposures. However, as 
global economies continue to work 
through significant structural problems 
and interest rates eventually rise, 
expectations for future returns  
become more muted.

A typical superannuation fund can 
add millions of dollars to its bottom 
line by increasing net of fee outcomes 
with little or no additional cost and 
only marginal increase in risk. This can 
be achieved by undertaking a range 
of initiatives that generally fall into 
two categories. The first category is to 
maximise returns via cash management, 
alpha transport, and securities lending. 
The second is to improve operational 
efficiency with tax efficient strategies 
and foreign exchange (FX), including 
foreign income tax offsets.

ACHIEVING OPERATIONAL EFFICIENCY
There are two ways of achieving 
operational efficiency, which include 
optimising FX and achieving  
after-tax efficiency.

Plugging
the leaks

12 Superfunds May 2016



Superfunds May 2016 13

Foreign exchange 
Diversified institutional fund managers 
and superannuation funds typically have 
a portion of their portfolio invested in 
foreign assets. Changes in the rate of FX 
between the currency of investment and 
the client base currency can impact the 
portfolio return. A lack of transparency 
means that even if currency markets in 
general are competitive, funds may incur 
considerable costs if uncompetitive FX 
rates are applied to their portfolio.

Almost 80 per cent of FX trades 
executed solely by the custodian of 
a superannuation fund were shown 
to be at disadvantageous rates, 
according to recent Mercer Sentinel 
analysis. In another case study, where 
a superannuation fund had mandated 
its managers to execute FX, half 
of the managers incurred costs to 
the fund of about 0.43 per cent per 
annum, compared with competitive 
trading that would have cost 0.05 per 
cent per annum. This is significant. 
One manager’s trading costs were 
equivalent to 0.50 per cent per annum of 
performance on the manager’s portfolio.

An aspect of foreign exchange is 
foreign income tax; that is, where an 
institutional investor has paid income 
tax in a foreign jurisdiction it is entitled 
to claim a foreign income tax offset 
(FITO), which can be used to reduce the 
amount of income tax paid in Australia. 
FITOs generally need to be used in the 
same year in which they are earned. The 
research suggests that the effective use of 
FITOs added one to three basis points of 
performance for some Australian funds 
in 2014/2015. That is performance that 
would otherwise have been wasted.

After-tax efficiency 
Institutional investors that are required 
to pay tax can reduce leakage from  
their funds by considering the efficiency 
of their tax arrangements. Capital  
gains tax accrues each time securities  
are sold at a profit. Therefore, the  

careful consideration of the tax 
implications of securities trading can 
provide significant savings.

Tax parcel optimisation (TPO) 
and centralised portfolio management 
(CPM) are two common approaches 
to deliver after-tax efficiency. TPO 
is a process that reduces tax through 
appropriate parcel selection (that 
is by selecting the lowest tax parcel 
associated with a stock sale across all 
accounts within a legal entity) when 
selling shares. Mercer has estimated 
that savings of around 0.17 per cent 
can be made on some Australian 
equity portfolios using TPO. So, where 
Australian equities are 25 per cent of a 

$10 billion fund, this represents a saving 
of over $4 million.

CPM involves the use of a third party 
to implement all underlying manager 
transactions in one account to provide 
better after-tax outcomes through the 
centralised management of all capital 
gains and franking credits across the 
entire portfolio. This approach has 
an advantage over TPO in that the 
CPM manager can also take market 
movements into consideration and use 
its discretion in order to optimise the 
total after-tax outcome for its client. It 
also has the potential to reduce custody 
costs. The CPM approach does, however, 
require the underlying fund managers 

to agree to participate in the program, 
and the cost of hiring the CPM manager 
should be taken into account.

Overall, the best approach to 
generating after-tax efficiency will 
be dependent on the tax status and 
transactional characteristics of each 
investor. Both approaches are expected 
to reduce tax leakages and can be viewed 
as free money.

With relatively little cost and effort, 
leakages can be pinpointed and plugged, 
while processes can be streamlined 
to save money. Mercer believes that a 
typical growth fund can add up to 1 per 
cent per annum of additional returns, 
with little or no additional cost and only 
marginal increase in risk, by focusing 
on maximising return and achieving 
operational efficiency. In a low-return 
environment, that can be a significant 
boost to investment returns and the 
overall fund value.

In an increasingly competitive 
environment, superannuation funds 
have a distinct advantage extracting the 
benefits of these ideas. It should not be 
viewed as too hard, and gains certainly 
make the effort worthwhile.  

In a low-return world with rising 
yields and volatility in equity markets, 
these ideas can make a big difference 
to a fund’s beneficiaries and, by 
default, can make all the difference in 
a superannuation fund’s longer-term 
viability and sustainability.  

Peter Baker is head of Mercer Sentinel.

A typical growth fund can 
add up to 1 per cent per 

annum of additional returns 
with little or no additional 

cost and only marginal 
increase in risk, by focusing 
on maximising return and 

achieving operational 
efficiency.


