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BACKGROUND

All financial decisions in life require an assessment of
the costs and benefits involved. This is true when
purchasing fruit, buying a car or choosing a financial
investment such as a superannuation or pension fund.
It is however important to ensure that you are
comparing “apples with apples”.

Take the example of purchasing a car. If two
dealerships offer exactly the same car, with the same
options and same warranty for different prices, the
comparison is straight forward and the consumer
should purchase the cheaper of the two. However, if
the price from one dealer includes scheduled servicing
of the car and the other does not, then the cost
differential can no longer be seen as being the only
relevant factor.

One would expect that the dealer that includes
scheduled servicing with the car would be charging a
higher price than the dealer that is not. We are now
comparing “apples with oranges”, in that we are
comparing the price of (a) a car alone; against (b) the
same car with scheduled servicing. The consumer
must decide whether the additional cost, covering the
scheduled services, justifies the higher charge.

The same is equally true with financial products. Over
recent years the “compare the pair” campaign has
purely targeted fee differentials on superannuation
funds. It maintains that the end outcome in retirement
savings is purely based on a fee differential. This is not
necessarily the case, as can be seen on page 2.

Although there are many different arrangements in
practice, for simplification we will break the
comparisons down to the major two arrangements.
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THE TWO MAJOR ARRANGEMENTS

1. Type one - “product only”

By “product only”, we mean that you are purchasing a
fund and no ongoing advice. When you purchase a
fund, your investment will stay in the same investment
strategy inside that fund, until you direct the fund to do
something different.

Most fund providers will offer a range of investment
options, all at different costs. In order to make a
comparison of “apples to apples” possible, we will look
at comparisons of a fund’s default “balanced” option.

— REST 0.73% for Super, 0.74% for Pension
— AustralianSuper 0.67% for Super, 0.73% for Pension
— HOSTPLUS 10% for Super , 1.07% for Pension

Even this comparison is not strictly “apples with
apples” as the fees shown above relate to the
investment of the funds and percentage-based
management fees but there are other associated costs
for management, transactions etc. (for example, all
three charge an additional flat fee ranging from $1.50
to $2.25 per week for administration expenses).
However, these additional costs will be ignored for the
sake of simplicity.

Therefore, on a “product only” basis, one can make a
comparison between these products. There will always
be other factors (one fund may have better
administration or website access than the other), but
generally they are offering a generic product.

2. Type two — “product and service”

This is a bit like the car dealer which includes
scheduled servicing with the cost of the car. Under a
“product and service” arrangement, you are getting
the investment of the funds, but you are also receiving
ongoing access to support services.

None of the industry funds shown above offer a
“product and service” offering. In these funds you
invest and the portfolio stays the same until you, the
investor, tell the fund to do something different. In a
“product and service” environment, there is an
ongoing relationship between you, the fund and an
adviser. There seem to be no funds out there that offer
this option any longer.

If deciding to invest with a Balanced fund, the

“balanced fund investor” now has a choice. Clearly the
“product only” route will be cheapest, but they are
then on their own in terms of future direction of their
investments. Their alternative is to pay a higher annual
fee in a “product and service” arrangement, knowing
that this includes access to ongoing financial planning
to assist with the managing of the portfolio.

The $64,000 question is whether the value added for
ongoing access to the financial adviser justifies the
higher charge.

This will depend on the level of access provided and
what value the adviser actually adds.

SERVICES OFFERED BY BL&A

BL&A are able to provide clients with access to both
types of service. This means that we are able to assist
clients who are after “product only” as well as those
who wish to have “product and service”.

1. Type one - “product only”

Where a client is looking for “product only”, we will not
be recommending that they use industry funds. There
are several reasons for this.

1. Fees. As will be seen later, it is not necessarily true
that industry funds are the cheapest option. Wholesale
funds (requiring a minimum $1500 investment) can
offer comparable and even cheaper fees than industry
funds.

2. Administration. We firmly believe that the
administration within industry funds is the worst in
Australia, with lengthy and onerous administration
practices. For example, the REST website states that
any request to switch investment options will become
effective two business days after REST receives the
request. This makes movement of portfolios very
difficult, as markets can change drastically over such a
delay.

3. Investment choice. Generally speaking, industry
funds will offer a maximum of around a dozen
investment choices. This compares to more than a
hundred choices in a wholesale platform. We believe
that the limited range of investment options within
these funds is restrictive to the long term benefit of the
clients.
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This last point is probably the most important. If we are
to place a client in a “product only” arrangement in a
wholesale fund, the fund manager recognises that we
are the adviser of that client. Consequently, we will
receive nightly balances and transaction records from
the fund manager, through our XPLAN system. Should
a client wish to utilise our services again, we will then
have complete access to view the client’s history in
that fund; knowing their balance, investment mix,
contribution history, tax status etc. Most industry funds
do not provide this access, so when a client of ours
uses an industry fund, we have no idea of what
transactions are taking place. If the client wants
subsequent advice down the track, we have to “start
from scratch” with regard to their investments.

If a client invests through BL&A, even on a “product
only basis”, all dealings from the client with BL&A
concerning their investment will be charged to the
client at our hourly rate. This will apply to emails,
phone calls, meetings or general correspondence,
regardless of the time involved. It is also possible that a
client, at some stage in the future, will wish to move
from a “product only” arrangement to a “product and
service” arrangement. If the client had started out
using an industry fund, we would, at that point, have to
move everything out of the industry fund into the
wholesale fund. However, if they are already in the
wholesale fund, all we need to do is to adjust the fee
structure of the fund.

2. Type two — “product and service”

When offering “product and service” arrangements, we
also use wholesale funds. This minimises fees, while
maximising good administration, investment choice
and provides us with the all-important access to client
information through our XPLAN system.

The ongoing service that we provide is explained in the
document /nvesting through BL&A. As explained in this
document, it involves the ongoing review of your
arrangements, making ongoing recommendations and
changes to the investment strategies you are using.
We suggest that you read this document for additional
detail.

COMPARING APPLES WITH APPLES

1. Type one - “product only”

As shown above, the cost of maintaining a “balanced”
investment strategy in these industry funds is between
0.67% and 1.10%. If a client wishes to enter into a
“product only” arrangement with a fund which we

recommend, our first choice is likely to be the Colonial
First State Wholesale platform. In this platform, there
are two balanced options from which to choose:

CFS W/s Index Diversified Fund -0.51%
CFS W/s Index Growth Fund - 0.56%

The fees charged by these options are clearly below
those offered by the industry funds shown previously.
Therefore, it is not true to say that industry funds will
always be the least expensive option.

It is also important to note, that holding our own AFSL
licence, we are not “tied” to any one fund manager.
The Colonial First State Wholesale platform referred to
above is one of a dozen or so funds on our
recommended list. We are free to recommend and use
any of these funds, not just Colonial.

2. Type two - Product and service

As explained in our separate brochure (/nvesting
through BL&A), we provide ongoing service to clients
who request it. This includes the review and
rebalancing of their portfolio as well as the provision of
the ongoing advice.

Our cost for the “service” component is 0.66% (GST
inclusive). This means that if a client wanted “product
and service”, using the Colonial First State Wholesale
Index Diversified Fund, their total cost would be 0.51%
+ 0.66% = 1.17% per annum.

It would be unusual for a client to only have one
investment option in place. As can be seen in the
brochure Using the BL&A “Bucket approach” to
investing, the reality is that most clients will have a
combination of short, medium and long term
investment strategies within their funds. Each
investment option is going to have a different
management cost.

In a typical client portfolio, an investor is likely to have
some funds in cash, some in a balanced fund and
some in shares. If we allocate hypothetical percentages
to each of these investment options, we can compare
the respective costs of different “product and service”
offerings.
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Product and Service offering using the Colonial First State Wholesale Fund
With these percentages applying to these investment options, the cost of running a “product and service” option would
be 0.39% (Management Fee) + 0.66% (Adviser Service Fee)= 1.05%.

One FirstRate Wholesale Saver 20% 0.35%
Two Colonial First State Wholesale Index Diversified 30% 0.51%
Three Colonial First State Wholesale Index Australian Shares 25% 0.34%
Three Colonial First State Wholesale Index Global Shares 25% 0.35%

COMPARING APPLES WITH ORANGES

As shown on the previous page, if price is the critical
issue for the client, BL&A are able to offer services that
are extremely price competitive. This is regardless of
whether the client wishes to invest on a “product only”
basis, or use a “product and service” arrangement. It is
therefore true to say that when comparing “apples with
apples” these arrangements are competitive.

It is also important to stress that price does not have to
be the sole determining factor going forward. The
reason why someone would pay a higher fee for
“product and service” compared to simply using
“product only” is because they believe that the extra
cost will be rewarded with greater returns over time.

If a client looks to use a “product and service”
arrangement with BL&A, there is no obligation to stick
to a “balanced portfolio”, merely because it is a cheap
option.

We believe that the investment mix for each client
should reflect a number of factors, including their
consumption timeframe (refer separate document —
Using the BL&A “Bucket approach” to investing).

Under our “bucket model”, a client will not necessarily
have a “balanced portfolio”. Depending on their
consumption timeframe, they may have different
weightings of growth and defensive assets within their
portfolio. This changes the cost of the fund (generally
speaking, the more defensive the portfolio the cheaper
it is).

An additional option that investors may wish to
consider is the possibility of using “internal gearing”
within the growth part of the portfolio. This is explained
in the separate document /nside the 3rd bucket — a
generic look at the impact of gearing.

Although one should read this separate document,

internal gearing is where the fund borrows extra
capital, to increase its exposure to the share market.
This approach accentuates gains in market rises and
losses in market falls. Funds which utilise internal
gearing are more expensive than those which do not
but they are providing the investor with a greater
exposure to the share market. This is something that
some clients will be interested in, while others will not.
The ability to move between geared and non-geared
positions is easily done when investing in wholesale
funds, where industry funds do not provide these
options. This enables the portfolio to be individually
designed around the needs of the investor.

These latter options are very much a case of
comparing “apples to oranges”. There is no doubt that
adding internal gearing to a portfolio will make it more
expensive. However, if this improves the overall
performance of the portfolio, it may be a cost worth

paying.

Coming back to our car analogy, when an individual
purchases a car, they start at a “base level” and then
work out what options (leather seats, reversing
camera, etc.) that they wish to include. Every “option”
adds to the cost, however the consumer will add that
option if they believe that this extra cost is justified.

The same applies to the options discussed here. The
“product only” placement in the balanced fund is the
cheapest available option. All extensions on this
(including ongoing service, the use of buckets or
internal gearing) are like the leather seats in the car
and will add to the cost.

Just like the leather seats, every individual has the
ability to dictate whether they want the base model or
are willing to pay for the extras.

Regardless of this choice, we believe that BL&A offers
competitive arrangements, particularly in the provision
of ongoing service.
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Companion documents:

Investing through BL&A

Using the BL&A “Bucket approach” to investing
Inside the 3rd bucket — a generic look af the impact of
gearing

Disclaimer: This report is published by Barnett Lilley & Associates Pty
Ltd in good faith and based on the facts known to us which we believe
to be reliable and accurate at the time of publication. This report does
not claim to include all relevant information in respect of the securities
to which it relates. Any projections contained are estimates only and
may not be realized in the future. Barnett Lilley & Associates Pty Ltd
has prepared this report for multiple distribution and without
consideration of the investment objectives, financial situation or
particular needs of any investor. Any person receiving this report must
give independent consideration to the securities referred to in this
report and should contact Barnett Lilley & Associates Pty Ltd for
individual advice in the light of his/her particular circumstances. Barnett
Lilley & Associates Pty Ltd does not warrant or represent the accuracy
or completeness of the contents of this report and any person relying
on the report does so at their own risk. Barnett Lilley & Associates Pty
Ltd disclaims liability for loss or damage (include consequential loss or
damage) of any kind whatsoever arising as a result of any opinion,
advice, recommendation or information expressly or implied published
in or in relation to this report not withstanding any error or omission
including negligence. Barnett Lilley & Associates Pty Ltd, its associates
and their respective officers and employees may have an interest in the
securities mentioned in this report and may earn brokerage, fees or
commission from client transactions in those securities.

Disclosure: Barnett Lilley & Associates Pty Ltd may be entitled to other
incentives including discounted services, awards and conference
subsidies. Barnett Lilley & Associates Pty Ltd may also receive
financial, marketing and training assistance from product providers.

Barnett Lilley & Associates Pty Ltd has adopted the Investment &
Financial Services Association (IFSA)/Financial Planning Association
(FPA) Industry Code of Conduct on Alternative remuneration in the
Wealth Management Industry. As a FPA member, an ‘Alternative Form
of remuneration register’ is available which outlines the alternative
forms of remuneration which are paid and received from givers and
receivers. Registers are maintained by Fund Managers, IDSP (platform)
providers, Representatives and Licensees. Our registers are available
for inspection on request and on our website.
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