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Executive summary 

The Trustee Corporations Association of Australia believes that the Managed Investments Act 1998 (MIA) has a fundamental structural flaw, not permitted elsewhere in the world.  This weakness prevents timely compliance monitoring from being undertaken by a body independent of the responsible entity (RE).  This leads to unnecessary conflict of interest within the RE that can be exploited to expose scheme members to unacceptable risk of loss.

The structural flaw preventing independent compliance monitoring cannot be effectively mitigated by buttressing other components of the MIA.  For example, while a benefit of the MIA is increased compliance awareness in the industry, awareness alone does not provide adequate protection, even when coupled with after-the-event surveillance by regulators and auditors. 

This is evidenced by the fact that lack of timely independent checks and balances has been an important contributing factor in recent financial problems, including corporate failures, both in Australia and overseas.  Examples include the losses suffered by investors in relation to the HIH, Enron, Commercial Nominees and the solicitors’ mortgage scheme debacles. 

Compliance performance by REs, as shown by Australian Securities and Investments Commission (ASIC) surveillance data, remains unacceptably poor.  Concern is exacerbated by the fact that the MIA mandates only relatively modest maximum amounts of capital and insurance for the RE, irrespective of the volume of investor funds under management.

The Association submits that the Turnbull review of the MIA was constrained from addressing the fundamental structural flaw of lack of independence, because of a reluctance to countenance proposals which sought to clarify accountability to scheme members of parties other than the RE, on the basis that this would undermine the concept of the “single” RE.

This constraint greatly reduced the value of the Review and its recommendations.

Indeed, we believe that the “single” RE is a misnomer, given that s1325 of the Corporations Act covers accountability to investors for losses suffered as a result of contraventions of Ch 5C by parties other than the RE. 

In terms of sound policy, we believe that, while the RE should remain fully responsible for its own actions and those of agents it appoints, it should be made clear that the RE is not singularly responsible.  Rather, damaged investors should be able to seek compensation from all culpable parties.  

The Association submits that, with minimal change, the sound parts of the MIA can be retained and the weak parts improved, at reasonable cost, or possibly with a reduction in costs.  A more realistic, robust and cost-effective structure would entail:

· clarifying the roles and liabilities of all parties involved in the running and oversight of managed funds.  These include the financial auditor, custodian, compliance monitor, and any other service providers.

Importantly, the RE would retain full responsibility for the operation of a scheme, and be solely responsible for the prudence of investments (and hence the performance of the scheme).

· expanding the present function of the compliance plan auditor.  This would involve more frequent and timely monitoring of scheme operations in order to minimise the likelihood of serious problems developing due to maladministration, negligence or fraud.  By working with ASIC, the compliance monitor would ease pressure on regulatory resources and be able to respond more quickly and flexibly than a regulator which operates under different process constraints.

We believe that strengthening the compliance monitoring function would help address the fact that investors have not enjoyed the benefit of lower fees foreshadowed by the proponents of the MIA.  Under the RE structure, many activities of a scheme often are 
sub-contracted to related entities at prices that are higher than would apply through arm’s length negotiations, and certainly higher than would be permitted if an independent entity provided oversight as the investors’ representative.

Currently, investors have difficulty exercising their rights because of information asymmetry, the “collective action” problem, and because benefits are fragmented across all investors.

Further, strengthening this monitoring role could also simplify arrangements by eliminating the need for a Compliance Committee or external directors, which we see as adding complexity and cost without providing true independence.  This also would have associated cost savings. 

We do not see as compelling any of the arguments in the Report for delaying better protection for managed fund investors, pending further monitoring of the compliance performance of fund managers.  Experience shows that there were dangers in delaying reform of the insurance sector.

When REs are stretched for resources, as may be the case with introduction of the Financial Services Reform Act, it is all too easy to divert resources from compliance.  In such an environment, there is all the more reason for an independent compliance monitor to ensure that investor funds are not put at unnecessary risk by inadequate attention to compliance.

· widening access to the compliance monitoring role.  Allowing other qualified professionals to take on this work would introduce more competition in this area.  Introducing a deeper and broader well of expertise and financial underpinnings that could be tapped could be expected to place downward pressure on costs. 

It is relevant to note that the Government recently endorsed the Productivity Commission’s recommendation that APRA should review the present arrangements for the oversight of superannuation, which confine the conduct of compliance audits of superannuation funds to approved financial auditors. 

· strengthening the financial underpinnings of managed funds.  We also believe that the regulatory framework should mandate a more meaningful level of capital and insurance for REs and all commercial service providers, which has regard to the size of funds under management and is not capped at a level as low as $5 million. 

Requiring more capital at risk would better ensure adequate provision of resources, and provide greater incentive for REs and commercial service providers to act appropriately.  

It would also provide more substantial means of compensating investors, with less likelihood of the need to draw on the public purse, in the event of losses due to maladministration, negligence or fraud.

*****

Introduction
The Trustee Corporations Association of Australia is the national representative body for the trustee company industry.  Its 17 member organisations comprise all 8 Public Trust Offices and all but 2 of the 11 private statutory trustee corporations. 

Background information on the Association and the trustee company industry is provided in the Attachment.

General comments on MIA Review

The Association welcomes the Committee’s decision to examine the findings of Malcolm Turnbull’s Review of the Managed Investments Act 1998 (MIA).  We do not believe that Turnbull’s exercise was fully consistent with what Parliament had in mind when it made provision for an assessment of the effectiveness of the new regime after 3 years.

The Association acknowledges that the introduction of the MIA had the positive effect of increasing compliance awareness in the industry.  However, we believe that compliance performance by Responsible Entities (REs) remains unacceptably poor, notwithstanding the fact that, because of the 2 year transition period, a large part of the industry did not move over to the new regime until well into 2000.  

This view is consistent with the Australian Securities and Investments Commission (ASIC) report on its surveillance activities for 2000/01, which revealed compliance breaches in 69 of 83 REs inspected.  ASIC’s subsequent remedial action included revoking dealers’ licences in some cases, and requiring appointment of an independent consultant to report to the RE’s Board and ASIC on a regular basis on the RE’s adherence to its compliance arrangements. 

It should also be noted that the sector has not faced a period of serious financial stress since the introduction of the MIA. 

Most importantly, we believe that the MIA has a fundamental structural flaw, not permitted elsewhere in the world.  This is that timely compliance monitoring may not be undertaken by a body independent of the RE.  Self–monitoring of compliance is not only allowed, it is mandated.

Further, we contend that Turnbull placed a constraint on the review by being reluctant to countenance proposals that sought to clarify accountability to scheme members of parties other than the RE, on the basis that this would undermine the concept of the “single” RE.

As a consequence, the Association believes that the Turnbull Report does not go far enough in recommending improvements to investor protection, particularly in the critical area of the independence of the compliance monitoring function.

The recommended changes to the operation of Compliance Committees, for example, do not address key shortcomings of the present arrangements – that is:

· those committees lack genuine independence because members are appointed by, paid by, and may be removed by the RE, and 

· the effectiveness of the committees must be questioned given that they generally meet only quarterly and tend to rely largely on information provided by the RE.

Similarly, the Report recommends that, where no Compliance Committee is appointed, the present requirements in relation to the scheme’s compliance plan and the functions of the Compliance Committee should be extended to the Board of the RE.  This does not get to the heart of the problem - that is, reliance on “self-compliance” (whether by the Board or Compliance Committee) is unacceptable, particularly when many billions of dollars of investors’ funds are at risk.

Specific comments

The following section comments on the specific areas of focus noted in the Inquiry’s Terms of Reference.

a) The risks to investors in the current arrangements, taking into account the extent to which any lack of independent checks and balances may have contributed to recent financial failures in Australia and overseas.

The Association submits that the MIA regime exposes scheme members to significant risk of loss.  This is because of the absence of effective, timely oversight of scheme operators by an independent entity.  A system of “well-after-the-event” surveillance by the regulator and auditor has proven deficient in other sectors of the financial system.

This fundamental structural flaw in the MIA is exacerbated by the fact that the present arrangements mandate only relatively modest maximum amounts of capital and insurance for the RE – that is $5 million - irrespective of the volume of investor funds under management.

We believe that the “benefit” of supposedly clearer accountability of the RE is outweighed by the greater risk of loss due to the absence of appropriate checks and balances, and the limited substance of the scheme operator should problems arise.

The Australian Prudential Regulation Authority (APRA) has, in our view, correctly observed that the reaction to recent financial sector failures clearly revealed that the community’s appetite for risk is less than had been assumed when the Wallis regulatory framework was conceived.  The community wants a regulatory framework that provides greater investor protection than is now in place.

Lack of timely independent checks and balances, and the presence of conflicts of interest, have been important contributing factors in recent financial problems, including corporate failures, both in Australia and overseas.  

Examples include:

· The multi-billion dollar failure of HIH Insurance, where a lack of effective, independent auditing reportedly allowed the company to hide its fragile financial position for a considerable period.  The eventual collapse caused severe disruptions and financial loss throughout the economy. 

· The failure of Commercial Nominees of Australia, an APRA-approved trustee, where a number of imprudent (potentially fraudulent), non-arm’s length investments by CNA resulted in losses of some $25 million by 25, 000 investors in small superannuation funds. 

· The collapse of Enron in the US, where lack of audit independence is said to have allowed fraudulent accounting practices to continue unchecked.  Thousands of employees holding the firm’s stock in their pension accounts saw much of their intended retirement savings wiped out. 

· The failure of numerous solicitors’ and brokers’ mortgage schemes, which resulted in the loss of hundreds of millions of dollars by thousands of investors, including many retired people.  ASIC’s investigations revealed poor management practices, inappropriate or fraudulent property valuations, conflicts of interest, and inadequate supervision by the industry bodies assigned that responsibility.

· Conflicts of interest on the part of stockmarket analysts, which have resulted in losses by many investors, are under the spotlight, particularly in the US. 

Further details of these and related matters are provided in Appendix 1.

There is no reason to assume that Australian fund managers would be immune from similar conflicts of interest.

The clear message from these episodes is that it is essential to have genuinely independent checks and balances in an effective financial regulatory framework.

b)
Global best practice in investor protection of managed funds.

The introduction of the MIA in 1998, by removing the requirement for an independent trustee or custodian to protect investors in managed funds, moved Australia out of step with virtually every other country in the world.

A survey of 43 countries by KPMG in 1995 had revealed that only 2 jurisdictions – British Virgin Islands and Netherland Antilles – did not mandate an independent trustee or functional equivalent for collective investment schemes.

The British Virgin Islands subsequently moved to require an independent custodian.

Similarly, respected international ratings agency Standard & Poor’s, when commenting on the introduction of the MIA, noted:

“The failure to mandate that fund assets must be held in safekeeping by an independent custodian is of concern and is in contrast to all other major financial centres of the world, where an independent custodian is a minimum standard
It might be noted that the core principles issued by the International Organisation of Securities Commission (IOSCO) for the regulation of collective investment schemes require that the assets of a scheme be clearly separated from other assets.  IOSCO points out that this is usually achieved by appointing an independent trustee, custodian or depositary.

IOSCO further notes that in the unusual situation where assets are held in the name of the scheme operator, additional protective conditions are required.  For example, in the US the scheme assets are to be deposited in the safekeeping of a bank or other company whose functions and facilities are supervised by federal or state authorities; further, these arrangements must be independently examined three times a year.   

Australia clearly is below world best practice in investor protection.  Not only does Australia not mandate independent compliance monitoring and/or custody, as does virtually every other country, it makes self-compliance compulsory. 

c)
The acknowledgement by the review that, under s.1325 of the Corporations Act 2001, a number of parties may be held accountable for member losses.

The Association believes that the “single” RE is a misnomer, because a number of other parties carry unavoidable responsibility in the operation and oversight of managed investment schemes.  All these parties can be held liable for maladministration, negligence or fraud.  

Both the Law Council of Australia and the Turnbull Report recognise that this is allowed for under s1325 of the Corporations Act, notwithstanding that the MIA itself does not expressly facilitate accountability to investors for losses suffered as a result of contraventions of Ch 5C by parties other than the RE. 

Other potentially liable parties include:

· the custodian (schemes can involve self-custody, related-party custodian, or independent third party), 

· the financial auditor (supposedly independent of the scheme operator),

· the compliance plan auditor (again, supposedly independent),   

· directors and Compliance Committee members, and

· the regulator  (ASIC).

We submit that the question of accountability under the MIA should be made clear.

Further, we believe that having an independent compliance entity act as investor representative is a practical way of ensuring that investors are able to pursue their legal right to claim compensation for losses caused by breaches.

This avoids the difficulties damaged investors otherwise face of information asymmetry and the “collective action” problems, and fragmentation of benefits across many individuals.

d)
The rejection by the review of proposals which might conflict with the concept of having only a single entity responsible in the event of member losses.

The Association feels that it is very important to note that even if responsibility could be limited to the RE alone, this would provide investors with little comfort where that entity has limited substance.  Under the MIA, an RE is not required to have more than $5 million capital and $5 million of insurance, irrespective of the size of the scheme.

Further, we suggest that the concept of “single” responsibility has a counterproductive element in that it limits policy options and creates unnecessary uncertainty.  This is evidenced by the fact that the Turnbull Report constrained itself from considering the merits or otherwise of the “single” RE, and then rejected otherwise meritorious suggestions on the basis that they might conflict with the “single” RE concept.  

For example, the report rejected proposals for:

· the mandatory appointment of third-party custodians by scheme operators, or

· clarifying the duties and obligations of custodians.

We believe that the Committee should look at the effectiveness of the investor protection regime under the MIA from a wider perspective than did the Turnbull review.

e)
The review conclusion that scheme operators not have the option of appointing an external corporate entity for compliance purposes, pending ASIC monitoring of compliance performance.

Turnbull noted that the proposal to allow the RE to appoint an external compliance entity “has some appeal”, but suggested that several issues argued against its early adoption.  Nonetheless, he indicated that:

“if compliance performance (judged by ASIC’s surveillance statistics) does not show sufficient improvement in the next few years, implementation of the proposal to allow REs to engage an external compliance entity at their discretion, would be warranted.” 

We do not regard as compelling any of the arguments put forward in this section of the Turnbull Report for delaying the introduction of better investor protection measures, pending further monitoring of the (to date, poor) compliance performance of fund managers.  The Association’s responses to those arguments are set out in Appendix 2. 

The crisis in the insurance industry clearly demonstrates that regulatory systems need to be structured in anticipation of problems. 

 f)
The reasons why the strong growth in managed funds has not resulted in a significant reduction in fees.

Proponents of the MIA claimed that the new RE regime would result in greater cost efficiency and, in turn, lower fees and charges for investors.  The Association argued that this seemed unlikely.  

In the event, there do not appear to have been cost savings for scheme operators directly attributable to the introduction of the MIA that have been passed on to investors in the form of lower charges. 

Indeed, the CEO of the Investment & Financial Services Association (IFSA) has recently noted that, while a variety of drivers, such as competition, may have contributed to a lower average Management Expense Ratio (MER) for managed funds over the past 5 years,
 the introduction of the MIA “… drove it back up.”

The Australian Consumers’ Association (ACA) was a supporter of the MIA on the (false) assumptions that investors’ funds would be at least as safe as under the former scheme, and that expected cost savings would be passed on to consumers.  However, the ACA recently expressed concern that the high level of fees in Australia (around 2 percent compared with 1 percent in the US and 1 .45 percent in Europe) has not fallen.

It seems that, in most cases, the RE now receives the combined fees of the former trustee and manager.  In addition, the economies of scale created by the recent massive growth in managed funds have not been passed on to investors by way of reduced fees.

We believe that the absence of substantially lower fees reflects the fact that under the RE structure many activities of a scheme often are sub-contracted to related entities at prices that are higher than would apply through arm’s length negotiations, and certainly higher than would be permitted if an independent entity acted as the investors’ representative.

We submit that clearer disclosure alone is unlikely to ensure reasonable fees in the face of skilled marketers suggesting that higher fees will generate even higher returns.

In short, the structural arrangements for managed funds need to better address conflicts of interest, including related party dealings, so that the benefits of economies of scale are reflected in fees for investors that are lower and fairer, and reflect the genuine costs of running the business.  

 Association’s proposed model

The Association submits that better investor protection policy will emerge if it is accepted that, while the RE should be fully responsible, other parties also have responsibility to investors, and that clarification is needed for these roles and liabilities. 

We believe that a fully responsible entity approach would permit a more robust regulatory framework and reduce the likelihood of the need for costly Government bail-outs of failed schemes.   

Our recommended structure would entail:

· clarifying the roles and liabilities of all parties involved in the running and oversight of managed funds.  These include the financial auditor, compliance entity, custodian, and any other service providers.

Importantly, the RE would retain full responsibility for the operation of a scheme, and be solely responsible for the prudence of investments (and hence the performance of the scheme).

· expanding the present function of the compliance plan auditor.  This would involve more frequent and timely monitoring of scheme operations in order to minimise the potential for serious problems of maladministration, negligence and fraud to develop. 

The compliance entity would be responsible for:

· monitoring the adequacy of the scheme’s compliance plan,

· monitoring the RE’s observance of its obligations under the scheme’s constitution and the MIA,

· reporting periodically, say quarterly, to the RE, and as necessary, but at least annually, to ASIC and scheme investors on the RE’s compliance procedures and the conduct of the scheme, and

· acting as the investors’ representative in pursuing remedies against the RE, and its directors and agents, for losses due to compliance breaches. 


Strengthening this role would also simplify arrangements by eliminating the need for a Compliance Committee or external directors, which we see as lacking true independence.  This would have associated cost savings, as well as ease pressure on regulatory resources. 

· widening access to the compliance monitoring role to other qualified, approved professionals.  More competition in this area will place downward pressure on costs and allow a deeper and broader well of expertise and financial underpinnings to be tapped.  

It is relevant to note that the Government in April endorsed the Productivity Commission’s recommendation that APRA should review the present arrangements for the oversight of superannuation, which confine the conduct of compliance audits of superannuation funds to approved financial auditors.  The Commission had noted that, while specific skills and competencies are required to undertake compliance audits, financial auditors are not uniquely qualified to acquire them.

We agree that financial auditors may not necessarily be the most suitable persons to conduct compliance audits given that these involve a large component of operational matters. 

· ensuring genuine independence of the compliance entity from the scheme operator.  This would address conflict of interest concerns and ensure arm’s length pricing of services. 

Such action would also restore Australia’s managed funds governance framework to international best practice. 

· strengthening the financial underpinnings of managed funds.  We believe that the regulatory regime should mandate more meaningful levels of capital and insurance for REs, having regard to the size of funds under management. 

We suggest that the current requirement for RE capital to be equal to 0.5% of funds under management (subject to a minimum of $50,000 and capped at $5 million) should be strengthened, and rise with FUM.  An RE’s insurance cover, presently capped at $5 million, should also rise with FUM.      

Similarly, other commercial entities involved in providing services to managed funds, such as compliance monitors and custodians, should be required to meet minimum levels of capital and hold appropriate amounts of insurance, again having regard to FUM.

We believe that requiring more substance of REs and fund service providers would better ensure adequate provision of resources, and provide greater incentive for REs and commercial service providers to act appropriately.

It would also provide more substantial means of compensating investors, without drawing on the public purse, in the event of losses due to maladministration, negligence or fraud.

****

Appendix 1

The Importance of independent Checks and Balances

Lack of timely independent checks and balances, and the presence of conflicts of interest, have been important contributing factors in recent financial problems, including corporate failures, both in Australia and overseas.  For example:

· HIH – a Royal Commission is currently seeking to determine the cause of the 
multi-billion dollar collapse of Australia’s second largest general insurer last year.  However, commentators have pointed to a combination of factors: 

· an inadequate legislative framework, 

· poor risk management and corporate governance on the part of HIH, including its acquisition of FAI without conducting due diligence,  

· the lack of effective, independent auditing of the firm’s operations, with two of its directors, and members of its audit committee, having been former partners of HIH’s auditor, Arthur Andersen.  While the insurer’s financial accounts indicated that it was conforming with statutory requirements, it appears that, in reality, its solvency had been overstated for some time,

· APRA’s failure to identify and respond to the developing crisis in a timely fashion.  APRA has conceded that it should have been more aggressive in pursuing longstanding concerns it had about the company’s risk management practices, especially given market rumours about HIH’s financial position. 

· Commercial Nominees of Australia Ltd (CNA) – the collapse of CNA, which was an 
APRA-approved trustee, resulted in losses of some $25 million for the 25,000 beneficiaries of about 500 small superannuation funds.  The former Senate Select Committee on Superannuation and Financial Services, which investigated the collapse, noted that:

· a number of imprudent (potentially fraudulent), non-arm’s length investments by CNA, including in the infamous mushroom farm, contributed to the failure,

· inadequate transparency contributed to a lack of accountability by CNA to fund member,    

· the importance of independent property valuations and the need for “frequent, timely, thorough and independent auditing practices”, and 

· if APRA had acted more pro-actively, the problems may have been detected sooner and the losses may have been contained. 

· Solicitors’ and brokers’mortgage schemes - losses estimated to total hundreds of millions of dollars were experienced by thousands of investors in poorly managed solicitors’ and brokers’ mortgage schemes in recent years.  These are mortgage schemes which were unable or unwilling to make the transition from the previous regulatory regime to the MIA, generally referred to as “run-out” schemes.  

ASIC has just released a report on this matter, following an investigation conducted by insolvency expert Tony Hodgson.  That report identified several recurring shortcomings with run-out schemes:

-    a chronic lack of management expertise,

-    inadequate loan assessment and approval processes,

-    poor default management practices,

-    non-existent, inappropriate or fraudulent property valuations,

-    conflicts of interest, with scheme operators acting for both the borrowers  and the investors,

-    inadequate or misleading disclosure to investors, and

-    a general failure of the industry supervisory bodies (Law Societies or Brokers Institute in the respective States) to act expeditiously, or at all in response to widespread loan defaults.  The report indicated that losses suffered would have been significantly reduced had those bodies enforced compliance in a more diligent and efficient manner.

The Hodgson report made a number of recommendations in relation to improving the ongoing corporate governance and regulation of registered mortgage schemes under the MIA, including:

· requiring that an independent registered valuer, engaged and paid by the lender, on rotation from a panel of valuers, conduct valuations in all circumstances, and

· where significant breaches by REs who formerly operated, or still operate, a run-out scheme are exposed, ASIC should take into account the level of 
run-out defaults and the level of failure to comply with regulation in the past and give consideration to RE dealers licence revocation.  (Hodgson noted that ASIC’s supervision of REs has revealed a lack of strong management within managed fund businesses, an inadequacy of experienced and qualified personnel, and extensive non-compliance with the legislation.)

· Maxwell Communications - the plundering of the Maxwell pension fund in the UK several years ago was facilitated by the presence of a “bare” or non-independent custodian, which was obliged to act on the manager’s instructions and did not block improper use of scheme assets.

It is relevant to note, by way of comparison, that when Barings Bank plc collapsed as a result of reckless actions by a trader/manager, some STG 35 billion of funds under management were not affected because they were held a reputable, independent custodian.

· Enron – in the recent collapse of the huge energy trader in the US, lack of audit independence is said to have allowed fraudulent accounting practices to continue unchecked.  Senior executives unloaded their shareholdings before the collapse, while thousands of employees holding the firm’s stock in their pension accounts saw much of their intended retirement income wiped out.

That episode of serious corporate governance failure has had a significant impact on confidence in the US financial system and is the subject of numerous congressional and other investigations.  The scandal has raised questions about the checks and balances in the system, with the SEC, which is responsible for disclosure matters, being accused of not having conducted a thorough review of Enron’s financial statements for at least 3 years before the collapse of the rapidly growing firm.  Lack of regulatory resources is said to have been a factor.   

· Professor Ramsay’s review of the independence of Australian company auditors, released last October, was prompted in part by the failure of a number of listed companies during the first half of 2001 and concerns about whether any shortcomings in audit arrangements contributed to those collapses.

Ramsay made a number of recommendations aimed at strengthening the independence of auditors.  These include:

· greater disclosure of the nature and value of non-audit services provided by an audit firm to a client ,

· compulsory audit committees for all listed companies, to be responsible for the appointment and removal of auditors,

· mandatory rotation of audit partners at least every 7 years, and

· oversight of the implementation of changes to the audit framework, and monitoring of international developments regarding auditor independence, by an appropriately independent body.  

· The Joint Committee of Public Accounts and Audit has also recently announced a review of independent auditing by registered company auditors, expressing concern that auditors have been seen to sign off on the financial health of companies which have subsequently failed.  

The Committee noted that the independent assurance provided by the audit function is very significant in maintaining business confidence, and indicated that it will seek to determine the appropriate balance between government controls and industry self-regulation.  

· ASIC in January released the results of its survey of audit practices in about 70 of Australia’s largest companies.  The survey was prompted by concerns about the role of auditors in a number of corporate failures, including HIH, Harris Scarfe and One.Tel.

ASIC warned of the potential for substantial conflicts of interest, finding that most of those companies had their auditing firm undertake non-audit work and that this work accounted for almost half of the fees paid to the auditors.  The regulator also noted “a lack of rigour in processes to manage conflicts and a continuing reluctance to adopt robust audit rotation as an anti-conflict measure.”  

· Stockmarket analysts - conflict of interest on the part of stockmarket analysts has been an issue for some time, particularly in the US.   Merrill Lynch is the latest firm to come under scrutiny as regards investment bank analysts offering supposedly independent research into corporate stocks.  Internal Merrill Lynch correspondence showed analysts complaining about small investors losing their retirement savings while the firm retained “buy” recommendations on particular stock, because it did not want to jeopardise potential profitable advisory work from those corporations.

· The Superannuation Working Group (SWG) chaired by Don Mercer, which is looking at the safety of superannuation, has put forward a draft recommendation that superannuation funds be required to have an independent body monitor compliance with their (recommended) compliance plans. 

The Association strongly supports this general principle.  However, we question the SWG’s assertion that, in the case of “Not For Profit” funds, “independent” compliance monitoring can be carried out by the trustees.  Rather, we see this proposed approach as amounting to self-monitoring.  While potential conflicts of interest may not be as big a problem as in the case of “For Profit” trustees, independent monitoring is still required to protect members against fraud, negligence and maladministration on the part of the trustees operating a fund.

Similarly, for the reasons noted earlier, we disagree with the SWG’s suggestion that appointment of an MIA-style Compliance Committee, in the case of “For Profit” funds, would satisfy the “independent body” test. 

*****

Appendix 2

Why better investor protection should not be delayed

Set out below are the Association’s responses to the Turnbull Report’s arguments as to why the option of appointing an external corporate entity for compliance purposes should be delayed pending further monitoring of the (to date, poor) compliance performance of fund managers.

(i) This discretion “is likely to be most attractive to smaller, less sophisticated REs and there is a danger that they may effectively outsource their compliance responsibilities, and focus less attention on compliance issues. This would be at odds with the MIA’s rationale that the RE takes ultimate responsibility for all aspects of the operation of the scheme, including compliance.”

Association response

If this proposition were true, it would imply that external auditors should be banned, because they serve to weaken the focus on internal audit.

However, we submit that the proposition is not true.  We do not see that REs would be likely to pay less attention to compliance.  It would be made clear that they continue to be fully liable for their actions and those of their appointed agents.  The rationale of the MIA is that the RE may appoint agents (outsource) to do anything the RE is authorised to do, but the RE remains responsible for acts and omissions of the agent.

Indeed, we submit that those REs likely to focus less on compliance issues are the very ones most in need of an independent, external compliance entity.  

(ii)   “There is a possibility that a compliance entity which is large relative to the RE may come to dominate the RE.  This could similarly undermine the central requirement of the MIA that the RE must operate, and have responsibility for, the scheme.  Ultimately, however, the RE would have the power to dismiss the compliance entity.”

Association response

We are not aware of any concern about REs using large audit firms, large custodians, or other large service providers.  Consistent with this, we do not see a concern with a large compliance entity, given that the RE remains fully responsible and has the power to dismiss the compliance entity (although we suggest that ASIC should be notified before a compliance entity is removed).

(iii)  
“It would introduce more complexity into the compliance arrangements, such that there would be three possible compliance structures - a board with a majority of external directors, a Compliance Committee made up of individuals, or a compliance entity.”
Association response

We believe that the benefits of allowing investors the choice of a structure with greater independence and protection would outweigh any perceived “problem” of more complexity. 

However, if simplicity is a goal, we suggest that this can best be achieved by a 
single-structure regime with a compulsory independent compliance entity – as occurs in the rest of the world.  In our model (see below), an expanded role for the present compliance plan auditor would not only improve investor protection but also reduce complexity by removing the need for a Compliance Committee or “external” members of the Board. 

(iv)   “To be effective, certification of the appropriateness of the entity chosen to perform compliance monitoring, in terms of the qualifications and experience of its staff, would be required.  In particular, it would be necessary to ensure that the individuals on whose experience and qualifications the compliance entity achieved certification actually undertook the compliance duties, rather than delegating them to more junior staff lacking the requisite skills.”

Association response



We do not think that “certification” arrangements for the recommended compliance entity would need to differ from those applied to other corporate service providers (such as auditors, custodians, investment consultants, and IT specialists) which put their capital and reputation at risk.  Those entities need to demonstrate to the users of their services and possibly to regulators that they have staff with the requisite qualifications and skills, as well as appropriate systems and adequate financial underpinnings, to undertake this work in a competent manner. 

(v)  “It is evident from the surveillance statistics that ASIC has found problems during surveillance visits relating to the implementation of compliance and the monitoring of external service providers.  There could be a compounding of problems if a significant part of the compliance function was effectively outsourced.”

Association response

To the contrary, we suggest that compliance performance by REs would be improved if specialist compliance expertise were accessed, and that this would simplify ASIC’s task. 

Further, we submit that any RE judged unable to effectively manage outsourcing arrangements for its compliance entity (or custodian, or investment manager) should be challenged as to why it deserves to be licensed to access other people’s money and operate a managed fund.

*****

Attachment

Trustee Corporations Association of Australia
The Association, formed in 1947, is the national body for the trustee company industry in Australia.   It represents 17 organisations, comprising all 8 Public Trust Offices and all but 2 of the 11 private statutory trustee corporations.

The Association has a staff of 4 and operates out of premises in Sydney.  The Association’s National Council comprises the Chief Executive Officer of each member institution, and its Executive Committee is made up of 5 of those persons. 

The Association’s role is to:

· promote cooperation and a united industry position amongst members,

· advance and protect the interests of beneficiaries of trusts administered by trustee companies,

· promote the cause of investor protection in the Australian financial system, especially the importance of independent review generally and compliance monitoring specifically,

· set professional standards of conduct for statutory trustee companies in Australia, and

· provide professional education programs for staff of trustee companies through the Executor & Trustee Institute.

The Trustee Company Industry

Traditionally, only a natural person could act as a trustee to take on the role of executor or administrator of an estate.  In the 1870s, Governments first enacted legislation to extend this function to licensed trustee companies.  This was to benefit the public by providing greater expertise and resources than are available from an individual, together with perpetual succession to a client establishing a long-term trust.  Within the next decade, most of the trustee companies now authorised by law were incorporated.

Trustees owe fiduciary duties to the beneficiaries of the assets they administer, and can be held personally liable for mismanagement.  The directors of trustee companies are also jointly and severally liable for the impartial, prudent and proper administration of assets entrusted to their corporations.

Today, trustee companies have expanded their trusted role to provide a wide range of financial services to individual, family and corporate clients.  Services include:

· Personal wealth management, including: providing financial and estate planning; giving tax advice and preparing tax returns; acting as trustee or providing administrative services for small superannuation funds; setting up and managing personal trusts and guardianships; preparing wills and acting as executor to carry out the will-maker’s instructions; and, preparing and administering powers of attorney.

· Charitable trusts and foundations, including for medical research, galleries, museums, and educational scholarships.

· Funds management, offering most types of unit trusts and common funds.

· Corporate activities, including: registry operations; custodial services; securitisation facilities; compliance monitoring; and acting as trustee or administrator for non‑family superannuation funds.

In aggregate, trustee companies have about $300 billion of assets under administration, and capital resources of about $600 million.  They employ more than 3,500 staff in over 90 offices around Australia. 

Almost 2 million Australians have wills recorded with trustee companies.

Each year trustee companies:

· write over 85,000 wills and powers of attorney.

· administer over 10,000 deceased estates.

· administer assets under agency arrangements or guardianships for over 10,000 people.  

· prepare over 55,000 tax returns.

About half of trustee company revenue comes from funds management, and about a quarter each from corporate activities and from traditional personal and charity work. 
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