Parliamentary Joint Committee on Corporations and Financial Services (the”Committee”)

Inquiry into the review of the Managed Investments Act 1998 (“MIA”)

Trust Company of Australia Limited (“Trust Company”) Submission

Trust Company is an ASX listed financial services company with operations spanning Funds Management, Superannuation, Financial Planning, Trusteeship and Custody. 

Trust Company’s experience with the MIA is extensive:

· We are a licensed Responsible Entity under the MIA. 

· We are a specialist Property and Infrastructure Custodian to over 30 licensed Responsible Entities in relation to around 50 Registered and Unregistered Managed Investment Schemes. 

· Several of our senior executives serve on Compliance Committees in relation to over 30 external Registered Managed Investment Schemes. 

· These various responsibilities relate to over $20,000,000,000 of investors funds.

The Committee has decided to assess the findings of the review by Mr Malcolm

Turnbull of the MIA (the “MIA Review”), ( as commissioned by the Government and presented on 3 December 2001) with particular regard to:

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;

Trust Company comment:

A lack of independent checks and balances has certainly contributed to recent spectacular corporate failures at home and abroad. It is our submission that the introduction of the MIA regime stripped away an effective layer of independent supervision from the regulation of the Managed Funds Industry.

The previous trustee model resulted in real time, prior approval of fund transactions by an independent third party trustee (which was subject to after the event semi annual financial audit). The MIA results in self-regulation by a Single Responsible Entity subject to after the event semi annual financial audit, periodic Compliance Plan review and annual Compliance Plan audit typically conducted by a partner of the financial auditor’s firm. The operational nature of the Compliance Plan audit and the potential for consulting work puts the audit firm in the same kind of conflict as highlighted in the recent Ramsay Report.

An enhanced role and powers of the ASIC are seen to supplement the self regulatory nature of the MIA regime. Transition to the new FSR regime would seem to be a large distraction for the ASIC over the next two years. Additional four year Federal funding recently announced is likely to be swallowed up by prominent lawsuits rather than discharging any enhanced role or exercising additional powers.

ASIC has suggested that “an opinion of a registered company auditor that the compliance plan is adequate should be required as part of the documentation accompanying an application to register a scheme”. The firm or individual offering this initial view is likely to be the party providing the annual audit “sign off” to the effect that the Compliance Plan continues to meet the requirements of Part 5C.4 of the Corporations Act. We think this needs further work, as there should be some independence in this review otherwise it would not carry much weight.

An appropriately qualified independent compliance entity discharging the role of the Compliance Committee or occupying a single seat on the Compliance Committee would provide an extra level of comfort for Scheme Members. Further comfort would be provided by a guaranteed tenure for the independent compliance entity or mandatory discloseable reasons for dismissal. This would ensure that Compliance committee members could operate without fear of summary removal if they do not “toe the line” of the RE.

Mandatory audit committees from Responsible Entity Boards and the promotion of a greater level of formality between the Auditor and such a committee as regards financial and Compliance Plan audit could also be considered.

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

Trust Company comment:

So far as we are aware global best practice in funds management regulation dictates the separation of ownership of Fund Assets from management, by the use of a contracted third party, either independent trustees or custodians.

Under the MIA regime there is no compulsory separation between management and control of Scheme Assets therefore resulting in unnecessary risk for members of Managed Investment Schemes.

The holding of Scheme Assets by an independent custodian provides Scheme Members with a second layer of protection in terms of risk management and a more robust compliance environment.

The interposing of a third party between the Responsible Entity and the Scheme Members also provides access to the appropriate insurances of that third party in the event of a loss for which the third party is responsible.

The reserving under the Corporations Act of a power in the ASIC to make the retention of an independent custodian at its discretion is, in our view, dangerous.

One can easily imagine the ASIC providing a licence without the requirement for an independent custodian; a loss arising that could have been prevented by such an appointment and the ASIC being joined as co-defendant in the subsequent litigation.

What do Scheme Members lose by requiring an independent custodian for all Managed Investment Schemes? There would be almost no cost impact since Responsible Entities handling “self-custody” must still provide the necessary infrastructure internally and history shows that REs are not prepared to assume responsibilities without charge. When REs took on the trustee role at MIA Transition they also took the former trustee’s fee.

Another area of reduced protection is that under the MIA there is no third party scrutiny of related party dealings by the Responsible Entity. Under the previous regime trustees scrutinised such trades. Prior approval of any related party transactions by an appropriately mandated Compliance Committee or Compliance Entity is strongly recommended.

c) The acknowledgment by the review that, under s.1325 of the Corporations Act

2001, a number of parties may be held accountable for member losses;

Mr Turnbull, in the MIA Review concluded in part,

“However, it is possible under section 1325 for a person who has suffered loss or damage as a result of a contravention of Chapter 5C, to bring proceedings against any person responsible for the contravention or involved in the contravention.

Section 1324 enables a person whose interests have  been, are or would be

affected by a contravention of the Corporations Act to seek an injunction under

similar circumstances.”

Trust Company comment:

Without a substantial failure and the subsequent litigation it is not possible to conclude that there is greater certainty of success as the introduction of Compliance Committees, Responsible Entity Custodians or RE/related party Custodians and Compliance Plan Auditors (who appear to be exclusively from the same firm as the financial auditor of the scheme) provide a source of potential new defendants or cross defendants in claims by injured investors. Our observation of the conduct of plaintiff lawyers would suggest that every possible defendant would be added to the statement of claim in the event of litigation. Therefore assessment of the relative contributions of the respective parties to the loss that is being actioned will remain a lengthy, costly and tedious process that will likely involve Government if the SIS experience is any guide. To suggest that finger pointing and blame shifting will be a thing of the past simply by designating a party as the Responsible Entity is far too simplistic.

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;

Mr Turnbull, in the MIA Review concluded in part,
“While arguments favouring the appointment of mandatory third-party custodians may carry some merit, such a requirement would not sit easily with the rationale for replacing the dual trustee/fund manager structure with a single RE. This is particularly so as the introduction of mandatory third-party custodians could potentially compromise and confuse the special position of the RE with respect to scheme members. 

Furthermore, the discretion conferred on ASIC to issue licences conditional on the appointment of third-party custodians provides a degree of flexibility which is desirable in a large and dynamic industry. 

At this early stage of the legislation's operation and without convincing arguments for change, it is thought that the status quo should be retained.”

“As far as agents such as third-party custodians are concerned, the MIA does not expressly make them accountable to scheme members, nor does it charge them with any duties or responsibilities. However, the current provisions do not preclude the liability of parties other than the RE to scheme members.”

“The ALRC/CASAC Report advanced the view that an appropriate level of investor protection in the managed investment industry could be achieved by focusing on, among other things, the minimisation of:

• institution risk - the risk that, in the event of the collapse of a scheme operator, the scheme's assets would not be adequately protected; and

• compliance risk - the risk that the scheme operator and its employees and agents would not adhere to legal requirements or would act fraudulently or dishonestly.

Draft legislation proposed in the ALRC/CASAC Report sought to address these risks, and formed the basis of the new organisational and regulatory structure for the managed investment industry introduced by the MIA.

A key driving principle behind the new framework was the shortcoming evident under the dual trustee/fund manager structure of the former regime, where it was difficult to determine who was ultimately responsible for a scheme's operation.” 2.1 Investor Protection 

Trust Company comment:

Clearly the Corporations Act contemplates parties other than the Responsible Entity being liable for Scheme Member losses therefore it is not consistent or logical to dismiss suggested improvements to the regulatory system because they would somehow confuse or detract from the principle of a sole Responsible Entity.

The difficulty in determining who was ultimately responsible for a scheme’s operation did result in some significant and lengthy litigation which was finally settled by substantial payments made by trustees and their Professional Indemnity Insurers ultimately to investors long after the thinly capitalised and uninsured fund managers or their liquidators had ceased to be relevant.
Litigation will inevitably arise under MIA or any regulatory system. Designating a single entity as responsible will not reduce the number of parties to an action or in any way contain the number of cross claims to be issued. The litigation will follow its usual tortuous path but will RE capitalisation and insurance requirements result in any joy for aggrieved investor litigants?
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;

Mr Turnbull, in the MIA Review concluded in part,
“Therefore, at this stage, it does not appear that the level of demand or need for change would outweigh the possible negative effects that could arise as a result of such a significant change to the compliance framework. However, 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.”

Trust Company comment:

Why should we wait for a substantial failure before implementing a sensible reform that involves no additional cost or inconvenience?

Making the use of an adequately capitalised and insured external, third party custodian mandatory will neither add to cost experienced by investors (since the RE in most cases has taken the old trustee fee which included a custody element) nor confusion as to the liability for investor welfare (as the custodian contracts with the RE for provision of its services).

Mandating the use of appropriately capitalised and insured corporate entities as individual Compliance Committee Members or in substitution for Compliance Committees would similarly neither add to cost nor confusion. The cost of individual external Compliance Committee Members is already met by fund members and they too contract with the RE for provision of their services. Insurance would be more readily available and premium cost would be more reasonable to a corporate member.

Members’ rights under sections 1324 and 1325 would be unaffected. 

f) the reasons why the strong growth in managed funds has not resulted in a

significant reduction in fees; and

Trust Company comment:

Fund Managers will point to a one off GST effect. Massive MIA Transition costs and upcoming FSR Transition expenses have and will cost managed fund members dearly but persistent high MERs are indicative of the RE absorbing the old trustee fee in addition to the Managers fee and in some cases retaining an external custodian.

Anecdotal evidence suggests the vast majority of Fund Managers have taken the former trustee’s fee in addition to their management fee. The substantial costs of the transition to the MIA including the establishment of Compliance Plans, Compliance Committees, retaining of Compliance Plan Auditors, installation of Compliance Officers and the maintenance of this previously non-existent compliance infrastructure will be a further on-going burden to Managed Investment Scheme Members.

Whilst for the purpose of the MIA Review, IFSA came up with a limited survey by KPMG based on publicly available Management Expense Ratio data Ms Ralph, the IFSA CEO was quoted in “Money Management” on 5 September 2001 as saying, “There were a variety of drivers that would have driven MERs down such as competition, however, the introduction of GST and the Managed Investments Act drove it back up.” One must ask why the IFSA did not survey its own members if information was difficult to source from public documents. Apparently the KPMG Survey showing a 6% reduction in Fund MERs covered the five year period to 30 June 2000 which effectively excludes arguably the bulk of the MER effect of the transition to the MIA regime. KPMG claims a 2% (or 3 basis point) decline in the total weighted average MER from 1 July 1998 to 30 June 2000.

Reduced fees in the massive Cash Management Trusts that are so similar to Bank products and subject to strong fee competition can distort the calculation of overall MER outcomes if included in such calculations.

Any reduction in MERs is more likely sourced from limited competition amongst fund managers than removal of the previously compulsory external trustee.
g) any other relevant matters.
Trust Company comment:

Insurance

Mr Turnbull, in the MIA Review concluded in part,
“The rationale behind the requirement that REs not pay insurance premiums on behalf of compliance committee members is to reinforce their independence from the RE, and ensure that they are personally responsible for their actions. However, it is appreciated that the cost of seeking insurance may, in some circumstances, discourage suitable people from taking up the position of a compliance committee member.

This issue may require further investigation to determine whether the concerns expressed above are widely held. Therefore, it is suggested that the matter be considered by Treasury and ASIC, in consultation with representatives of compliance committee members.”

It is acknowledged by the Insurance Industry that proper insurance is beyond the means of any single CC Member to arrange individually.

Where Directors and Officers Insurance covers Compliance Committee Members a standard insured versus insured exclusion may negate such insurance cover.

Insurance stipulations of the ASIC are too general. For example a standard Fraud policy whilst meeting the ASIC requirement may not cover loss occasioned in a fraud perpetrated by third parties eg. The Responsible Entity’s appointed agents (Custodian, Bank, Registry). Only fraud of an employee or officer of the RE may be covered.

We understand that it is not uncommon to see Responsible Entities with a $5m professional indemnity policy with a restrictive fidelity extension whilst meeting the ASIC minimum standard will be inadequate in most instances. Under-insurance is a common characteristic of most recent high profile claims.

Insurances of the Responsible Entity, the Auditors and agents of the RE including Custodians, Registry Service Providers and Legal Advisors should also be a part of the overall package underpinning the Managed Investment Schemes.

RE Capital Adequacy

Mr Turnbull, in the MIA Review concluded in part,
 “ASIC's submission (part two) suggested that, if the NTA requirements for Approved Trustees under the SIS Act were considered by the Superannuation Working Group to need revision, it might be appropriate to consider whether the requirements for REs should be similarly revised.”

The SWG has subsequently recommended a minimum capital adequacy scheme for super funds requiring them to have capital equal to 0.5% of the value of the fund subject to a minimum of $100,000 and a maximum of $5m.

The Government in adopting the MIA spent so much time and money “harmonising” Managed Investments regulation with the Super regulation regime. It is interesting to see that now the SWG is seeking to harmonise the Super regulation regime with the Managed Investment regime. It is interesting to note that the SWG dropped one suggested reform – making super funds hold annual general meetings (apparently after universal opposition from the industry) yet this is still on the MIA Review agenda so far a Managed Investment Schemes are concerned.

A policy line clearly needs to be drawn between the protection of the interests of Scheme Members and de facto barriers to entry and attendant concentration of Fund Managers and lack of investment alternatives. A risk-weighted approach would seem to be the logical approach. Depending on the nature of Scheme Assets a combination of Responsible Entity NTA, Insurance, Custody arrangements and Compliance surveillance could be devised.

It is interesting to note that the SWG also wants to harmonise with MIA to the extent that a super trustee will not be permitted to meet NTA requirements through the NTA of an external custodian. MIA NTA requirements currently apply separately to Responsible Entities and custodians where they are employed. One of the reasons that the Super regime has large incidence of external custodians apart from the safety culture is  the ability for super trustees to “ride” on the NTA of their custodian.

Investor Protection

Even Senate Select Committees have difficulty in understanding the MIA.

The MIA only restricts an RE of a MIS to investing in Registered MISs if it is to invest into a MIS. 

When investing into the equity or debt of a company an RE faces no such impediment.

If, under the MIA, an appropriately licenced RE through a Registered Managed Investment Scheme chose to invest Scheme Members’ money in, say, the notorious Commercial Nominees mushroom farm, it could not do so legally if that farm was constituted as a Managed Investment Scheme unless, the mushroom scheme was itself registered. 

The investment could none the less be executed as there would be no third party scrutiny of the purchase process. 

The MIA self-regulatory internal compliance system may pick up the illegal investment. It may be reported to the RE Board or the Compliance Committee. The Board or the Committee may request the investment be liquidated. There may or may not be a loss of Members funds involved. If a loss arises the RE would likely be held accountable. If it is a large loss the REs minimum capitalisation and insurance will not be much help.  

If, on the other hand, the mushroom farm was run in a company structure the investment by the RE of a Registered Managed Investment Scheme would be permissible under the law with  no repercussions for the RE or right of action for the Members of the Scheme in the event of a loss, unless the RE had breached its Investment Policy as set out in the Offer Document and or Constitution. 

The MIA simply does not restrict REs of Registered Managed Investment Schemes to

Investment in other Registered Managed Investment Schemes.
Trust Company of Australia Limited

16 May, 2002

1
1
Trust Company of Australia Limited  - PJCCFS Submission


