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28 November 2002 

The Secretary

Senate Economics Legislation Committee

Room SG.64

Parliament House

CANBERRA  ACT  2600

Dear Dr Dermody

Re: Inquiry into the Financial Sector Legislation Amendment Bill (No 2) 2002

Thank you for your invitation to provide input to the Senate Economics Legislation Committee inquiry into the Financial Sector Legislation Amendment Bill (No 2) 2002 (‘the Bill’). 

Credit Union Services Corporation (CUSCAL) welcomes the Committee’s review of the proposed ‘fit and proper’ tests to Authorised Deposit-taking Institutions (ADIs).  CUSCAL supports the principle of ‘fit and proper’ tests for directors and senior managers of ADIs, and the inclusion of such requirements in the Banking Act 1959.
On behalf of the credit union sector, CUSCAL seeks to ensure that the proposed changes promote an effective ‘fit and proper’ regime.  Implementation, compliance and practical issues have been raised in relation to the Bill. These include the scope and application of the ‘disqualified persons’ provisions, the need for a suitable transition period for these provisions, clarity on the ‘senior manager’ role within an ADI, recognition of the structure of mutual ADIs in new standards, and consultation on implementation and interpretation. 

A summary of key issues relating to the Bill is provided for the Committee’s consideration.

Relevant Features of the credit union sector

CUSCAL is the peak body for the majority of Australia’s 196 credit unions, with 173 affiliated institutions.  As the Committee would be aware, credit unions play an important role in Australia’s retail banking sector, with over 3.5 million members nation-wide.  Collectively, credit unions represent a significant share of the deposit-taking market, offering consumers a mutual, community-based alternative in meeting their retail banking needs. Total credit union assets stand at $25.7 billion, a growth rate of 7.5% for the year (as at 30 June 2002).  

Credit unions are mutual organisations. On joining a credit union, each member is asked to purchase a ‘member share’ for a nominal amount (generally between $2 and $10), which establishes the member as an owner of the credit union and entitles the member to an equal say in the running of the credit union.  Members have the right to vote as Annual General Meetings and are also entitled to nominate as Directors of the credit union. Each member has one vote, regardless of the amount of business he or she has with the credit union. 

Credit unions are public companies under Corporations Law.  Following the implementation of the Wallis reforms, on 1 July 1999 credit unions became either public companies limited by shares, or (in some instances) public companies limited by shares and guarantees. 

Credit unions are also Authorised Deposit-taking Institutions, authorised to undertake banking business under the Banking Act 1959. All ADIs are regulated by the Australian Prudential Regulation Authority (APRA), and must meet obligations under the Banking Act 1959, and comply with prudential standards and supervision by APRA. 

Fit and Proper Tests for ADIs – key issues

Fit and proper tests are proposed, with APRA to issue prudential standards requiring the Board of an ADI to establish policies and procedures on fitness and propriety. It is anticipated that these proposed prudential standards will require compliance monitoring and reporting of relevant appointments to APRA within set time periods. The prudential standards will build on the Basel Committee’s Core Principles for Effective Banking Supervision (1997).

The Bill also establishes powers for APRA to remove directors or senior managers from office if the person falls within ‘disqualified persons’ provisions under the Bill, or fails to meet the fit and proper requirements to be set out in the prudential standards. 

Definition of ‘Senior Manager’

Credit unions have noted potential uncertainty from the broad definition of ‘senior manager’ proposed in the original text of the Bill. The Bill defines a ‘senior manager’ as “A person who has or exercises any of the senior management responsibilities (including those specified in prudential standards) for the ADI…”

This broad definition would risk uncertainty in setting the level at which the extensive provisions for disqualified persons apply.  A workable and clear definition is essential to enable credit unions to implement the new regime effectively. This is particularly important given the strict liability offences attached to breaches of the proposed disqualified persons provisions (refer below). Breaches will carry prison terms and significant fines.

The Government amendment to the Bill to clarify the definition within the terms of the proposed fit and proper prudential standards is supported. The amended definition is consistent with requirements now applied to insurers, and allows APRA to define more precisely the meaning of the term through prudential standards. 

CUSCAL supports the proposed amended definition, which offers a greater degree of clarity and will secure more effective implementation of the fit and proper tests for senior managers.

Disqualified persons provisions

The Bill proposes, under item 17 (proposed new sections 19-23), the introduction of new ‘disqualified persons’ provisions for senior managers and directors of ADIs. APRA will gain powers to remove directors and senior managers from office should they breach the disqualified persons provisions, or the fit and proper tests to be applied under standards. 

Individuals and/or ADIs may apply to have APRA determine that a person is not disqualified, with appeals on removals and decisions available through the AAT. 

CUSCAL endorses clear disqualification criteria.  However, we note the broad range of the proposed provision. It includes, for example, any previous incidence of bankruptcy or bankruptcy relief, any conviction for any dishonesty offence, and breaches of Corporations Law and financial sector legislation. The offences may have occurred within Australia or overseas.  Breaches carry strict liability offences, with large fines for an ADI if a ‘disqualified person’ is employed or a director, and prison terms for individuals acting in such positions.

The provisions do not provide any measure of materiality to the criteria to be applied to ‘disqualified persons’.  It is possible that credit union employees with long records of distinguished service may find themselves in breach of the provisions through a minor incident extending back over a lengthy career (an example could include a relationship debt issue, or previous but unspent convictions for potential minor ‘dishonesty’ offences).  

Our understanding is that the test will apply to all current staff, as well as future employees appointed to senior management positions. Credit unions will be required to review employment screening, promotion and vetting procedures. The new provisions are likely to require revisions and potentially investigations into the backgrounds of current and prospective senior staff. Issues of confidentiality and privacy must also be considered.

Credit union directors are drawn primarily from the general membership of credit unions, reflecting the principles of democratic participation in corporate governance in the credit union sector. A transition period is necessary to ensure credit unions procedures are consistent with the requirements in the Bill, and credit unions have time to develop appropriate policies.

Applications for relief from disqualification provided for under the Bill will require a process that ensures confidentiality, privacy and procedural fairness are observed. CUSCAL considers a transition period important to enable APRA to develop a robust and sound process for such processes, and communicate its intentions and processes in these new powers to ADIs.

The strict liability offences for breaches of the provisions make a transition period more critical. Given the overlap with broader fit and proper requirements, there would also be merit in deferring commencement of these new provisions until the finalisation of APRA’s fit and proper prudential standards. 

CUSCAL endorses the amendment proposed to the Bill to secure a transition period for these new provisions. Our assessment is that at least three months will be required to enable necessary preparatory work to be completed (both by ADIs and APRA) based on the final legislative framework.  

‘Fit and Proper’ prudential standards

In the application of these new provisions, and the broader fit and proper policies and procedures to be developed under prudential standards, a balanced and workable framework should be adopted that minimises undue compliance costs while strengthening probity. For example, compliance costs and timing/constitutional issues may arise should credit unions be obliged to conduct comprehensive multi-jurisdictional reviews of all those nominating to be directors. 

The different structure of the mutual ADI sector must be recognised in the drafting of ‘fit and proper’ prudential standards. We will work with APRA to ensure issues facing mutual ADIs are addressed in the drafting and implementation of the new standards.

Reporting of breaches of prudential standards

CUSCAL supports the establishment of a legislative requirement to strengthen the obligation on ADIs to report significant breaches of prudential requirements to APRA. Such reporting is currently required under prudential standards, and would reflect current practice.

Credit unions have raised concerns about the wording of the proposed new s62A of the Banking Act 1959, and its requirement for “immediate” reporting of all breaches of prudential standards to APRA. This requirement may exceed current reporting requirements and does not, as drafted, provide APRA with flexibility in requiring reporting of minor or technical breaches. The drafting of this provision appears to exceed the policy outlined in the Explanatory Memorandum for the Bill, which sought to establish a clear legislative requirement for ADIs to report material breaches of prudential standards to APRA.

APRA has noted that it does not intend significant changes to the reporting frameworks which currently operate for ADIs. CUSCAL has suggested that APRA provide guidance to ADIs on any increased or new obligations under the new reporting provision.  

CUSCAL would be pleased to provide further material or evidence to the Committee if this would assist in its consideration of this Bill.  I can be contacted on (02) 9333-7447 should you like any further information or clarification of the issues CUSCAL has raised.

Yours sincerely

Louise Petschler

Head of Public Affairs
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