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The Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Parliament House

Canberra, ACT 2600

June 3rd, 2002

Dear Sir/Madam

Inquiry into the review of the Managed Investments Act, 1998

This submission can be made public

It is only because I was invited, on more than one occasion, to respond to the review of Malcolm Turnbull (no relation) and of the consultation paper prepared by Treasury of April 22, 2002 that I am responding to your committee.  Both documents ignored the major points of my original submission dated September 7th 2001.  Both documents provide evidence to support the view presented in my submission that:

One must conclude that the terms of reference represents naivety and/or thoughtlessness, or an arrogant assumption, or a cunning face saving bureaucratic “yes minister” device to avoid facing reality that the Act represents a fundamental blunder.

The Malcolm Turnbull review, probably drafted by Treasury to preserve their hegemony over policy, failed to even consider that the Act was fundamentally flawed with the following statement:

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.

So no rigorous evaluation was carried out with the review stating that it was too early to decide on the effectiveness of the Act.  This approach reminds one of the press reports this week that the insurance regulator knew that FAI was insolvent ten years ago and chose not to take decisive action!

However, the Treasury Review did raise the fundamental question if it was even legally possible to maintain a single Responsible Entity (RE) concept in the question raised on page 41 that asked:

· Can a scheme property be effectively held in trust for members if it is not constituted as a trust?

But this question was not related to fundamental assumption of the Act that a Single Responsible entity can provide superior cost-effective investor protection.

Both Malcolm Turnbull and Treasury Reviews perpetuated the myth of non-executive directors (NEDs) and compliance committees providing safeguards.  Since writing my September 7th submission this myth has been exposed by empirical research into UK companies by leading international corporate governance researchers, Franks, Mayer, & Renneboog, in their article, “Who Disciplines Management in Poorly Performing Companies?” Journal of Financial Intermediation, Volume 10, Issue 3/4, 2001 which states:

We find that, in the UK, most parties, including holders of substantial share blocks, exert little disciplining and that some, for example, inside holders of share blocks and boards dominated by non -executive directors, actually impede it.

One-Tel, FAI and HIH, etc, provide local examples and the UK research may explain why the UK Department of Trade and Industry and their Treasury appointed Derek Higgs on April 15th 2002 to inquire into the role of NEDs, refer to:

<http://www.nds.coi.gov.uk/coi/coipress.nsf/2b45e1e3ffe090ac802567350059d840/1256a817e7cec2e280256b9c004bb3e3?OpenDocument>.

The impotence of NEDs to protect themselves from personal liabilities, let alone protect investors, was recognised by the outgoing President of the Institute of Directors.  The Financial Times of April 25th as reported at <http://www.independentdirector.co.uk/Non-exec_underScrutiny.htm>:

Lord Young of Graffham, a former trade secretary in Margaret Thatcher's government and ex-chairman of Cable and Wireless, shocked delegates at the IOD's annual convention in London by suggesting that non-executives could do more harm than good.

He said it was "dangerous nonsense" to assume that part-time non-executives could know enough about what was going on inside their companies to spot problems. Instead, Lord Young argued that all directors should become full-time executive members of the board and leave outside scrutiny to shareholders. His comments drew criticism from IOD members who have supported efforts to improve the standing of non-executive directors.

His line of argument is consistent with my personal experience, research and analysis as recorded in my submission submitted in my own name of May28th, 2002 to the HIH Royal Commission as attached as an Appendix.  My points numbered 1,2, and 4 are directly relevant to managed investment schemes.  But unlike Lord Young, who proposed that there should be no NEDs on a board <http://www.independentdirector.co.uk/Perils_of_Directorship.htm>, my approach is to empower NEDs and the auditors to become effective.  This approach is outlined in my article on “Making audits work” in my submission to the HIH Royal Commission attached as an Appendix and expanded in my public policy pocket book being published in London shortly on A New Way to Govern: Organisations and society after Enron.  My academic working paper on which this pocket book is based is at <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=310263>.

In regards to specific points raised in the Treasury Consultation paper in regards to:

1. Protecting minority interests (p21)

Use democratic instead of plutocratic voting by beneficiaries of a scheme to resolve any conflicts of interest between managers and themselves and for electing compliance committee members if this is introduced

2. Independence of committee members (p27).

Remove ability of RE to nominate or appoint either members of compliance committees or the auditor.

3.
Related party transactions (p. 47)

Make any related party transactions subject to a veto of an investor elected compliance committee.  The RE could appeal against any veto if it obtained sufficient votes that would allow investors to change the identity of the RE.

From my quick review of the documents I did not note and reference to the problem of the Act introducing statutory conflicts of interest for directors of a RE as raised in my submission of September 7th, 2002.

Nor is clear to me that there is adequate provision for both defining and disclosing the total cost of the scheme to investors.  Also, what costs of a scheme are paid by the investors directly and what costs are to be paid by indirectly through the fee paid to the RE?

Yours sincerely

Shann Turnbull PhD

Principal

----------------------------------------------------------------------------------------------------------------------

APPENDIX

The Secretary 

The HIH Royal Commission 

GPO Box 4014 

Sydney NSW 2001 

May 28th, 2002

Policies on corporate governance

Dear Sir/Madam

Further to your press release of May 22 inviting initial policy submissions on the regulation of corporations I submit the following points for the public record and discussion:

1. The impossibility of adequate audit independence with a unitary board and/or corporations controlled by a dominant shareholder.

2. The impossibility of Non-Executive Directors (NEDs) obtaining sufficient information, will and power to act to adequately protect either investors or other stakeholders in large or complex enterprises governed by a unitary board.

3. The impossibility of any CEO or single board to adequately control large or complex organisations that produces information beyond the ability of gifted individuals to either absorb or respond to in an adequate manner.

4. The impossibility of a single regulator directly obtaining sufficient variety of information to adequately monitor any single large or complex firm let alone all firms subject to specific regulation to protect depositors, policy holders and other types of stakeholders.

5. The impossibility of having a transparent, informed and equitable share market when the ultimate beneficial owners and controllers of shares being traded are hidden behind nominees, trustees, and by other devices.  Any undisclosed trading by officers becomes immediately inconsistent with Section 1001D of the Corporation Act.

To defend the five statements listed above with proposals for mitigating the relevant problems identified I refer to each item numbered respectively:

1. Bazerman, M.H., Morgan, K.P. & Loewenstein, G.F. 1997, ‘The impossibility of auditor independence’, Sloan Management Review, Summer Issue, 38:4.

O'Connor, S.M. 2002, 'The Inevitability of Enron and the Impossibility of "Auditor Independence" Under the Current Audit System', Working Paper, University of Pittsburgh School of Law, <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=303181>.

Turnbull, S. 2002, ‘Enhancing share price with superior investor protection’, 11th European Finance Management Association Conference, The Brittania International Hotel London, June 26-29, <http://papers.ssrn.com/abstract=310499>.

2. Turnbull, S. 2002, ‘Why unitary boards are not best practice: A case for compound boards’, presented to the First European Conference on Corporate Governance, Belgian Directors’ Institute, November 16th, 2000, Belgium's National Bank Brussels. <http://papers.ssrn.com/paper.taf?abstract_id=253803>.

Turnbull, S. 2002, ‘Crumbling corporate governance myths’ Posted May, 2002 in The Corporate Library, <http://www.thecorporatelibrary.com/special/turnbull/turnbull10.html>.

Julian R. Franks, Colin Mayer and Luc Renneboog, 2001, 'Who Disciplines Management in Poorly Performing Companies?' Journal of Financial Intermediation, Volume 10, Issue 3/4, <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=283259>. 

3. Turnbull, S. 2002, A New Way to Govern: Organisations and society after Enron, The New Economics Foundation, London, <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=310263>.

4. Turnbull, S. 2002, ‘Avoiding over-regulating auditors and corporations’, The Corporate Library, March 25, <http://www.thecorporatelibrary.com/special/turnbull/turnbull9.html>.  

Turnbull, S. 2001, ‘Why regulation of financial institutions cannot be assured with a unitary board’, 14th Australasian Finance and Banking Conference, The ANA Hotel, Sydney, 18 December, <http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=26239>.

5. Turnbull, S. 2001, Stock Market Rules Protect Terrorists HBSWK Pub. Date: Oct 22, Letter to Editor <http://hbsworkingknowledge.hbs.edu/pubxitem.jhtml?id=2580&sid=0&pid=null&t=letters>.  

Turnbull, S. 2001, ’The framework of the market supervision of Australia's Stock Exchanges’ - March 30th, The Corporate Library, <http://www.thecorporatelibrary.com/special/turnbull/turnbull2.html>.

Turnbull, S. 2001, 'Towards self-regulating stock exchanges' - March 30th, The Corporate Library, http://www.thecorporatelibrary.com/special/turnbull/index.html.

The approach presented in my writings is based on my PhD research that showed how the science of governance could be applied to any social organisation.  Significant findings of my PhD work are presented in ‘Design criteria for a global brain’, The First Global Brain Workshop (Gbrain O), Vrije Universiteit Brussei, Brussels, Belguim, Thursday, July 5, 2001, < http://papers.ssrn.com/sol3/papers.cfm?abstract_id=283715> Video of presentation linked to <http://www.comdig.de/Conf/GB0/pr010705327.html>.  This article provided the basis for my simplified presentation on A NEW WAY TO GOVERN quoted above and 'The Science of Corporate Governance' forthcoming, in Corporate Governance: An International Review, 10:4, October 2002.

The reasons why the recommendations of the report prepared by Professor Ian Ramsay for the Government should not be accepted are set out in my guest editorial prepared for the July 2002 edition of CHARTER, the monthly journal of the Institute of Chartered Accountants as set out below:

Making audits work

Recent attempts at creating independent auditors may be looking in the wrong places.

By Shann Turnbull

Accountants who support the recommendations of Professor Ian Ramsay are shooting themselves in the foot. The terms of reference, the options considered and the analysis were all flawed.

Starting with the terms of reference: the most notable company failures have involved fraud yet the terms of reference ignored this issue to consider only the independence of auditors.

Ramsay’s analysis was also too narrow. He ignored the 1992 proposal of the Auditing Practice Board in England, that auditors would be sufficiently independent of the company to report on fraud by being appointed and accountable to a “Shareholder Panel”.

Ramsay ignored the much more robust proposal put up for public discussion two years ago by Parliament for auditors to report to a Corporate Governance Board (CGB) of a company. Nor was there an analysis of other “macro” and “micro” options considered by Professor Hatherly’s 1994 article in The European Accounting Review.

The report did not consider the points raised in 1994 by Bazerman, Morgan, & Loewenstein in the Sloan Management Review on ‘The impossibility of auditor independence’. The Ramsay report did not consider the literature that was contrary to its recommendations and so failed to meet the standards of academic journals. 

The report may even get a fail mark in an introductory law exam for its logically inconsistent statements; eg. “There can be no doubt that a well structured and well functioning audit committee can play a very important role in ensuring that the auditor is independent of the company”.  Since the directors on an audit committee are principals of ‘the company’ they cannot provide independence from it no matter how well the board is structured! 

If over-regulation of audit processes are to be avoided and the ethical standing of the profession protected  - while still allowing accounting firms to both audit and undertake other work - then it’s precisely the options neglected by Ramsay that need to be adopted.  If companies had a separately elected ‘shareholder panel’, or CGB, to appoint and oversee the auditor then this would create a second client for accountants who wished to provide non-audit services to the directors and management. The need to rotate partners or firms would be removed, as would the many prescriptive details in current legislation specifying how auditors are to be appointed and replaced.

The CGB (or ‘Corporate Senate’ of the type I once established for a small Australian start up company) provides more protection for both auditors and investors than a ‘Shareholder Panel’. This is because their three members are elected on the democratic basis of one vote per investor to protect minority interests.

This makes the CGB or Senate independent of any dominant investor. Even a parent company would not be able to dismiss their members or the auditor. Ideally, main board directors would also obtain more independence by being elected via proportional voting. A CGB has the power to appoint the auditor and independent advisers, determine the remuneration of directors and manage other conflicts. A Senate only has power to veto these and any other conflicts with shareholders having the power to overturn the veto on a one-vote per share basis. However, exposing conflicts to the sunlight of a public meeting would inhibit the more excessive exploitation of plutocratic voting power; the share price becomes the final arbitrator.

Any public company could afford a Senate, as its members do not get paid. This is because a Senate provides a more economical and effective method for shareholders to protect their interest than proxy fights, court action or being a director.

Given that ‘independent’ audit committees with directors in its membership is essentially an oxymoron; it’s time to look at the alternatives. In particular, companies regulated to protect depositors, policyholders, customers, or the health and safety of the public etc should be required to adopt the more robust CGB.

Dr. Shann Turnbull has been a company promoter, dominant shareholder, CEO, and chairman of publicly traded companies.

REFERENCE BOX:

Hatherly, D.J. in The European Accounting Review, 4:3, 535-553 of 1995 on 'The case for the shareholder panel in the UK'.

Bazerman, Morgan, & Loewenstein in the Sloan Management Review (38:4) of 1994 on ‘The impossibility of auditor independence’

Yours faithfully

Shann Turnbull PhD

