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Dear Sir/Madam

MANAGED INVESTMENTS CONSULTATION PAPER

We are responding to your request for submissions in relation to the Managed Investments Consultation Paper.  We wish to provide the following comments in relation to three interrelated issues:  

1. Differential fees (p. 35 of the consultation paper).

2. Class membership (p.33 of the consultation paper).

3. Multiple trusts as single scheme (p. 80 of the Turnbull review).

Differential Fees

We are of the view that differential fees should be allowed to enable the scheme operators to recover costs from investors on a basis which more appropriately approximates the actual costs and benefits of the investment to the scheme itself.  For this reason, the differential fees may relate to any number of variables such as size of investment, length of investment, etc.  It is our view that full disclosure of these differences at the time of the investment is sufficient protection for investors.

Rather than requiring pre commencement justification for differential fees, we view it more efficient to allow differential fees with full disclosure.  Section 601FC(1)(d) of the Corporations Act clearly recognises that a managed investment scheme may be structured with different classes of members.  Provided the responsible entity treats members who hold the same interests equally and members who hold interests of different classes fairly then compliance with this section is achieved.

From an enforcement perspective, ASIC has taken an inconsistent approach to the application of section 601FC(1)(d).  On the one hand ASIC considers a managed investment scheme with multiple classes as inconsistent with the Corporations Act (which is not sustainable) yet it has instituted class order relief (CO 01/50 as replaced by CO 02/214) in respect of differential fees for sophisticated investors. 

The effect of the class order relief is to allow sophisticated investors (those who invest $500,000 or more) to negotiate a discount entry fee arrangement with a responsible entity on entering the scheme.

It is our submission that such selective relief is unsustainable when read in conjunction with section 601FC(1)(d).  A responsible entity is entitled to segregate the members of a single managed investment scheme into different classes provided:

(a) the fees applicable to each class; and

(b) the ongoing differential return to investors,

are both clearly disclosed in the offer document.  

It is then for potential investors/members to determine the merits of an investment in the scheme armed with the full knowledge of how: 

(a) the scheme will operate; and 

(b) their investment (in dollar terms) will be treated by the responsible entity of the scheme.

 ASIC intervention should then only be required where the offer document is inconsistent with the actions of the responsible entity in managing the scheme and its treatment of members.

It is not for ASIC to determine whether differential fees are ‘unfair’, as an effective market facilitates competition on fees and returns.  Appropriate disclosure ensures investors select an investment appropriate for them with the costs of running the scheme (the cost of acquiring investment funds) accurately reflecting the fee arrangements.

Classes

The legislation currently recognizes that a ‘class’ within a scheme is possible.  Amendments that obscure this fact would, in our view, be inappropriate for the reasons discussed below.

Clarification that section 601FC(1)(d) requires equal treatment of members who have invested on the same basis would seen appropriate if differential fees are allowed.  This should not be used to remove surreptitiously the reference to ‘class’ without express consideration of the implications of removal of that term.

Multiple trusts as single scheme

The original review of the Managed Investments Act raised the issue of whether a number of trusts could be registered as a single managed investment scheme (p. 80).  There is currently some uncertainty; however, the original review identified the trade off between cost and investor protection as being critical to any determination about the appropriateness of allowing different trusts to come within one registered scheme with different classes of investors.

It is our view that there are a number of instances where separate trusts should appropriately be allowed to register as one scheme.  This view is based upon our observation that requiring numerous scheme registrations will not of itself lead to any increase in investor protection.  The interdependence in the benefits of the various trusts (mentioned in the Turnbull review at page 81) is not, in our view, the appropriate test (nor does it have any legislative basis) for determining whether multiple schemes should be registered, but rather whether investor protection is enhanced by such multiple registrations.

The Corporations Act clearly contemplates the creation of separate classes of investors within one managed investment scheme.  The application of this principle is evidence by the acceptance by ASIC of the contributory mortgage scheme structure where groups of investors collectively invest in one mortgage and the fees, charges and returns are linked to that mortgage.  These groups of investors are separate classes (with no interdependence between the classes) and the responsible entity is required to treat each investor within a class equally and as between classes of investors fairly.

ASIC in Policy Statement 144 at paragraphs 11 and 12 states:

‘There are different legal views about how the definition of a managed investment scheme applies to mortgage investment schemes:

(a) On one view, every mortgage in a mortgage investment practice may be a separate scheme.

(b) On another view, the practice itself may be a scheme instead of, or even as well as, each mortgage.

In view of this uncertainty, ASIC want to make sure that the law is sensibly and pragmatically applied.  ASIC will use its discretion to achieve an outcome consistent with the intended purpose of the legislation.  This means that if the mortgage investment services amount to a managed investment scheme the responsible entity will not have to register each mortgage arrangement as a separate scheme.  ASIC will allow the responsible entity to register a single scheme covering multiple mortgage services if the responsible entity can show it can meet all its obligations as a responsible entity by doing so.’

Whilst ASIC has recognised the ability to create a managed investment scheme with multiple classes (in the case of mortgage schemes) it has failed to adopt the same approach with other managed investment schemes of a similar structure.  

Just as each mortgage in a contributory mortgage scheme could give rise to a separate class of investor within one scheme, so separate trusts within a single scheme may give rise to separate classes of investors in appropriate circumstances.  We believe that allowing multiple trusts to operate as one scheme could provide equivalent investor protection if each trust is functionally equivalent and managed in an integrated way.

Where the separate trusts have functional similarity (different mortgage or strata title investments,  for example), the integration of the management tasks for each trust makes economic sense.  Using one responsible entity with one registered scheme (admittedly with separate classes) and one compliance plan would result in substantial cost savings (including ASIC fees, audit and legal fees), no loss of investor protection (as the assets/investments of each class are held separately), resulting in better returns for investors.  

It is our experience (and we act for over 30 responsible entities which collectively operate approximately 100 schemes between them) that where a responsible entity operates a number of schemes of a similar type, the constitutions and compliance plans for each scheme are very similar if not identical.  This similarity is necessary for the responsible entity so that it may ensure its compliance systems are implemented and operated consistently across the range of schemes with similar products.

Provided the compliance systems are adequate (and it makes no difference whether the responsible entity is operating one scheme or 10 schemes) the level of investor protection remains the same.  Provided the individual class assets are held separately (which is the case in a contributory mortgage scheme or in the case of multiple schemes) then a failure of an investment for one class or the financial failure of the responsible entity has the same impact irrespective of whether there is one scheme with multiple classes, or multiple schemes.

We therefore urge that the legislation clarify that ASIC should accept that multiple trusts comprise a single scheme. We submit the test is not interdependence (which has no legislative basis and is not applied in any event by ASIC the case of mortgage schemes) but rather the product class or type being offered.  Multiple property trusts operated by one responsible entity should be capable of aggregation as the compliance systems used by the responsible entity would be identical, however a mortgage scheme and property trust could not be aggregated as the compliance systems would and should be substantially different.  We submit multiple ‘like’ scheme registrations do not enhance investor protection but rather increase compliance costs at the expense of returns to investors.

If you have any queries please do not hesitate to contact the writer.

Yours faithfully
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Sean Robertson

Partner
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