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security of the current superannuation system
A. background
Another risk to the adequacy of retirement incomes is that of a failure in the superannuation system.

The most effective means of achieving prudent management is to have system which mixes self-assessment with both internal, external and regulatory audit against legislatively imposed standards and which imposes appropriate sanctions for any material failures.

The Superannuation Working Group’s Issues Paper - Options for Improving the Safety of Superannuation, released in October 2001 (“SWG Safety Options Paper”) made the statement that: -

"There is heightened community interest in the safety of superannuation following the highly publicised negative returns of some superannuation funds.  Notwithstanding this, in the main, superannuation funds are safe".  (emphasis added)

There is a need to make a distinction between "negative returns", which are inherent in any financial product which is linked to the investment market, and the risk to the safety of a superannuation fund due to theft\fraud\incompetence or to the failure of administrative practices.  Any new measures implemented to improve the safety of superannuation should primarily address the later - the risk of theft\fraud\incompetence or of a catastrophic failure of information technology systems.

The only method to ensure that superannuation funds are "safe" from negative returns is to invest in "capital guaranteed" products.  There is a danger that measures designed to minimise the risk of negative returns will in turn generate another form of risk - that the lower returns generated, together with the compounding effect, result in the amounts ultimately accumulated in members’ accounts being significantly reduced.  This is not to say, of course, that it is not necessary to have any rules with respect to investment.

The SWG - Safety Options Paper states “In light of some recent superannuation fund failures, there has been an increasing focus on regulation of the industry".

In considering policy options, it is important to bear in mind that the costs of any measures, including costs to efficiency as well as direct financial costs, are borne by the members of the funds and result in the diminution of their final benefits from the superannuation fund.

There is an old adage to the effect that you cannot legislate against greed or incompetence.  Regrettably, there will always be instances of failure.

Accordingly, whilst every effort should be made to minimise the number and magnitude of instances of failure, the cost of any measures which are proposed should be measured, analysed and assessed against the benefit, in the form of increased safety, which may be delivered as an outcome.

Security Recommendation  AUTONUM  Cost\Benefit Analysis.  The cost of any measures proposed to improve safety should be measured, analysed and assessed against any benefit of increased safety which may be delivered.
The SWG - Safety Options Paper stated that: -

"In contrast to most other regulated sectors, operational risk is the largest risk faced by most superannuation funds.  Although operational risk is covered in various aspects of the SIS legislation, there is no all-encompassing standard requiring superannuation funds to identify, assess and deal with the full range of operational risks which they face".

We agree that operational risk is the largest risk faced by most superannuation funds, as the combined effects of the prohibition on gearing; preservation and mandated contributions serve to minimise any potential credit and liquidity risk.  Having said that, however, we would contend that operational risk for a superannuation fund is nevertheless significantly less than that for an ADI or even for an insurance company.

Security Recommendation  AUTONUM  - Superannuation is different.  When developing standards for the superannuation industry regard should be had to the fact that, as a result of: -

· the prohibition on gearing;
· preservation; and
· mandated contributions
credit risk is relatively negligible, and liquidity risk significantly less, than an ADI or insurance company.

Accordingly, the operational risk of a superannuation fund is similarly lessened.

In addition, the outsourcing of administration and insurance serves to considerably reduce the risk of operational failure for a superannuation fund.
B. CURRENT Structure, Size and Diversity of the superannuation industry
(i) The number of SMSFs and Small APRA Regulated Funds

The SWG – Safety Options Paper observed “The Australian Prudential Regulation Authority (APRA) regulates over 11,000 funds".
  Further it stated that “The overall size of the industry and the number of funds regulated create challenges for supervision of the sector".

Herein lies the hub of the problem.  We submit that the primary challenge for supervision of the sector is the number of funds - it is unrealistic to expect a regulatory body to be able to closely supervise an industry of this magnitude.

The overall size of the industry is of far less significance - supervision of a fund involves appreciably more in the way of "fixed" costs than it does "variable".  When assessing whether a fund practice, procedure or system is complying with regulatory and best practice requirements the value of the funds under management; the number of members or the volume of transactions is largely immaterial.

For APRA to ensure the prudential propriety of a fund of 100,000 members involves the same tests as for a fund of 10 members.

The SWG – Safety Options Paper states that “This Issues Paper canvasses options for reform in two key areas: updating the prudential and legislative framework; and fund governance including enhancing trustee accountability to fund members".

While it may be decided that updating the prudential and legislative framework is necessary, this begs the question as to who is going to supervise whether the requirements of the legislation are being observed.  Ensuring compliance with any obligations or standards, be they legislative or simply "best practice", necessitates a combination of self-assessment, audit by professionals and supervision by a regulatory body.

Security Recommendation  AUTONUM   Enhance External Audit.  Increased reliance must be placed on bodies such as the auditing profession to monitor and scrutinise those superannuation funds which it audits.
The SWG - Safety Options Paper states that: -

"The industry structure is constantly changing.  The most notable trend over recent years is industry consolidation, which has been driven by specialisation, economies of scale and other economic efficiencies".

We submit that industry consolidation has been driven, in no small part, by the increasing complexity of, and associated cost of compliance with, the legislative regime.  The imposition of the surcharge reporting and collection mechanisms upon superannuation funds, as opposed to upon employers and the income tax assessment process respectively, has single-handedly been responsible for the demise of more funds, especially corporate and defined benefits schemes, than any other measure.

Security Recommendation  AUTONUM   Minimise impact of legislative change on Trustees.  Consideration should be given to minimising the impact of policy initiatives on superannuation fund trustees in the same way that the impact on employers is currently considered.
It is also relevant to note that the issue of security and prudential propriety appear from the available case law and public examples to be inversely related to size i.e. larger and particularly multi-employer funds have less risk for members than small single employer funds tend to do.

The SWG - Safety Options Paper states that “Perhaps more than in any other prudentially regulated sector effective prudential policies need to be closely tailored both to the particular industry segment in question and to the particular type of superannuation product".

We endorse this statement to the extent that superannuation warrants “prudential policies … [which] need to be closely tailored” to superannuation, as opposed to other financial products.  In contrast with the "assumed homogeneity\one size fits all" approach of the Financial Service Reform legislation, effective prudential regulation and supervision needs to reflect the risks faced by the entities being regulated.

Having said that, to the extent that it is envisioned that regulatory regime be tailored to a “particular industry segment” we are inclined to disagree.  Any regulatory regime should be as neutral as possible in its application across industry segments.

This is not to say, however, that polices with respect to enforcement should not reflect the risks represented by different industry segments.  Of greatest significance is whether or not the fund is run for profit; whether it is marketed to the public (including employers) and the methods of distribution employed.

When it comes to “the particular type of superannuation product” we agree that, to the extent that differing products represent differing risks, it is appropriate that “effective prudential policies need to be closely tailored … to the particular type of superannuation product”.  This would include whether the fund is defined benefit or accumulation; what types of insurance product are offered and the extent of member investment choice.

Security Recommendation  AUTONUM   Prudential Policies.  The regulatory regime needs to be tailored specifically to superannuation and to the different types of superannuation product being provided.

While the regulatory regime should be neutral across industry segments, enforcement policies should reflect their differing risks.
The SWG - Safety Options Paper states that: -

"APRA has indicated it considers the existing SIS provisions relating to trustee approval, investment reporting to APRA and general fund governance provisions to be inadequate, and the legislative framework insufficiently flexible to cope with market developments.  Further, it believes that the current framework is not sufficiently robust to deal with the challenges posed by smaller funds and their diversity".

It is not readily apparent why the diversity in smaller fund and market developments should pose such a challenge to the flexibility and robustness of the SIS legislation.  The SIS legislation is founded upon, and encapsulates, some broad, general principles - while the application of these may vary, the principles themselves are flexible and capable of application to a variety of circumstances.

The Productivity Commission, in its Draft Report, cites APRA as stating that “ 'problems still arise and some of the most serious - involving large numbers of small funds managed by approved trustees - have been observed in recent times’ (sub.  36, p. 4)".

It would appear that, empirically at least, there is a distinction to be made between those approved trustees "involv[ed in managing] large numbers of small funds" and those which manage a small number, and generally only one, large fund such as an industry fund.  While the latter are generally run on a "not-for-profit" or “mutual” basis, the former are generally driven by commercial considerations to design a product which enables them to be receptive to the requests of their investors and, as such, the consumer\investor is effectively managing their own portfolio as opposed to the trustee.  Herein lies the risk.
The Superannuation Working Group, in its Draft Report, made Draft Recommendation 8 that “The SWG recommends that the Government consider the current threshold for SMSFs to determine whether it is an appropriate test for determining which funds require prudential regulation”.

The Productivity Commission in its Draft Report stated “The supervision is required to provide added assurance that SMSFs are established and operated in accordance with the retirement income and revenue protection provisions [i.e. not prudential] of the SIS legislation” (emphasis added).

SMSFs are not the type of superannuation entities whose prudential supervision instils public confidence in the system and whose failure damages such confidence.  It is superannuation funds other than SMSFs which warrant prudential supervision for these reasons.

There is little case to use budget funding for SMSFs.  This is especially the case when you have regard to the fact that the prudential supervision of non-SMSFs is not funded from consolidated revenue but instead via means of these funds paying considerably more than SMSFs in the way of a supervisory levy.

Security Recommendation  AUTONUM  SMSFs - Prudential supervision: -Given their nature, SMSFs do not warrant prudential supervision.
The Productivity Commission, in its Draft Report, stated that: -

“The Commission considers that the principle of recovery of the costs of regulatory supervision within the financial sector is sound and that it is appropriate to impose a levy on SMSFs which recovers the associated costs.  In this manner, pressure is maintained within the sector to seek an appropriate level of regulatory supervision and for it to be provided in a cost-effective manner”.  (emphasis added)

We agree with the above statement.

The Productivity Commission, in its Final Report, found that “ Given the more limited nature of their regulatory supervision, it is appropriate that the supervision of self-managed superannuation funds be funded separately from that of other superannuation entities and be based on full recovery of the costs incurred by the ATO in providing that supervision”.  (emphasis added)

Security Recommendation  AUTONUM   SMSFs - Levy: - It is appropriate to impose a levy on SMSFs based on full recovery of the costs incurred by the ATO in providing retirement income and revenue protection supervision.
(ii) Trustee Structure

The Productivity Commission’s Draft Report states “Trusts are perceived to be highly suited to, and to have worked well in, ensuring the prudential management of superannuation entities”.  (emphasis added)

The Productivity Commission, in its Final Report, found as Finding 6.1 that: -

“A trust focus
The trust basis of the legislation is effective in facilitating prudent management of superannuation entities.  Nonetheless, there may be scope to extend the range of prudentially supervised corporations which can provide superannuation products without a trust structure” (emphasis added).

While we strongly endorse the first sentence of this finding, we submit that the provider of a superannuation product should be subject to the fiduciary duty attendant upon a person acting in the capacity of trustee.  If the prudentially supervised corporation is unwilling or unable to submit themselves to a level of duty and obligation commensurate with those of a trustee then this should be of concern to APRA as regulator.

We submit that if superannuation business in prudentially supervised corporations were not to be subject to trust law then, to the extent that this would lessen the duty owed to the member, this would lower the level of protection afforded those members.  In addition, it would have the effect of creating a distortion in the market in favour of those prudentially supervised corporations by lessening their compliance obligations and expenses relative to other providers of superannuation products.

To accept that a "lesser" standard is permissible because the trustee is a prudentially supervised corporation is not an acceptable position to adopt and creates an unlevel playing field.

Security Recommendation  AUTONUM   Retention of trust structure: - The trust structure should be retained.
(iii) Equal Representation

The Australian superannuation system is recognised internationally as an example of an "ideal" or "best practice" model.

One of the most significant contributing components, which has proven to be effective mechanism, is that of equal representation of member representatives and employer representatives upon the board of directors of the corporate trustee.  Coupled with the requirement for a two-thirds majority, equal representation ensures a balancing of competing considerations and involves an internal "watchdog" in the decision-making process at the boardroom table.

The Productivity Commission in its Draft Report stated that: -

"The equal representation rules seek to foster the prudent management of standard employer-sponsored funds by trustees representing the interests of all fund members.

In particular, trustees - who include members with an interest (or holding) in the fund - are likely to have greater incentive than more 'arm's length' trustees to ensure that decision making with respect to the fund reflects members interests.”  (emphasis added)

On Page 86 of the Draft Report it is stated that: -

"Also, the appointment of members as trustees may diminish the potential for fraud and malpractice that might otherwise occur, as members are more likely to be vigilant in overseeing the fund. …  The equal representation rules may also lead to greater confidence by members in their trustees.
”  (emphasis added)
We agree with these statements.

The Productivity Commission, in its Final Report, found as Finding 6.2 that: -

“Trustee representation

The equal representation rules for trustee boards of standard employer-sponsored funds provide balanced representation of employer and employee interests.  They are conducive to active member interest in the prudent management of these funds.  This benefit exceeds the cost of finding and appointing members who are capable of undertaking trustee duties”.  (emphasis added)

Security Recommendation  AUTONUM   Equal Representation: -Equal representation should be retained.
(iv) Prudential Legislation

a) Superannuation Industry Supervision Act 1993
1) Sole Purpose Test

The Sole Purpose Test is one of the foundations of Retirement Income Policy.  To ensure adequacy of retirement incomes, it is important that adherence to the Sole Purpose is enforced.

The Productivity Commission, in its Draft report, stated that “"The provision of benefits by regulated superannuation funds is limited by the sole purpose test to a number of specified core or ancillary purposes related to the provision of retirement incomes (sec. 62, regs. 1.03 and 13.18)" (emphasis added).

Accordingly, we would query the provision of death benefits before age 65 as a “core purpose”.  We consider that the sole purpose of a superannuation fund being the provision of benefits upon death is not consistent with the stated aim of the benefits being “related to the provision of retirement incomes”.

The existence of the provision of death benefits before age 65 as a core purpose would enable the existence of “death benefit only” fund, effectively a “risk only” insurance product with no investment component, where the right to receive a benefit ceases upon age 65.  This serves to ensure that, in the event that the member survives until age 65, no retirement income is provided.

The Productivity Commission, in its Draft Report, stated that: -

“Concessionally taxed superannuation assets and contributions are designed to provide for retirement benefits.  Thus, limiting the types of core and ancillary services provided by superannuation funds to those related solely to the provision of retirement benefits is consistent with this objective.

While the test might appear to be overly restrictive in prohibiting certain services, there is a risk that extending the range of services provided may weaken its key objective.  This could occur both through increased uncertainty as to the limits of what may be provided and through the interaction of the sole purpose test with other provisions in the SIS legislation, such as those relating to successor fund transfers (see below).  Moreover, the types of additional services sought by some participants (such as financial advice and home loans) are readily available through a range of commercial providers”
.

We concur with the above statements.

The Productivity Commission, in its Final Report, found as Finding 6.5 that “The sole purpose test, which restricts the range of services that superannuation funds can provide to their members, is necessary to achieve retirement incomes policy objectives and should be retained”.  (emphasis added) 
.

Security Recommendation  AUTONUM   Sole Purpose Test.  That the Sole Purpose Test be amended to abolish the “provision of death benefits before age 65” as a core purpose.
The range of services provided by superannuation funds should be confined to those permitted under the core and ancillary purposes.
2) Investment Rules

Obviously, the manner in which the underlying assets of the superannuation fund are invested is critical in determining the adequacy of retirement incomes.  One area which could be examined is the reinforcement of the trustee’s fiduciary duties under trust law when selecting and making investments.

Similarly, the objectives underlying the investment provisions could be achieved by re-emphasising the requirement for investments to be made on an arm's length basis.  Ignoring in-house assets (which do necessitate specific restrictions in order to safeguard members' interests) a close examination of most investments rules would reveal that adherence to the requirement for the investment to be conducted on an arms' length basis would probably be sufficient.

The Productivity Commission, in its Draft Report, stated as follows: -

“The possibility of insufficient diversification of investments by a minority of superannuation entities is, in the first instance, an enforcement matter rather than a weakness in the current law requiring change.  The great majority of entities comply with the existing law and guidelines.  APRA appears to have a clear idea of the type of entities that are not diversifying to the extent it considers prudent.  This implies that if members’ contributions are currently at undue risk, the quickest and most cost-effective remedy is likely to be immediate, direct interaction between APRA and the entities of concern.  APRA acknowledged that ‘this will inevitably involve APRA in fine judgement about whether certain assets or portfolios are appropriate, often while those assets are still performing satisfactorily’ (sub. 36, p. 9).  Changing a ‘concentrated’ portfolio to a diversified one may result in bringing to account book losses on assets which are over-represented in the portfolio.

Revision of guidelines on investment, as proposed by APRA, would be a complementary measure which should help to bring about a change in some trustees’ approach to diversification.”

We concur with the above statements with respect to enforcement.

Security Recommendation  AUTONUM   Suitability of Investments: -The audit profession should develop a series of professional standards and guidelines, akin to those of the actuarial profession, which will assist their members in forming an opinion about the appropriateness of a funds investments and in making their judgement as to whether to qualify an audit report.

APRA needs to enforce the investment rules in conjunction with the audit profession.
C. Proposals for Reform
(i) Background

The SWG - Safety Options Paper states that 

“In the main, the superannuation industry is well managed and does a good job of helping Australians prepare for retirement.  However, the size, complexity and rapid growth of the industry mean that a reassessment of the regulatory framework is appropriate". (emphasis added)

We endorse the statement that superannuation industry is well managed and does a good job.  While it may prove tempting to "over regulate" in order to maximise safety, this could well result in significantly diminishing returns for the resources invested in managing what may in fact be relatively insubstantial risk.

Security Recommendation  AUTONUM   Cost\benefit Analysis: - A comprehensive cost benefit analysis should be performed of the various proposals made by both the Productivity Commission and the Superannuation Working Group.
With respect to the nature of the industry, we would submit that the most significant factor warranting a reassessment of the regulatory framework is that of complexity.

Of increasing concern is the fact that the industry is now of a size which is beginning to attract fraudulent activity, generally external to the superannuation fund itself.  As the period of rapid growth has somewhat slowed this, coupled with increasing legislative complexity, has seen the industry go through a phase of considerable consolidation which should have served to minimise some of the risks in the medium term.

The SWG - Safety Options Paper states that: -

"Current concerns about superannuation supervision go to two key issues: an outdated prudential and legislative framework and fund governance.  The options outlined in this Paper aim to address these concerns and to enhance what is already a strong framework".

Apart from the apparent contradiction between the two sentences, we agree that there is already is a "strong framework".  This is attributable, in no small part, to the trustee system and equal representation.  The protection afforded by the fiduciary duties under trust law, together with member representatives upon the board of directors of the trustee company, are world best practice.

Observation A: Legislation\Supervision\Sanctions: -The key to enhanced safety is adequate legislation and increased supervision by the audit profession and by the regulators, together with the imposition of sanctions to act as a deterrent.
(ii) Possible Reform of the Superannuation Industry
a) Reform of the Superannuation Industry Supervision legislation

The Superannuation Working Group in its Background Paper states that: -

"However, there is no all-encompassing [risk-management] standard that requires a superannuation fund to fully identify, assess, and manage the operational risks that a fund faces.  While the SIS legislation does contain some requirements with respect to risk management, these tend to be widely dispersed throughout the legislation, often with little logical connection".

We would query the extent to which it matters that the legislative requirements under SIS are “dispersed”, with “little logical connection”.  While the drafting could be improved, what is of significance is whether or not the legislative requirements exist; whether they are adequate and whether they can be enforced.

The Superannuation Working Group made Draft Recommendation 29 as follows: -

“The SWG acknowledges that the SIS legislation is complex, and that separation of the prudential and retirement income provisions of the legislation may assist in achieving the goal of simplification of the legislation.  The SWG acknowledges, however, that there are a number of practical implementation issues that will need to be addressed and consulted on in relation to such a proposal”.

In the short-term there is little to be gained by simply reorganising the legislation, as wholesale reorganisation of itself will achieve little except to the extent that it may serve to reduce a barrier to entry.  This is not to say that amendments should not be made to the SIS legislation if warranted.

Security Recommendation  AUTONUM   Amendments to SIS: -If amendments are to be made to the SIS legislation there should be extensive consultation with the industry with respect to implementation issues.
The Superannuation Working Group Background Paper states that: -

"The purpose of [reorganising SIS] is to design a clearer framework… to reduce complexity, enhance flexibility and harmonise the…SIS Act with other legislation administered by APRA…a key by-product would be to clarify which organisation is responsible for regulating certain areas”.

It is not apparent how effectively "cutting and pasting" the legislation would reduce complexity, as most complexity currently arises from unclear policy objectives, poor drafting and difficulties in application.  Similarly, it is not clear how designing a clearer framework would "enhance flexibility".  Harmonising the form of the SIS Act with other legislation administered by APRA would only benefit APRA in its organisational restructure to a "cross-divisional" approach to supervision.  It would be of little assistance to the industry as superannuation, even in conglomerate organisations, is a discrete product.

As a result of the Wallis Report APRA was created as a prudential regulator; the ATO's assumed the supervision of self-managed superannuation funds and ASIC was awarded responsibility for consumer protection, disclosure and complaints.  Accordingly, the administration of the various provisions of the SIS legislation was assigned to one or more of the three regulators.  Since then specific legislation has been enacted to replace various parts of the SIS legislation, such as the disclosure and complaints provisions being enacted, through the Financial Services Reform amendments, under Part 7 of the Corporations Law.

The Superannuation Working Group in its Safety Options Paper states “The triple targeting of the SIS Act towards prudential, investor/consumer and retirement income regulation has arguably resulted in legislation that is both poorly designed to achieve desired outcomes and unnecessarily complicated.

We agree that the triple targeting of the SIS Act towards prudential; investor\consumer protection and retirement income\revenue protection regulation may have resulted in a loss of focus and led to legislation which is poorly designed and unnecessarily complicated.  Of greater significance, however, is that “triple-targeting” may have meant that the underlying policy issues were not always fully understood and the objectives and desired outcomes of the provisions were not always clearly identified.  Coupled with a lack of empirical knowledge and understanding, this loss of focus has frequently resulted in inferior drafting.  Poor drafting of legislative provisions frequently emanates from a lack of clarity in the drafting instructions about the underlying policy objectives and desired outcomes and\or reflects a lack of appreciation of the range of circumstances to which the legislation is to be applied.

Complexity in administering legislation arises from two major sources - unnecessarily complex or misconstrued policy measures, and difficulties with application because of inferior drafting.

The Productivity Commission in its Draft Report stated that: -

"Improving the cost-effectiveness of the legislation could involve:

· pursuing the objectives of the legislation more effectively…; and

· reducing compliance and other costs imposed on superannuation entities and…members…

…reducing the complexity and prescriptiveness…is likely to bring the greatest benefits to members…and the wider community.  The Commission’s analysis suggests that…complex and prescriptive requirements are the main cause of additional compliance costs”.

We would consider this to be justified in ensuring that the legislation achieves its intended objectives as opposed to merely that it will minimise costs.

The Productivity Commission in its Draft Report stated that: -

"APRA proposed that the 'retirement income aspects' be placed in other legislation and that a three-tiered legislative framework apply in respect of…prudential supervision…

· an enabling Act setting out broad objectives and higher order principles;

· 'flexible, plain English' standards issued by APRA,… disallowable instruments…; and

· explanatory guidelines that provide additional detail on the application…(sub. 36, pp 6-7).

This option…would permit more flexible and timely regulatory responses to market-driven changes…as well as to the different risks associated with different superannuation entities.  The process for changing standards…would be faster than…amending an Act".

It could be argued that SIS regulations were totally ignored in APRA’s submission and in the Productivity Commission’s analysis.  There is already a "four-tiered" legislative framework applying in respect of the prudential supervision of superannuation entities, namely: -

· the SIS Act;

· the SIS regulations;

· the statutory power awarded to the Regulator to make "exemptions" and "modifications", and

· explanatory guidelines, such as circulars, which provide additional detail on application issues.

Security Recommendation  AUTONUM  Review of SIS: - Resources may be more effectively employed in examining the underlying policy rationales of the SIS provisions and, if necessary, amending and redrafting.  Of greater benefit than separating the prudential, retirement income and revenue protection provisions and completing rebuilding the legislative framework would be a policy review with a view to: -

· clearly identifying the policy issues underlying various provisions;

· determining the objective of the provisions;

· establishing the desired outcome of the provisions;

· identifying if there are any issues of interpretation as the provisions are currently drafted;

· ascertaining whether there are any difficulties in the application of the provisions;

· assessing the degree of compliance;

· determining whether there is a need for additional powers or sanctions; and

as a result of the deliberations above

· reformulating (so as to minimise confusion as to their meaning and application);
· adding; or
· abolishing
provisions as necessary.
The Productivity Commission’s Draft Report stated that: -

"This option also could be seen as reducing complexity in the enabling Act by removing both existing retirement income policy provisions and prescriptive operational detail.  However, it would not remove complexity so much as shift it to other legislation.  Hence, there might be no real reduction in overall complexity or in compliance costs.  Moreover, superannuation entities would no longer have their requirements contained in a single Act, which could complicate their compliance task.  (emphasis added) 

We agree that reducing the complexity of the legislation and ensuring that differing legislation is consistent would certainly minimise costs.  “Prescriptivness”, however, take assume two different forms.

Prescriptiveness in policy can increase complexity and may reflect a lack of understanding of the underlying policy issues, objectives or desired outcome of the policy or a lack of empirical knowledge about how the legislation will need to be applied in practice.

Prescriptiveness in drafting can, in certain circumstances, serve to improve the effectiveness of legislation.  In promoting regulatory certainty prescriptiveness can serve to minimise compliance costs, provided the prescription does not lead to unintended consequences when applied to unanticipated circumstances.

Security Recommendation  AUTONUM   Prescriptiveness: - Undue prescriptiveness in policy can increase complexity, may reflect a lack of understanding of the underlying policy issues or of empirical knowledge, and should be minimised to the extent possible.

Prescriptiveness in drafting can, in promoting regulatory certainty, serve to minimise compliance costs, provided the prescription does not lead to unintended consequences when applied to unanticipated circumstances.
The Superannuation Working Group in its Safety Options Paper states that: -

"APRA administers the provisions of the SIS Act concerning prudential regulation.  The retirement income standards are jointly administered by APRA and the ATO (in the case of self managed superannuation funds) and are designed to ensure that superannuation savings are directed towards improving the retirement incomes of fund members by, for example, ensuring that superannuation savings are preserved until retirement.  Some provisions in the SIS Act designed to protect the interests of fund members, such as those regulating transactions with related parties, are also jointly administered by APRA and the ATO.  (emphasis added)

We note that, while APRA is considered a prudential regulator, it has retained the administration of the provisions with respect to the retirement income and revenue protection standards, and some of the investor\consumer protection provisions, as well as the operating standards with respect to the protection of the revenue.  This would appear to be at odds with the concept that, as a prudential regulator, APRA should be focussing only upon matters which affect the prudential management of the fund.
It would appear eminently sensible for the revenue protection standards to be administered by the ATO.  Furthermore, as it is retirement income policy which has resulted in superannuation being a concessionally taxed environment, there is frequently an underlying nexus between the retirement income standards and the revenue protection standards.

Accordingly, the ATO, in conjunction with the Department of the Treasury, would appear to be well equipped to administer the retirement income standards as well.

The SWG - Safety Options Paper stated that “The joint administration of some provisions also impedes transparency and accountability for the achievement of regulatory outcomes".  (emphasis added) 

Not only is this statement true, joint administration can also result in inconsistencies in interpretation and application of the legislation; forum shopping and duplication of effort on the part of the regulators.
Security Recommendation  AUTONUM   Administering Retirement Income & Revenue Protection standards: - The ATO should administer the retirement income and revenue protection standards.

If APRA is to be a prudential regulator, its entire focus should be upon prudential issues.
The Productivity Commission, in its Draft Report stated that: -

"A potential disadvantage is that, by giving APRA increased discretion to determine standards, the option could contribute to greater uncertainty amongst superannuation entities, requiring them in some instances to have increased resort to legal advice about the standards.  Moreover, it may not be ideal for a long-term superannuation investment to be subject to periodic discretionary changes in the standards.  To guard against this, the exercise of discretion by APRA would need to be accompanied by extensive and robust public consultation, not only with trustees and others in the industry, but also with members of superannuation entities".

Given the nature of the superannuation industry, its magnitude and diversity, and the prudential risks faced within the industry, it may be desirable to impart a degree of flexibility and discretion to the Regulator to enable it to react and respond appropriately to changing circumstances.  Any such exercise of discretion should be made subject to Parliamentary or Ministerial scrutiny.

While we strongly endorse the principle of consultation with the superannuation industry, "it may not be ideal for a long term superannuation investment to be subject to periodic discretionary changes in the standards", we recognise that "extensive and robust public consultation" may not always be feasible or indeed desirable in all circumstances.

Security Recommendation  AUTONUM   APRA Discretion: - It may be desirable to impart a degree of flexibility and discretion to the Regulator to enable it to react and respond appropriately to changing circumstances.
b) Imposition of Capital Adequacy\Liquidity Requirements

(i) Miconceptions
The requirement for a trustee of a not-for-profit fund, such as an industry fund or a corporate fund, to have its own capital must be questioned.  Generally, such functions as the administration of the fund is outsourced, the trustee secretariat performs an overseeing management role and insurance is in place.
The Productivity Commission’s Draft Report stated: -

"The issue is whether a NTA…adds much…to prudent management, or instead adds unnecessarily to approved trustee costs.  Compared with some of the other entry requirements…a NTA requirement may not address as directly the characteristics or skills which make a ‘good’ trustee.  (emphasis added) 

It is questionable whether prudent management can be effected through entry requirements, as opposed to managing behaviour.  Given that the trustee generally is a corporation and it is even more difficult and resource intensive to verify that a corporation possesses characteristics and skills than an individual, perhaps more emphasis should be placed on trustee behaviour as opposed to entry requirements.

Recommendation  AUTONUM  Decreased Emphasis on Entry Requirements: -More emphasis should be placed on trustee behaviour as opposed to entry requirements.
One of the major mechanisms to mitigate against the risk of operational failure is that of outsourcing to specialist service providers.  By combining with a number of other superannuation funds and other financial and investment products, any operational risk is shared across all of the clients of the service provider, who in turn benefit from increased economies of scale.  Insurance is another mitigator of risk.

The Superannuation Working Group in its Background Paper stated that: -

"The purpose of the Approved Trustee capital requirements is essentially to demonstrate a trustee’s financial substance and long-term commitment.  It also constitutes ‘money at risk’ for public offer funds that carry capital, providing an incentive to manage the fund well.  Further, it acts as a ready buffer against operational or governance risk that may arise".  (emphasis added)

It is arguable as to whether the trustee itself has to have financial substance, provided the superannuation fund itself is of substance and maintains adequate reserves.  Similarly, it is difficult to see how capital conclusively demonstrates long-term commitment.  NTA requirements may pose an elevated risk of leaving the market in a quest for enhanced returns on that capital, whilst a "not-for-profit" trustee may make a longer-term commitment to managing the fund for (non- financial) reasons.

It is an axiom of trust law that "a trust shall not fail for want of a trustee".  Provided there are fund assets and fund members, there is a trust, it does not matter if the trustee itself is lacking in financial substance or in long-term commitment, as it is always possible for a successor trustee to be appointed.

It is not readily apparent how having “money at risk” provides an incentive to manage the fund well, especially when the money at risk is not that of the directors of the trustee company but that of shareholders.  The fiduciary obligations already owed to the members of the fund by virtue of the trust arrangement are in fact greater than those which would be owed to shareholders as providers of capital.  Accordingly, it is not apparent why capital would create an incentive to manage the fund well.  In fact, the incentive to maximise returns on that capital may pose a greater risk to the viability of the fund.

As industry and corporate funds (to which the greatest number of people belong) are run on a "not-for-profit" basis, where all earnings on the assets are returned to the members, it is difficult to see why there is a necessity for there to be "money at risk".  Similarly, the fact that with equal representation a director of a corporate trustee represents either the employer-sponsors or the employee members, and is frequently a member of the fund themself, is a significant, and arguably sufficient, incentive to manage the fund well.

Insofar as operational or governance risk is concerned, then provided the fund itself is of substance and maintains adequate reserves, then this should be sufficient to address any operational or governance risks.  In the event of a significant loss, it should be possible to reduce the return to members’ accounts by a small proportion which would generate an amount of capital to address the matter.  This "one-off" levy would be preferable to meeting capital requirements by diverting earnings from the fund on an on-going basis, which would serve to markedly reducing the amount of members' benefits.

Observation B: -Issues re NTAs: -There is a number of misconceptions as to the role, and perceived benefits, of NTAs.  In particular, it does not matter if the trustee itself is lacking in financial substance or long-term commitment as it is always possible for a successor trustee to be appointed.
The Superannuation Working Group in its Issues Paper stated: -

"For funds without Approved Trustees, there is presently no capital requirement.  This was seemingly…on the grounds that fund members…carry the risk associated with fund investments" 

We dispute that the exemption for funds without Approved Trustees was based on the grounds that fund members ultimately carry the risk associated with fund investments.  Whether or not fund members ultimately carry the risk associated with fund investments is a function of the extent to which their benefit is a defined benefit or an accumulation benefit, not whether the fund is a Public Offer Fund.

In fact it is Public Offer funds which have a significantly higher proportion of "accumulation" members carrying the investment risk, whereas defined benefit members are more likely to be in a non Public Offer Fund.  If this were truly the rationale, then it would be accumulation funds with a capital requirement.  We dispute that there is any logic to the proposition that the absence of capital guarantee requirements is a function of whether members ultimately carry the risk associated with fund investments.

We submit that the more likely policy rationale was possibly a "four-step", instinctive one.

Firstly, it was probably considered that a member of the public who was making a decision as to which fund to join warranted more protection than a employer making the decision on behalf of employees.  Secondly, there was possibly an underlying assumption that a Public Offer Fund would be run for profit.  Thirdly, it may have been felt that the best method to afford protection was to regulate the trustee of the funds which induce members of the public to join (as opposed to the behaviour of the trustee).  Finally, it was probably considered that such regulation should incorporate a capital adequacy measure, without conscious regard of the risks against which the capital adequacy was purportedly safeguarding.

Conversely there may have been a misconception that all employer-sponsored funds were defined benefit, corporate or public sector funds, and that these would be the only funds which were not Public Offer funds.

It should be clarified that not all funds with Approved Trustees (Public Offer Funds) are operated for profit.

Industry funds are conducted on a not-for-profit basis whereby they return fund earnings to members.  A number of industry funds are Public Offer Funds by virtue of the fact that they extend membership to persons other than those who join the fund as employees of an employer in a particular industry.

Similarly, while a number of standard employer-sponsored funds are run for profit, they do not have to be Public Offer because the only persons making the decision to participate in the fund are employers.

Observation C: - Further issues re NTAs: -There appear to be some misconceptions, including: -

· the exemption for funds without Approved Trustees was based on members carrying investment risk;

· whether members bear investment risk is a function of whether or not they are in a public offer fund;

· Public Offer funds are always run for profit and Non Public-Offer Funds are never run for profit;

· the best method to afford protection was to regulate the trustee as opposed to the trustee’s behaviour;

· such regulation should automatically incorporate a capital adequacy measure.

The Superannuation Working Group in its Background Paper stated: -

"…it is proposed to reform the existing Approved Trustee capital requirements to (inter alia) … 

· review the level and composition of capital…bearing in mind…the MIA”.

On Page 19 the Superannuation Working Group stated that: -

"Superannuation is essentially a managed investment with special features such as compulsion, preservation rules, limited choice and portability, information asymmetries, and benefit structures specific to superannuation.  Accordingly, it is appropriate that, at a minimum, a similar regime to managed investments should apply.  Further, there does not appear to be a strong case, except in quantum, to support differential treatment between Approved Trustees and other trustees.  To this end, it is proposed that funds with a non- Approved Trustee be required to hold capital”.

We submit that, even if it were considered that a similar regime to managed investments should apply, there is no guarantee that the regime governing managed investments is appropriate.  In addition, while the responsible entity of a managed investment is almost invariably running the managed investment for profit, this is frequently not the case with respect to the trustees of superannuation funds.

There does not appear to be a strong case to support differential treatment between Approved Trustees and other trustees.  The mere fact that a member's employer selected the fund, as opposed to the member themselves, should not afford the member less protection - indeed, the argument could be mounted that such a member in fact warrants greater protection.

At the bottom of Page 19 of the Superannuation Working Group Background Paper the question is asked “Should there be a better match with the MIA and other relevant capital requirements?"

Ironically, the capital requirements under the MIA regulatory regime arise, at least in part, from the fact that the responsible entities of managed investments are generally run for profit and are not trustees.  The objective of maximising profit to shareholders can at times conflict with the fiduciary duties owed to investors and there can be considerable incentive to reduce costs by "cutting corners" and to increase the level of membership and contributions, thereby increasing revenue, which in and of itself can pose a significant risk to the safety of investors’ funds.
Observation D: Managed Investments as a Precedent: -Simply because the MIA legislation compels NTA, this does not mean that retention of NTA is necessarily the best method to address the risks involved.

Further down on Page 18 of the SWG - Background Paper it is stated that “Accordingly, the level of capital may need to vary depending on factors such as the size of fund, services offered, or amount outsourced".

Observation E: Risk Factors: -The most significant factors are whether the fund has outsourced some or all of its administration and the services offered, in particular insurance and member investment choice.
The Productivity Commission in its Draft Report stated that: -

"The case for a change in the NTA requirement rests on two premises.  First…there is a direct link between such requirements and the likelihood of prudent management.  Without such a requirement the risks associated with deficient trusteeship would be higher".

A requirement to have a level of NTA does not necessarily increase the likelihood of prudent management.

Conversely, the existence of a certain level of NTA may bring with it commercial pressures to increase the effective rate of return on such capital which has been effectively "tied -up" in the business.  In certain circumstances, such commercial considerations may be in direct conflict with prudent management.

Examples of this include the UK experience, where consumers were mislead into forfeiting what in some cases were considerable pension entitlements to acquire an interest in rival, commercially operated schemes.  Chile experienced a similar phenomenon - "churning" - where consumers are repeatedly enticed into switching between similar products with the only gain falling to commission based sales persons.

Observation F: Correlation between NTAs & Prudent Management: - The requirement to have a prescribed level of NTA does not necessarily increase the likelihood of prudent management.

In particular, it is not readily apparent how “money at risk” provides an incentive to manage the fund.  Equal representation provides a significant, and arguably sufficient, incentive to manage the fund well.  Conversely, the existence of NTA may bring with it commercial pressures to increase the effective rate of return on capital which, in certain circumstances, may be in direct conflict with prudent management.
Recommendation  AUTONUM   Use of direct pecuniary penalties: -A greater incentive than NTA would be financial or pecuniary penalties imposed directly upon the directors of the trustee company.
The Superannuation Working Group in its Safety Options Paper stated that: -

"…operational risk is a reality…and in theory, capital to address such risks could be required.  Assessing the appropriate level of capital in the case of corporate or industry funds would be difficult, and would raise a range of conceptual issues (including the appropriate source…and the period over which it might be built up).  Nevertheless, setting aside these practicalities, it is hard to rationalise a supervisory structure that does not include…capital backing".  (emphasis added) 

We note the "setting aside" of the (not inconsequential) conceptual and practical issues and difficulties raised by this suggestion.  We also reject the proposition that it is hard to rationalise a supervisory structure that does not include some form of capital backing - charities are supervised and yet do not have capital.

The perception that a level of NTA is desirable in order to ensure adequate liquidity and working capital in order to fund operational requirements and to cover the risk of operational failures is misplaced.  Any trustee of a fund which is receiving contributions at a reasonable rate (i.e. not closed or unfunded) will be assured of liquidity from incoming contributions alone.

In addition, as the majority of funds levy an administration fee against members' accounts on a regular basis, frequently weekly or monthly, which is placed into an administration reserve.  Similarly, a level of returns from investments is placed into an investment reserve.  These reserves represent a source of working capital which can finance operational requirements and cover the risk of operational failure.

We dispute that the trustee should have substance in its own right, especially if it outsources to third party service providers.  What is of far greater significance is if the fund itself has substance in the form of its administrative and investment reserves.

A further misconception appears in the Superannuation Working Group Background Paper when it is stated that “Capital adequacy requirements can serve as a buffer against unexpected losses incurred from a variety of risks, often providing cover against unexpected mismatches between assets and liabilities (market and investment risks), and against operational risk".  (emphasis added) 

It should be noted that in superannuation there generally should not be an "unexpected mismatch between assets and liabilities (market and investment risks)".  With the exception of defined benefit funds, where the risk is borne by the sponsoring employer, members of superannuation funds are invested in market-linked financial products, the value of which rise and fall with the market.

In a superannuation fund offering member investment choice the member has consciously accepted the risk.  Superannuation funds where investment choice is not offered generally maintain investment reserves to facilitate the "smoothing" of returns.  It should be noted that maintenance of reserves does not imply that the fund is providing a “capital guarantee”, which would have significantly different implications.

Superannuation funds generally maintain administrative\operational reserves to cover operational risk.

Observation G: Liquidity & Working Capital: - The perception that a level of NTA is desirable to ensure liquidity and working capital is misplaced.  A fund in receipt of contributions has an assured level of liquidity.  Administrative and investment reserves represent a source of working capital.
One observation with respect to the current NTA requirements is that their application is anomalous when it comes to the distinction between those funds which utilise a custodian and those which do not.  To waive the NTA requirements in respect of the former but not the latter implies that the risk which is being safeguarded against is that of the loss of the assets which are held custodially.  In reality, there are a number of risks other than that of the loss of investment assets, not the least of which would be a failure of the administrative system or procedures.

The Productivity Commission’s Draft Report states: -

"only 56 trustees were approved on the basis of having at least $5 million NTA (or equivalent form) in their own right (sub.  49, part 3).  Nearly all of these are approved trustees of small APRA funds.  While the Act enables approved trustees to have less than $5 million NTA (or equivalent form) if they place custody of the assets with an independent custodian, the use of this arrangement is perhaps more widespread than envisaged or desirable".

With respect to an approved trustee of a single large public offer fund, there is no reason why it should be considered undesirable to mitigate against the risk of loss of investment assets by placing the custody of such assets with an independent custodian.  

The Superannuation Working Group in its Background Paper stated “Transitional issues need to be considered, including whether sufficient arrangements exist to facilitate industry restructuring".

It is not readily apparent what this statement means.  Presumably what is meant by "industry restructuring" is the forced retirement of trustees who are unwilling or unable to raise the necessary capital.  It is not readily apparent why "sufficient arrangements" need to exist to facilitate this.

Yet further down Page 19 of the SWG - Background Paper it is stated “Increased requirements will result in a range of additional costs, both for the funds concerned in raising capital, managing that capital and compliance with increased legislative requirements, as well as for the regulator in supervising these extended arrangements".

This statement is undoubtedly true.  What is in doubt is the value that these capital requirements are perceived to bestow.

In particular, the opportunity cost of holding capital and, accordingly, the need to generate a return on capital, must be considered.  Considerable costs will arise as a result of the trustee's duty to maximise the return on the capital, a cost which is borne by the members of the fund.

Immediately below on Page 19 of the Superannuation Working Group Background Paper it is stated “If trustees are required to hold and manage capital, how should any potential conflict between the trustee's duty to act in the best interests of members and the trustee's duty to shareholders (if it is a trustee with shareholders) in managing that capital be resolved?"

This identifies a salient issue.

Observation H:  Conflict of Interest: -We query why the creation of a direct conflict of interest between a trustee's fiduciary duty to act in the best interest of members and a duty to maximise return on capital is being contemplated.  A number of funds are run "not-for-profit" and it is staggering that a conscious and deliberate introduction of a conflict of interest is contemplated in these circumstances.
(ii) Alternatives to NTA requirements

It should be noted that there are two major mechanisms to mitigate against the risk of operational failure - outsourcing to specialist service providers and insurance.

The SWG in its Background Paper asked the question “Does the need for, or quantum of, capital reduce if there are risk mitigation factors in place, such as insurance, or an audited compliance plan?"

Risk mitigation factors such as outsourcing and trustee indemnity insurance would obviate the need for capital.  An industry protection scheme could be considered, having regard to the moral hazard risks.

A more suitable alternative to the requirements to have an NTA would be to mandate sufficient levels of suitable insurance cover to be held by the trustee.  The risk of such occurrences as the failure of the administrative system or other procedures, which may be outsourced, could be covered by insurance.

We would argue, in circumstances where a trustee has delegated a number of functions to third party providers and is itself performing only an overseeing management function, little is to be gained by compelling the trustee to meet an NTA requirement.  Indeed this may prove quite anti-competitive, raising a barrier to entry and granting an unfair advantage to trustees which are part of a financial institution (generally of “retail" products) at the expense of approved trustees of "not-for-profit" industry funds.

Security Recommendation  AUTONUM  NTAs & Insurance: - A more suitable alternative to NTA would be to mandate that the trustee have access to sufficient levels of suitable indemnity insurance cover.
The Superannuation Working Group in its Background Paper stated that: -

"If capital requirements are to be responsive to risk, this will place increased emphasis on determining the risk profile of a fund.  A fund's risk profile will also need to take into account any risk transference through outsourcing".

We would submit that risk transference through outsourcing may prove the single most significant factor to take into consideration when determining the risk profile of a fund.

The Superannuation Working Group made Draft Recommendation 12 as follows: -
“For superannuation funds without a trustee approved pursuant to section 26 of the SIS Act, the SWG does not consider that capital is necessary.  However, the SWG recommends:

· that the Government explore whether it is viable to require these trustees to gain insurance to cover losses arising from operational risk, and to enter into discussions with the insurance industry about the availability, costs and restrictions of such insurance;

· if it becomes apparent that a market is not available or that the costs of insurance are prohibitive, the SWG believes that the Government should consider alternative arrangements in order to address identified concerns”.

We would like to query whether, where the trustee has outsourced, it should be the trustee which has to gain insurance.  In such circumstances the third-party service provider should affect the insurance.

Security Recommendation  AUTONUM  Service providers to effect insurance: - If the trustee has outsourced the third-party service provider should affect insurance.  The Trustee’s agreement with the service provider should provide a right to indemnification.

The Superannuation Working Group in its Background Paper stated as follows: -

"Issues

· How would capital be funded?  Capital could be funded by the employer sponsor or the trustee.

· The SIS framework requires that the trustee be responsible for the operation of the fund.  Accordingly, it would be appropriate for the trustee to hold capital.  This also sits well with underpinning reasons to require capital to be held".

Any suggestion that the capital could be funded by the employer sponsor is manifestly inequitable and would ensure the rapid demise of the majority of the remaining corporate superannuation funds.  With respect to industry funds and other multi-employer-sponsored funds, funding capital via the employer-sponsors would be impossible to implement.

Just how is it proposed that the trustee of a corporate or industry fund raise capital?  For these trustees, going to the market would be patently absurd.

The only possible source of capital for corporate and industry funds would be the fund itself.  This would prove grossly inequitable to the members at the time the capital is removed from the fund.  In some circumstances, given the governing rules of the superannuation fund concerned, this may not be possible.

Security Recommendation  AUTONUM  Reserving: - If NTA is contemplated then it would be preferable to mandate a level of reserves within the fund, as the investment earnings generated by the reserves could be returned to members' accounts.
c) Imposition of a Uniform Licensing Regime

The Productivity Commission in its Draft Report stated that: -

"The introduction of an effective licensing arrangement for all superannuation entities…would help to overcome perceived weaknesses in the existing entry requirements contained in the SIS legislation in achieving prudent management and prudential supervision objectives.

Although the details…would need to be developed carefully, and may require amendments to the legislation, it could involve the following features:

· a superannuation entity must be licensed by APRA if the entity is to be regulated under the SIS legislation and be eligible for special taxation treatment;

· the application for a licence must be made by the trustee(s) of the entity;

· APRA must license the entity once…specific conditions are satisfied by the trustee;

· periodic licence renewal…; and

· provisions for revoking the licence".

We submit that a licensing regime would not prove an effective use of resources to achieve prudential supervision of the industry, especially given its size and diversity.

Security Recommendation  AUTONUM  Regulate Behaviour not Entry.  Instead of imposing an “entry” licensing regime, resources would be better employed in: -

· amending the legislation to ensure it enhances prudential management; and

· ensuring regulators have the necessary supervisory tools and powers of enforcement.

In other words

· “Regulate the Trustee’s behaviour, not the Trustee”; and

· “Get the rules right and enforce them”.

In particular: -

· it should be sufficient that there is legislation with which the trustee must comply;
· if APRA “must” license the entity once certain specific conditions are satisfied by the trustee then this ensures a "rubber stamp" process that adds little more than a "self assessment” and “certification” with “regulator audit" regime would achieve;

· similarly, while periodically ensuring that the entity continues to meet prudential or regulatory requirements is desirable, this does not have to take the form of a "licence renewal"; and

· provisions for revocation of complying status or removal and substitution of a trustee already exist.  If necessary, these could be refined.  These provisions should be supplemented with a regime of enforcement and penalties.

Further down Page 119 of the Productivity Commission’s Draft Report it is stated that: -

"The licensing conditions could require, for example, that the trustees:

· meet certain requirements regarding their capacity to manage the entity;

· ensure the entity has certain minimum operating capital;

· provide an investment strategy; and

· use an independent auditor as well as an ASIC-approved dispute resolution body".

Imposing conditions as to trustee capacity would mean assessing individual directors and officers who may in practice have little or no effective say in the management of the fund or who may cease to act in their capacity the day after the licence is granted.

In addition regard should be had as to whether this may act as a deterrent to persons from acting as a member or employer representative.  Equal representation has proven an effective form of management and control of superannuation funds in Australia and has been acknowledged internationally as a desirable model.

Observation I: Fallacy of expertise: -It has never been a requirement under trust law that a trustee be an expert.  Instead, there is recognition of the importance of "common sense" and an expectation that trustees will rely upon professional advice.  This is analogous to the position with respect to the role of juries in trials, directors of corporations and executors of wills - there is no requirement for expertise, qualifications or experience, simply that the person behave reasonably prudently.
In circumstances where the trustee outsources its administration there is no need to ensure that the entity have a minimum operating capital.  Any operational risk could be mitigated by mandating insurance.

Any requirement to provide an investment strategy will see the development of "formulated" strategies which will be "trotted out" with the risk that the may be little real understanding or appreciation of the factors which must be considered.  Of greater importance than the formulation of an investment strategy is ensuring that the trustee adheres to the strategy in setting its investment mandates or when making direct investments and that it ensures that investment managers observe their mandates.

Any requirement to use an independent auditor and an approved dispute resolution body could be contained in the legislation - they do not need to be imposed under licence conditions.

The Productivity Commission in its Draft Report stated that: -

"Such conditions could vary according to the nature of the superannuation entity.  For example, in relation to conditions applying to trustee capacity, individuals seeking to be trustees of employer-sponsored funds would need to satisfy a certain level of specified experience and qualifications.  The conditions relating to corporations seeking to be trustees of public offer funds and small APRA funds could incorporate approved trustee requirements.  The trustees of small self-managed superannuation funds could be exempt from conditions regarding their capacity, as they are the only beneficiaries of these funds".

Observation J:  “Unlicensed” does not mean “unregulated”: -Imposing different conditions can be achieved in the legislation itself without the need for licensing.
Further down Page 120 of the Draft Report it is stated that: -

"Not only would this option assist in the more effective achievement of the legislation’s prudent management and prudential supervision objectives, it would also help APRA to identify more satisfactorily the population of active and inactive superannuation entities".

It is not readily apparent how licensing would assist in the more effective achievement of the legislation's prudent management and prudential supervision objectives, as this is best achieved through appropriately targeted legislation and supervisory activities.

All that is required for APRA to identify more satisfactorily the population of active and inactive superannuation entities is an improvement in the process of lodging application forms and annual returns with APRA.  Simply knowing the number of licensed drivers provides no information about road usage or the number of drivers who actually drive.

Further down Page 120 of the Productivity Commission’s Draft Report it is stated that: -

"A potential disadvantage of this option is that it could reduce the number of smaller employer-sponsored funds and, thus, competition in the industry.  Because of potentially higher compliance costs imposed by the licensing arrangement, including the cost of capital, employer-sponsors may seek to transfer management of their funds to larger entities, such as retail and industry funds" (emphasis added .

This is a very real consideration.  Non public-offer employer-sponsored funds, in the form of both corporate and industry funds, perform a valuable role within the superannuation industry and the loss of these funds would serve to further homogenise the industry.

The Superannuation Working Group in its Safety Options Paper states “There is no uniform licensing regime and fewer entry, ownership and asset/capital adequacy requirements than with other prudentially regulated regimes (banking, life and general insurance)".

It should be noted that banking, life and general insurance are materially different to superannuation and pose a far more significant level of risk than does superannuation.

By way of example, as banking is heavily geared, it represents a level of both liquidity and credit risk which is all but absent from superannuation, as the SIS rules prohibit borrowing.  In addition, as banking involves the provision of a considerable variety and number of services (such as over the counter service in branches; automatic teller machines; and credit card and electronic point of sale facilities) banking also faces considerable operational risks which are not shared by superannuation to the same degree.

Similarly, both life and general insurance is confronted with considerable underwriting risks.  Over the medium term there is the risk that relatively aggressive underwriting has failed to ensure sufficient reserves or that relatively conservative underwriting has resulted in a loss of market share, as well as the risk of anti-selection by policyholders.  In the short term there is always the risk of a significant number of large claims being made, such as in the event of a catastrophe.  None of these risks is shared by superannuation.

On Page 11 of the SWG - Safety Options Paper it is stated that: -

"In contrast, ‘responsible entities’ of registered managed investment schemes (those with more than 20 members, there being around 2,800) must, after 11 March 2002, have an AFSL from ASIC to operate and issue interests in the scheme and meet requirements such as demonstrating their competence to run the fund, train and supervise their staff, have adequate compensation arrangements and be of good fame and character"(emphasis added).

We note the use of the word "demonstrating".

Security Recommendation  AUTONUM  “Paper-based” Licensing of Corporations can prove ineffective: - The most effective licensing system is one: -

1. where individuals are licensed, as opposed to corporate or other entities; and

2. which requires a practical demonstration of necessary skills, experience, knowledge and understanding

1. Individual Licensing

Licensing a corporate body is difficult as a corporate body has no "mind" of its own with which to make decisions but instead decisions are made by the individuals who comprise its board, executive, management and staff.  This is a complex dynamic and difficult to address within the context of a "corporate licence".

This in turn raises issues with respect to the identification, and possible nomination, of "key" individuals in the company who are perceived to be at least notionally responsible for significant decision-making.  This in turn poses two further issues.

Firstly, there is the possibility that the effective decision-makers are other than those who have been designated or perceived to be the persons responsible for making key decisions.  This includes the practice of utilising nominal “figure-heads” who may possess the requisite qualifications, skills, training or experience but who will not be involved in key decisions or the day to day operations, management or control of the fund 

Secondly, there is the matter of whether or not the retention or replacement of one or more key persons is to be specified as being a necessary condition for the corporation’s retention of the licence.

It is easier to impose conditions, sanctions and penalties upon individuals, based upon their own behaviour, than it is to impose similar conditions, sanctions and penalties upon a corporation based upon the behaviour of one or more of its officers, employees or agents.  It is also easier to suspend or revoke the licence of an individual than a corporation.

Similarly, while it may be possible to revoke the licence of a particular company, given the existence of the "corporate shield" and the readiness with which a company can be incorporated this has little effect unless individuals are banned from acting as directors or officers of a company.  This is not to say, in the event of maladministration, the regulator should not have the power to remove a trustee and appoint another in its place - simply that banning a corporate trustee from acting as a trustee is of little effect unless individuals are similarly named.

Security Recommendation  AUTONUM   Licensing Individuals More effective: -To be truly effective a licensing regime licenses individuals to perform certain services or do certain acts or things.  This is at least in part because of the need for practical demonstrations (point 2 below) for a licensing regime to be truly effective.
2. Practical Demonstrations

It can prove all too easy for an applicant for a licence, or for a job for example, to posses the theoretical knowledge, or to appear to have relevant experience "on paper", and yet fail to perform "in practice" for a variety of reasons.

There is a risk that the applicant may be furnishing "standard form" responses.  Similarly, the person may fail to appreciate or understand what is involved in practice; they may possess the knowledge but lack the requisite skills to implement that knowledge, or they may even have no intention of complying with some aspects of their response once the licence is granted.

The desirability of licensing individuals, coupled with the need for practical demonstration, is reflected in the majority of licensing regimes, especially with respect to the professions.  By way of example, doctors are licensed, not medical practices, and only after a year or more of residency; similarly lawyers, not legal practices, and only after articles or "practical legal training" has been completed; accountants, not accounting practices, and only upon completion of their "professional year" or similar.  In the financial services industry the most notable example of individual licensees are financial planners and advisers.

Even the one licence most people will obtain - their driving licence - is only awarded upon completion of a successful driving test.  It is not sufficient that they know the rules of the road - they must demonstrate both an awareness of what it means to implement rules in practice and the requisite skills to operate a vehicle.

A licensing regime has a tendency towards one of two extremes - either toward being less rigorous, and somewhat of a "rubber -stamp", or to be onerous, with a licence being relatively difficult to obtain.  The tendency toward being less rigorous is exacerbated exponentially as the number of applicants increases.  In circumstances where a licensing regime tends towards being relatively more lenient, the extent to which it is "adding value" should be queried.

Security Recommendation  AUTONUM   Practical Demonstration Necessary: -To be truly effective a licensing regime must be based on a demonstrated ability to implement knowledge in practice through the possession of a level of awareness and requisite skills.
Effective regulatory and supervisory regimes often give priority to setting the rules and to detection and enforcement, as opposed to elevating entry-level requirements.

By way of example, when the road toll increases, the authorities do not tend to make the driving test more difficult.  Instead, they are inclined to either change the rules (eg prescribe blood alcohol levels; reduce speed limits; mandate seatbelts) or increase the resources utilised in detection and enforcement (eg random breath testing; radar traps; red light cameras, etc).  They generally do not advocate that driving examiners become more stringent in their assessment of learner drivers.
If the licensing regime were to tend towards being more onerous, it tends to be extremely resource intensive.  It should be questioned whether these resources would be more effectively employed in supervision as opposed to licensing.  Further, if a licensing regime is to be rigorous this could result in severe disruptions to the market, resulting in increased concentration and reduced competition.  It would favour incumbents and thereby represent a considerable barrier to entry for new players.

In addition, there is always a danger in that, in licensing a trustee, the regulatory authority is perceived to be, perhaps only implicitly, endorsing or guaranteeing a "licensed" trustee.  There have been instances in the past of certain Approved Trustees under SIS utilising their "Approved" status when marketing to prospective members.  Given the current lack of understanding with respect to superannuation in the community, this may have succeeded in inducing some people to become members, and indeed to create a perception of an implicit "government guarantee".

The Superannuation Working Group in its Safety Options Paper stated “An ASIC licence requirement could be implemented by the making of regulations under the Corporations Act, and would require additional resources for ASIC to implement the regime (funded from consolidated revenue, in line with current practice)".  (emphasis added)
.  We submit that these additional resources would be much better deployed in auditing and reviewing the practices, procedures and information technology systems of existing trustee than in developing, implementing and maintaining a licensing regime.  This is acknowledged in the next sentences of the paper “However, such a licensing regime would not obviate the need for increased prudential oversight of smaller funds".  (emphasis added) 

Security Recommendation  AUTONUM   Priority to Detection and Enforcement: -In these circumstances the resources involved in licensing may be better employed in detection and enforcement.
Further, there is often a tendency to equate "unlicensed" with "unregulated".  This is fallacious, and may emanate from an experience of administrative law where it is perceived to be easier to impose conditions, restrictions and sanctions upon a "licensee" than it is upon a "regulated body".

This fallacy is reflected in a quote from the Superannuation Working Group’s Safety Options Paper: -

"‘responsible entities’[under MIA]…must…have an AFSL from ASIC to operate and issue interests…and meet requirements such as demonstrating their competence to run the fund, train and supervise…staff, have…compensation arrangements and be of good fame and character".

It is not a condition precedent that "responsible entity" or trustee be licensed in order to require them to have adequate compensation arrangements.  Such a requirement can simply be imposed by legislation.  Similarly, a requirement that a director of a trustee company be of good fame and character can be statutorily imposed.  Indeed, SIS currently contains provisions with respect to "disqualified persons" not acting as directors of a trustee, custodian or investment manager.

The Superannuation Working Group in its Safety Options Paper stated that: -

"The AFSL imposes…investor protection requirements that could be extended…For example, trustees must act honestly, efficiently and fairly; ensure…staff and [service providers] are…trained and competent…have internal and external dispute resolution…[and] compensation…and comply with [licence] conditions…ASIC must…be satisfied…trustees are of good fame and character".

Trustees must act honestly, fairly and efficiently under both trust law and the SIS legislation (to the extent that this is not required under SIS the legislation could be amended) - it is not necessary for them to be licensed to impose such conditions upon them.  Indeed, being licensed in no way guarantees that a trustee will act any more honestly, fairly or efficiently in practice than if it were not licensed.

Similarly, as under trust law a trustee may delegate a function but not the responsibility (a position adopted by and reflected in SIS), the trustee already is under an obligation to ensure that staff and others to whom they outsource are adequately trained and competent to perform those functions.  The SIS legislation mandates that superannuation funds must have an internal dispute resolution arrangement, while the external dispute resolution arrangement is that provided by the Superannuation Complaints Tribunal.

A trustee is already obliged to observe the various fiduciary and other duties imposed by trust law, as well as the considerable obligations and requirements of the legislative and regulatory regime.

The Superannuation Working Group made Draft Recommendation 1 as follows: -

“…that [an] APRA licence include certain conditions…that the trustee be required to: 

· comply with [licence] conditions…, with…legislati[on]…and with the…trust deed;

· have adequate systems in place to supervise functions which have been outsourced;

· have adequate resources in place…);

· meet certain minimum standards of competency;

· have adequate risk management systems in place;

· have a compliance plan…and…arrangements…for ensuring compliance with the plan;

· have adequate…indemnity…and…damage/consequential loss insurance; and

· meet any other conditions as prescribed in regulations or as required by APRA.

Licensees would also need to meet the licensing criteria on an on-going basis.

The SWG recommends…appropriate enforcement powers…be given to APRA to suspend or remove trustees where…[it] breaches [licence] conditions…or where…trustees fail to obtain a licence. 

There is nothing to preclude the various conditions being imposed under legislation and APRA being given enforcement powers to suspend or remove trustees where the trustee breaches the legislation.

Security Recommendation  AUTONUM   Amend the legislation in lieu of licensing – As “unlicensed” does not mean “unregulated”, conditions can be imposed through legislation as opposed to licensing.

Considerable investor protection requirements are imposed either under Trust law or legislation and, to the extent they are perceived to be inadequate, legislation could be amended or enacted to strengthen them.
It is unclear to what extent ASIC or APRA can in any meaningful sense satisfy itself that a trustee is of “good fame and character”, or otherwise suitable, other than verifying that they are not disqualified to be a trustee, which can simply be done upon application to become a regulated fund under SIS.
The Superannuation Working Group in its Safety Options Paper stated that: -

"Another…option would be…a…prudential licence…either in place of, or in addition to, an AFSL.  Requiring a prudential licence would bring superannuation…into line with…other parts of the financial sector where there are prudential requirements in addition to…the Corporations Act".

It is a little difficult to appreciate why the need was felt to make the distinction between the Australian Financial Services Licence ("AFSL") as an "investor protection" or a "consumer protection" licence and a "specific prudential licence".  Surely a licence authorises a person to do one or more specified functions, based on their demonstrated ability to perform the requisite underlying activities?

Further down Page 12 of the SWG - Safety Options Paper it is stated that “A prudential licence generally requires institutions to have adequate capital, skills and risk management systems to undertake their business, over and above those required under general company requirements".
  While a licence, prudential or otherwise, may require institutions to have adequate capital, skills and risk management systems, this is not the only mechanism whereby such requirements can be imposed – such requirements could be imposed by legislation.

Further down Page 12 of the SWG - Safety Options Paper it is stated that “The licensing process provides the regulator with an opportunity to impose conditions when it has concerns about the operation of the fund, and provides a franchise value that is at risk if an institution fails to comply with prudential requirements".
  We would submit that it is possible to give the regulator the power to impose conditions upon any regulated fund, not just licensed ones.

Further down Page 12 of the Options Paper it is stated that “In other regulated sectors, APRA has power to transfer business but this does not exist in the SIS Act (there is only a limited power to replace trustees)".  It is taken that the power to replace a trustee is considered “limited" because APRA may not be able to terminate a contract with a service provider.  If so then this could be rectified by legislative change - it is not necessary for the trustee to be licensed.

Further down Page 12 of the SWG - Safety Options Paper it is stated that: -

"Licensing is a central element of prudential regulation of all other areas of the financial system.  Included…would be the power for APRA to revoke a licence and transfer business to another….entity…Further, the Government sees merit in…capital adequacy and…indemnity insurance as licensing conditions.  Approved Trustee conditions contain…requirement for…cover, which needs to be strengthened and have wider application as a general licensing condition".

Firstly, the other areas of the financial system are markedly different.  The number of Authorised Deposit -Taking Institutions, Life and General Insurance Companies can be counted in the low hundreds.  There are currently over 11, 000 superannuation funds prudentially supervised by APRA.

Again, while the power for APRA to revoke a licence and transfer business to another superannuation entity could be included in a licensing regime, this could equally well be incorporated into legislation.  Similarly, the desire of a wider application of a requirement for professional indemnity insurance could be achieved by imposing it upon all regulated funds under the SIS legislation.

Security Recommendation  AUTONUM  Incorporate Conditions into Legislation: -The powers which it is proposed that APRA be given under a licensing regime could equally well be incorporated into legislation.
The Superannuation Working Group made Draft Recommendation 3 as follows: -

“The SWG recommend…funds be registered [not licensed] by APRA prior to commencement of operations.  (emphasis added) 

The Superannuation Working Group in its Safety Options Paper stated that: -

"…lack of a general licensing power means that new corporate or industry superannuation funds can commence operations without APRA’s knowledge.  However, in order for the fund to become regulated unde…SIS…and receive tax concessions…funds must make an election…within 60 days of the fund becoming established".  (emphasis added) 

We dispute that the granting of a "general licensing power" is the only means by which to make APRA aware of the commencement of a new superannuation fund.

The SIS legislation could be amended simply to require superannuation fund trustees to make an election prior to the commencement of their operations.  Even as the legislation currently stands, we consider it most unlikely that a superannuation fund would be in an unsound financial position in 60 days.

The Superannuation Working Group in its Safety Options Paper stated “To implement and enforce a universal APRA licensing regime would require legislative change and would need to be funded through superannuation industry levies (as this is how APRA is funded)".

Security Recommendation  AUTONUM  Increase in Levy (if any) to finance review & enforcement: -Any increase in industry levies, if warranted, would be employed considerably more effectively in auditing and reviewing funds; developing and refining techniques to identify and assess prudential risk and in enforcing the legislation, including imposing conditions, penalties and sanctions upon non-complying trustees.
Further down Page 13 of the SWG - Safety Options Paper it is stated “In considering both the APRA licence and AFSL, the Government acknowledges that the benefits to fund members in terms of additional security of imposing licensing requirements and more effective prudential oversight have to be carefully balanced against the costs that may arise.

Herein lies the crux of our opposition to licensing of superannuation funds.

Observation K.  Costs Outweigh Benefits: -Given that: -

· it is impossible to legislate against (or identify through licensing) greed or incompetence;

· the sheer number of superannuation funds;

· the relatively few failures of superannuation funds to date; and

· one of the most prominent failures, that of Commercial Nominees, was of an Approved Trustee

we contend that the costs of licensing would far outweigh any potential benefits.

We consider imposing a universal licensing regime tantamount to “using a sledgehammer to crack a nut”.
The Productivity Commission made Recommendation 7.2 as follows: -

“The Government and the Australian Prudential Regulation Authority should consult widely on the details of such a licensing arrangement”.  

Recommendation  AUTONUM  Consultation: - If licensing were introduced extensive consultation should occur.
d) Life Insurance Companies – Removing Duplication of Compliance

The Productivity Commission in its Draft Report states “As noted in chapter 6, APRA and some other participants considered that, given the prudential requirements of the Life Insurance Act, the requirements under the SIS Act for a trust structure in life insurance companies achieve little additional purpose and create a misleading impression among members that they are receiving a ‘level of duty’ from trustees that does not necessarily exist".  (emphasis added) 

Observation L: Fiduciary Duty of Trustees affords Protection: If the trustee is not providing a "level of duty" commensurate with their status as trustee and their trustee obligations this should be of concern to APRA as regulator.  To accept that a "lesser" standard is permissible because the trustee is a related body corporate to a life office is not acceptable.
Further down Page 127 of the Draft Report the Productivity Commission stated that: -

"An option for reducing legislative duplication would be to remove the need for life insurance companies to comply with corresponding requirements in the SIS legislation.  For example, APRA proposed that all superannuation assets in life office statutory funds be written by way of contracts between members and the life company, rather than by an interposed trustee".  

Security Recommendation  AUTONUM   Trust Structure should be Retained: -Superannuation business in life office statutory funds should not able to be written by way of contract because: -

· it would lessen the duty owed to the members, and
· it would have the effect of creating a distortion in the market in favour of life companies by lessening their compliance obligations and expenses relative to other providers of superannuation products.
e) The Role of the Regulators – APRA and ASIC

The Productivity Commission made Finding 6.7 that “It would be desirable that APRA and ASIC continue to improve coordination of their activities, such as site visits, with a view to reducing the additional costs which have arisen following changes in the administrative arrangements for the SIS Act”.  (emphasis added) 

We concur with this finding.

Observation M: Value of Collaboration: -If APRA and ASIC were to collaborate more extensively on both a formal and informal basis, including such measures as co-operating in the development of policy; legislative interpretation and application; and in enforcement they would benefit greatly from the shared experience.  In particular, measures such as staff exchanges and joint working groups facilitate a sharing of “corporate memory” between the regulators and can produce a greater awareness and understanding of the underlying policy objectives.
The Productivity Commission in its Draft Report stated that: -

"To minimise any potential costs associated with circulars, it is important that mechanisms for development of circulars and consultations are effective and efficient.  This is particularly important if the circular is of a quasi-regulatory nature".

We agree with this statement and would encourage the development of a semi-formal process of consultation with industry.

Recommendation  AUTONUM   Consultative Mechanisms should be Effective: -We encourage the development of a semi-formal process of consultation with industry.
f) Granting APRA Prudential Standards-Making Powers

The Superannuation Working Group made Draft Recommendation 18 (sic) as follows: -

“The SWG accepts in-principle that APRA should be given a prudential standards- making power similar to the one it has in relation to general insurance.  The SWG acknowledges, however, that there are a number of practical implementation issues that will need to be addressed and consulted on in relation to such a power”.

The Superannuation Working Group made the following two draft recommendations: -

“Draft Recommendation 16

The SWG recommends that, as a component of the licensing framework, trustees be required to demonstrate in their compliance plan how they propose to comply with governance and risk management requirements.

Draft Recommendation 17

The SWG also recommends that APRA consider, in consultation with all interested parties, the development of a prudential standard in this area”.

It is not apparent why there is perceived to be a need to substitute a single prudential standard for the corresponding sections in the SIS regulations, nor why this would be considered to be more effective.  We question why any operating standard deemed necessary could not simply be introduced utilising the existing regulation – making powers available under the Superannuation Industry Supervision Act.

Similarly, it is not readily apparent what would be achieved by simply combining provisions which already exist under the legislation into an operating standard.  If the existing provisions are adequate then they should simply be retained and enforced.  If not, they should be amended.

The SWG in its Background Paper stated that “It is proposed that existing governance and risk management requirements be reviewed with the intention of creating a more coherent and structured approach than that currently provided in the SIS framework".

We submit that a prudential standard is not necessary.

Security Recommendation  AUTONUM   Prudential Standards not Necessary: -Consideration could be given to an amendment to the SIS regulations to create an operating standard whereby a trustee must ensure that a risk management process is implemented which, in the opinion of a reasonable person, is suitable for the size and nature of the fund.  The fund auditor could then be required to form an opinion as to the adequacy of the fund's risk management practices as part of the annual audit of the fund.
The Superannuation Working Group in its Background Paper stated “Compliance and implementation costs would need to be assessed against expected gains".

We endorse this approach.

The Superannuation Working Group in its Background Paper asked the question “Would a compliance audit [with respect to risk management statements] be necessary?"

We submit that determining compliance with the risk management statements should be the province of the fund auditor.  The auditor is required to review various aspects of the fund's operations, which affords them with the unique opportunity to determine whether the fund's risk management processes are being followed.

The Superannuation Working Group in its Background Paper asked the question “Will additional resources be required to enable APRA to monitor numerous risk management statements from superannuation funds?"

We submit that, while monitoring the statements in isolation may identify some of the higher risk funds, there is considerable potential for "standard form" responses which may have been prepared by third parties such as consultants.  There is the risk that the trustee may fail to appreciate what is entailed in putting the processes into practice or may intend not to devote the resources to comply, either in whole or in part, with the risk management process.

Security Recommendation  AUTONUM  Importance of Audit: -What is of far greater significance than the risk management statement is what actually occurs in practice.  Accordingly, it would be appropriate if the emphasis were placed upon the fund auditor forming an opinion about the suitability of the fund's risk management practices.  While risk management statements may be of some value, the fund audit process is of greater importance as a monitoring tool.
The Superannuation Working Group in its Safety Options Paper stated as follows: -

"Unlike other areas of regulation, which rely primarily on enforcement of the law, prudential supervision is based on addressing and resolving problems before they reach the stage of legal breach.  This implies that the prudential regulator should have the power to set prudential standards and to exercise its enforcement powers consistent with those standards.  These standards should be capable of evolving quickly to keep pace with evolution in the financial markets and with community expectations".

While we agree with the opening proposition, we fail to see why this demands a prudential standard making power.  The regulations, coupled by regulator discretion, should prove sufficient.

Further down Page 14 of the SWG - Safety Options Paper it is stated that “The introduction of a prudential standards-making power to the SIS Act could precede a process to streamline the prudential requirements for superannuation, by putting in place the three-tiered model adopted by other prudential legislation".

While we would have no major objection in principle to the establishment of a three-tiered model, this is on the understanding that the meaning of any provision which is re-drafted is taken to be unchanged unless it was clearly indicated that a substantive change in meaning or effect was being implemented.  Any such alteration to the content or substance of any legislative obligations should only be made after consultation with the industry and provided sufficient notice is given prior to the proposed effective date of the change.

The Superannuation Working Group made the following draft recommendations: -

“Draft Recommendation 10

The SWG recommends that trustees be required:

· to ensure that the fund's objectives are clearly articulated; and

· to identify in their compliance plan the measures that they are adopting to ensure that the fund's investment strategies match the fund's objectives, and are in compliance with the sole purpose test contained in section 62 of the SIS Act.

The SWG also recommends that an independent auditor be required to certify whether the fund's investment strategy is in compliance with the fund's objectives, as a part of the fund's annual compliance audit.

Draft Recommendation 11

The SWG recommends that APRA, in consultation with all interested parties, updates its current investment circular and consider the extent to which it should be reflected in a prudential standard”.

The Superannuation Working Group in its Safety Options Paper stated “It is highly desirable to develop clearer rules governing the diversification and liquidity of investments — while this has been a source of problems in a number of funds, APRA currently lacks the power to discipline obvious breaches of the intent of the SIS Act in this respect".

It is difficult to envisage how rules could be developed to prescribe the degree of diversification and liquidity with which a fund's investment practices must comply.  This will depend on the circumstances and demographics of the funds and the will vary from fund to fund and from time to time.

Determining whether or not a fund's investment policies, strategies and practices have resulted in adequate diversification and liquidity, having regard to the circumstances of the fund, is a "judgment call" for a suitably qualified professional, not the stuff of prescriptive rules.

Security Recommendation  AUTONUM   Auditor Certification: -Auditors should be required to certify that, in their professional opinion, the fund's assets are adequately diversified and liquid, as opposed to simply whether the fund's investment strategy is in compliance with the fund's objectives.  The accounting bodies could develop guidelines, in the same way the actuarial profession has done, to assist its member in forming their opinions (reflective of the current requirements with respect to defined benefit funds, especially re funding and solvency).
Further down Page 15 of the Superannuation Working Group Safety Options Paper it is stated that: -

"The SIS Act and regulations set out the need for investment objectives and strategies that align with member needs.  In particular, the SIS Act requires that investment strategies take into account portfolio composition, diversification and liquidity.  This requirement has been difficult to translate into practice, given the subjectivity involved in determining what constitutes a sufficiently diversified and liquid portfolio, and indeed what constitutes appropriate goals or strategies for funds".

Given the “subjectivity involved in determining what constitutes a sufficiently diversified and liquid portfolio”, and that it turns on the circumstances of the fund, just how is it proposed that “clearer rules governing the diversification and liquidity of investments [be developed].

Similarly, given this subjectivity, it is important that the accounting profession is called upon to assess the diversification and liquidity of the fund.  Perhaps it may be possible for the auditor to rate the diversification and liquidity upon a scale, which would aid the regulator in any assessment of prudential risk.

Further down Page 15 of the Superannuation Working Group Safety Options Paper it is stated “ In practice, provided trustees can argue that they have taken diversification into consideration in forming an investment strategy, and that the resulting investment strategy has been appropriately disclosed to members, then they are deemed to have satisfied the requirements of the Act (irrespective of whether any resulting fund is, in fact, either diversified or liquid)".

Security Recommendation  AUTONUM  Amend SIS Legislation: -This issue would appear to emanate from the manner in which the legislative provisions are drafted.  If the legislation were to be drafted along the lines "a trustee must ensure that the assets of the fund are, in the opinion of a reasonable person having regard to the circumstances of the fund, adequately diversified and liquid" then this, whilst not entirely addressing the difficulties, would enable APRA to act in at least the more extreme cases.
At the bottom of Page 15 of the SWG - Safety Options Paper it continues: -

"This cannot be considered a sufficient response to the potential problems associated with portfolio concentration.  While not wanting to be overly prescriptive - supervisors should not dictate investment strategies to any regulated entity - a strong case can be made for some sensibly framed portfolio limits to address excessively large exposures and concentrations of risk, and generally better requirements on asset management.  Virtually all other prudentially regulated financial institutions face constraints on their activities, and there is little reason to view superannuation funds as exceptions".

Given the diversity and range of circumstances of funds it would prove extremely difficult to attempt to prescribe "sensibly framed portfolio limits" for different scenarios.  This can also lead to the circumstances where, due to fluctuations in market value or for some other reason, such as the sale of an asset prior to the acquisition of a replacement, funds may have to constantly monitor whether they may find themself in technical breach of a prescribed portfolio limit.

An objective test as to whether the assets of the fund are, in fact, adequately diversified and liquid would address the circumstances where there have been “excessively large exposures or concentrations of risk”.  In such circumstances a reasonable person could not possibly form the opinion that the assets of the fund were adequately diversified or liquid.  In applying an objective test to the facts before them, courts have generally tended to uphold the intent of the legislation.

Consideration should be given to the mechanisms in place to ensure adherence to any prudential rules in this area, including enhanced use of external audit arrangements.

Recommendation  AUTONUM   Investment Rules: -We submit that: -

· the investment rules may need to be improved;

· this does not have to be achieved through granting APRA the power to make prudential standards but can be achieved through amendments to the legislation;

· as prescribing standards would prove difficult it would be more effective if the accounting profession were required to form an opinion as to diversification and liquidity, having regard to fund circumstances, as part of the audit process.

g) Managing Outsourcing

The Superannuation Working Group made the following draft recommendations: -

“Draft Recommendation 14

The SWG recommends that, as a condition of the APRA licence, trustees be required to include a term in any contracts with third party service providers that provides APRA with a right of access to the third party, in the event that APRA has concerns about the impact of the activities of the third party on the APRA-regulated entity.

Draft Recommendation 15

The SWG also recommends that APRA consider, in consultation with all interested parties, the development of a prudential standard in this area”.

With respect to these recommendations there is no reason why the requirement to include a term in any contracts with third party service providers, providing APRA with a right of access to the third party, could not be imposed under the legislation as opposed to being a condition of a licence or imposed under a prudential standard.
The Superannuation Working Group in its Safety Options Paper states that: -

"There are currently no comprehensive standards covering the outsourcing activities of superannuation funds.  Requirements can be placed on Approved Trustees who use third-party administrators and custodians through the instrument of approval, and there are some specific requirements in the SIS legislation in relation to the duties of investment managers, custodians and auditors".

Security Recommendation  AUTONUM  Amend SIS legislation to impose conditions: -If it is considered necessary, there is no reason why requirements similar to those imposed on Approved Trustees through their Instrument of Approval cannot be imposed on all superannuation funds directly through a legislative or regulatory mechanism.
Immediately below on Page 18 of the SWG - Safety Options Paper it is stated that: -

"The increasing role of third-party service providers for superannuation funds allows superannuation funds to tap into levels of specialisation and expertise that would not be available to them directly in normal circumstances.  However, use of external resources can also mean that important aspects of trustee activities effectively fall outside supervisory reach of APRA.  Use of third parties, therefore, raises specific risks.  This problem is not peculiar to superannuation, and is becoming increasingly important in other regulated sectors.  Specific powers for the regulator in respect of outsourced activities exist in the United States of America, and are being considered in a number of other countries".

Security Recommendation  AUTONUM  Specific Powers re Service Providers: -We would have no objections in principle to the concept of there being specific powers for the regulator in respect of outsourced activities.
We (when named Jacques Martin Industry Funds Administration Pty Ltd) provided comments with respect to APRA's draft prudential standard for ADIs on outsourcing.  A copy of this submission was provided to the Committee with our original submission to this inquiry.

h) Possible Reform of the Audit Profession

The recent Worldcom, Enron, HIH and One-Tel collapses have focussed considerable attention upon the professionalism of auditors.  Whilst possibly beyond the terms of reference of this Inquiry various suggestions have been made as to the necessity for the audit profession to be separated and isolated from the rest of accounting practices, such as tax and consulting practices, in order to regain professional independence and minimise commercial influences and potential conflicts of interest.

At the bottom of Page 9 of the SWG - Safety Options Paper it is stated that: -

"Typical problems encountered in relation to these funds include non-arm’s length transactions and poor investment decisions, resulting in large capital losses.  Other problems stem from a failure to develop clear investment objectives and implement appropriately matched investment strategies to the fund's member profile; poor asset selection and heavy portfolio concentrations in a narrow range of assets; fraud or serious misrepresentation, sometimes associated with trustees' or directors' use of fund assets for their own benefit; and delays in remitting various contributions".

While some of these are capable of relatively more objective determination than others which are more subjective in nature, nevertheless, it is appropriate that auditors, as professionals, are called upon to exercise their professional judgment.  The provision of an audit report calls for the opinion of the auditor to be formed, just as an actuarial or benefit certificate requires the opinion of the actuary to be determined.

Security Recommendation  AUTONUM   Strengthen Role of Auditor: -It should be made the responsibility of the fund auditor to identify, and if necessary report, among other matters: -

· non-arm’s length transactions;

· objectively poor investment decisions;

· failures to develop clear investment objectives;

· failures to implement appropriately matched investment strategies to the fund's member profile;

· objectively poor asset selection;

· heavy portfolio concentrations in a narrow range of assets;

· fraud;

· serious misrepresentation, including trustees' or directors' use of fund assets for their own benefit; and

· delays in remitting various contributions.

Indeed, in some of the examples cited above, it could be argued that this would be required under the “whistle-blowing” provision under SIS.
The Superannuation Working Group in its Safety Options Paper stated that: -

"The current requirements for the external auditor focus on the accounts and financial position of the fund and compliance with a limited number of requirements of the SIS Act.  There are no requirements to report on operational risk issues such as the appropriateness of internal controls.  Specifically, no requirements exist for internal risk management, formalised compliance arrangements or compliance committees".

Security Recommendation  AUTONUM  Broaden Scope of Audit: -Requirements should be introduced to compel auditors to report on operational risk issues, such as the appropriateness of internal controls; internal risk management; and compliance arrangements, including compliance committees.
The Superannuation Working Group in its Safety Option Paper stated that: -

"While some of these deficiencies can be addressed through powers available to APRA in the SIS Act, the structure of the industry makes detection and enforcement difficult.  For example, most of the superannuation funds in the highest risk categories are not licensed by APRA and are presently subject to ASIC's non-enforcement policy regarding non-public offer superannuation funds.  Consequently, portfolio selection or other weaknesses can be entrenched before APRA is aware of the problem, given the exceptionally large number of funds relative to APRA’s inspection resources, and a poor record by these funds for timely reporting".  (emphasis added)

As discussed above, we submit that detection is primarily the role of the auditor.

It is not apparent why these issues are a consequence of funds not being licensed by APRA or not being a Licensed Dealer in Securities.  It is questionable what difference licensing by APRA or ASIC would make in these circumstances, especially as licensing is prospective in nature.

It should be noted here that the trustee in the Commercial Nominees case was an Approved Trustee under SIS, in an era where APRA has only had to approve relatively few trustees.  How is it suggested that the extension of licensing across the “exceptionally large number of funds” would achieve anything other than divert resources from “inspection”.

Given Commercial Nominees it is difficult to demonstrate that the existing regime of licensing “Approved Trustees” has afforded any real protection.  How is it proposed that a universal licensing regime, applied to a substantially greater number of funds, could even provide the same level of “protection”, let alone to a higher standard?

Portfolio selection or other weakness should be detected in the annual audit, well before there is the opportunity for them to become "entrenched".  Insofar as timely reporting is concerned, the creation of strict liability offences should go some way towards ensuring timely reporting.

Security Recommendation  AUTONUM   Stronger Powers of Enforcement: -If felt necessary, APRA could be given more powers of enforcement.  For example, if a trustee were to fail to report on time, without reasonable excuse, APRA could be empowered to serve a notice of its intention to suspend the operation of the fund if the report, or a request for an extension, is not filed by a specified date.  Suspending operation could take the form of a prohibition on accepting new members into the fund, or possibly even on accepting contributions, until further notice.  This would have the effect of correctly focussing the attention of APRA upon those trustees who potentially pose a prudential risk.
i) The Role of “Collective or Pooled Risk Resources”, such as Insurance or an Industry Levy

The Productivity Commission in its Draft Report stated that: -

“The Commission considers that the existing provisions in the Levy Act and part 23 of the SIS Act for dealing with losses incurred by an APRA-regulated fund, as a result of fraud or theft, should continue.  Providing financial assistance and financing that assistance by a levy on all eligible funds is justified on equity grounds of sharing losses which would otherwise be incurred by members of prudentially-regulated funds adversely affected by fraudulent conduct or theft.  The arrangement is also likely to be cost-effective”

We support the current legislation and note the conditions precedent (the loss results from fraudulent conduct or theft and causes substantial diminution of the fund) ensure that assistance is granted in appropriate cases.

The Superannuation Working Group made the following draft recommendation: -

“Draft Recommendation 28

In view of the fact that the current provisions contained in Part 23 of the SIS Act have not yet been fully tested, the SWG recommends that the provisions not be changed at this time.  However, the SWG recommends that the Government review the operation of Part 23 and consider possible amendments to it once the first decision under Part 23 has been made”.

The Superannuation Working Group in its Safety Options Paper stated “Where failure is a result of fraud and/or theft, there is a case for Government intervention to provide compensation, given the special characteristics of superannuation in respect of illiquidity and compulsion".  (emphasis added)

We concur with these statements.

In the SWG - Safety Options Paper the Government invited comments on the circumstances under which Part 23 could be broadened.  Amending it to incorporate misleading and deceptive conduct may be broadening Part 23 too far and could introduce a significant risk of moral hazard.  As superannuation is market-linked, compensation for misleading and deceptive conduct could "open the floodgates" to claims whenever a decrease in the market value of members' investments exceeded the members' expectations.

Consideration should be given to mandating that trustees have insurance to indemnify the fund against losses due to theft or fraudulent conduct.  Compensation for misleading and deceptive conduct should continue to be sought through civil remedies.  We also support exploration of the possibility of adopting the mooted alternative of the UK model where assistance is provided where losses arise from a "dishonest act".

The Government also sought comments as to how compensation should be funded.  We submit, given that superannuation is compulsory, it is appropriate that any broadening be financed through consolidated revenue.

Security Recommendation  AUTONUM  Role of Insurance, Civil Action & Part 23.  We submit that: -

· it should be mandated that trustees have indemnity insurance re theft or fraud;

· compensation for misleading and deceptive conduct should be sought through civil remedies;

· consideration be given to whether the Part 23 provisions should be broadened; and

·  compensation should, at least in part, be financed from consolidated revenue.
j) Requirement for an Independent Dispute Resolution Mechanism

One of the most important mechanisms for ensuring public confidence in a particular system or industry is the availability of an independent, and preferably free (or cheap), quick, dispute resolution mechanism.

The Productivity Commission, in its Draft Report stated that: -

"In regards to the costs of complaints, the high cost of the court system would be likely to deter fund members from pursuing legitimate grievances, especially those with smaller claims.  Such fund members are more likely to be those with smaller superannuation accounts as a result of their modest financial position or status as occasional contributors.  Thus, the service provided by the Tribunal that is free of charge to complainants is certainly cheaper than the alternative of using the courts and has probably improved equity more generally among fund members.  (emphasis added) 

We agree with the above statement.
Observation N:  SCT ensures Equity: -The existence of the Tribunal has ensured equity between members in their ability to access an independent review of their complaint.
Further down Page 135 of the Draft Report it is stated that: -

"The statutory independence of the Tribunal, as compared to an industry-based scheme, could also be regarded as an advantage.  Further, it could be argued that the existence of such a body helps to increase community confidence in superannuation and its processes".  (emphasis added)

Observation O: - Statutorily Independent Body Warranted: -Given that superannuation constitutes a unique form of investment, in that contributions to superannuation are mandated by the SG legislation and superannuation comprises two of the three planks of the government's Retirement Incomes Policy (the other being the Age Pension), a statutorily independent body is warranted.
Further down Page 135 it is stated that: -

"The Tribunal’s reporting obligations, as set out in the Act, may represent an additional benefit by providing information for the regulator.  This information is provided in the form of an annual report containing data on the number and nature of complaints and indicating the way in which they are handled.  Such information may not be so easily accessible through the court system".  (emphasis added) 

Observation P: -Benefit from Publication of Determinations: -A further benefit is the publication of the SCT determinations and the reasons for reaching the determination.  This provides valuable "feedback" to trustees in the industry with respect to various industry and fund practices and decisions made by other trustees which would not otherwise be available.  This in turn serves to shape what is considered to be “industry best practice”.
Further down Page 135 of the Draft Report it is stated that: -
"In addition to the administrative cost of the Tribunal, there is also the cost to funds and certain service providers of complying with the Tribunal’s processes and the cost to members in making the complaint.  Some have argued that there is minimal additional cost in complying with the Tribunal’s requirements since a fund subject to a complaint would have already gone through its internal review processes".

We would agree that there is minimal additional cost in complying with the Tribunal's requirements as the fund has already gone through its internal complaints handling mechanism.

The Productivity Commission in its Draft Report stated that: -

" While it is difficult to quantify the benefits and costs of the legislation, the Commission considers that, on the basis of the available information, the legislation which established this independent tribunal has clear advantages when compared with the alternative of reliance on the court system — in particular, in cost to the complainant.

It is likely that any reversion to reliance on the courts would be strongly opposed by segments of the industry and consumer groups.  Inquiry participants generally supported the continuing operation of the Tribunal as a statutory body".  (emphasis added) 

We agree with this preliminary conclusion.

The Productivity Commission in its Draft Report stated “The Commission considers there is scope to improve the benefits of external disputes resolution through better coordination with internal mechanisms for handling inquiries and complaints.

We agree with this statement.

The Productivity Commission in its Draft Report, it is stated that: -

"The SIS Regulations (part 2, 2.28) require trustees to give to each member of the fund details (in summary form) of arrangements that the fund has established to deal with inquiries or complaints.  They do not indicate that the member must first use the internal dispute settlement arrangements before approaching the Tribunal".

Observation Q: -Advising of Prerequisite that use Internal Process: - It should be noted that, despite the absence of regulatory prescription, the majority of funds advise members that they must use the fund's internal dispute handling mechanism before approaching the Tribunal.  At the time of its establishment the Tribunal released some suggested wording with respect to its existence and function which is frequently adopted by funds and which refers to the requirement for members to have been through the fund's internal complaint resolution process prior to approaching the Tribunal.
Further down Page 137 of the Draft Report it is stated that: -

"Under the SIS Act, trustees are required to provide fund members with certain information about the existence and functions of the Tribunal.  (These are also set out in Superannuation Circular No I.E.1.)  However, the SIS Act disclosure requirements do not require the trustee to outline the types of complaints that fall outside the Tribunal’s jurisdiction.  It would be desirable that trustees be required to do so, in order to reduce costs incurred by the Tribunal in assessing the eligibility of complaints, as well as the cost to members in terms of misplaced effort".

We agree with this statement and suggest that perhaps the Tribunal could provide some recommended wording for this purpose.

Security Recommendation  AUTONUM  SCT to Provide Wording re Jurisdiction: -The Tribunal should provide recommended wording to facilitate trustees’ outlining to members the types of complaints which fall outside the Tribunal’s jurisdiction.
Accordingly, we agree with the Productivity Commission’s Recommendation 8.1 that “Trustees should provide members with information about the categories of complaints that are excluded by legislation from consideration by the Superannuation Complaints Tribunal”.

The Productivity Commission in its Draft Report stated that: -
"Some argue that an advantage of an industry-based scheme is… entities then have a proprietary interest in abiding by its decisions.  [If a fund failed]…fail[ed] to abide by a decision …[it] would be subject to action by ASIC which could jeopardise its status as a complying fund for tax concession purposes.  Further, such a body would provide a more direct and contestable method of financing than…through the Commonwealth budget by means of a levy.  For example…a direct charge is made on members by the Financial Industry Complaints Service (FICS) for handling complaints.  This charge increases considerably…[when a complaint] require[es] more than negotiation and need[s] resolution by an adjudicator or panel.  It could be argued that…the existence of such a…fee imposes a…discipline on industry members to…resolve complaints internally or…in the early stages of dealing with FICS".

We would submit that, insofar as member entities having a proprietary interest in abiding by the decision of an industry body is concerned, this is not relevant in the context of comparison with the Tribunal.  As it is an operating standard that a trustee must comply with a determination made by the Tribunal - it is irrelevant whether the member entity has a proprietary interest in abiding by the decision.

While the visible fee may impose a discipline on industry members to try to resolve complaints expeditiously, there is already a considerable incentive to do so as both the internal complaints handling processes and complying with the Tribunal’s requirements can serve to impose considerable costs on funds, both in time spent and potentially to reputation.  In addition, funds with especially "litigious" members, for whatever reason, could be unduly penalised.  Self - regulation could see considerable resources utilised in deliberating the appropriate basis upon which to levy such fees.

Further down Page 138 of the Draft Report it is stated “Decisions of an industry-based body could be subject to appeal to the courts by complainants.  In contrast, appeals against the Tribunal’s decisions can only be made on questions of law".

If the objective is to facilitate appeals to the courts de novo, then members could commence a legal action if dissatisfied with the outcome of the Tribunal’s determination.

Alternatively, the Superannuation (Resolution of Complaints) Act 1993 could be amended to allow such appeals.  Of course, if under either system (Tribunal or industry body) recourse needs to be made to the legal system the outcome may prove costly, time-consuming and distressing.

The Productivity Commission in its Draft report stated: -

"In summary, these are not necessarily models that would be well suited to superannuation due to the smaller number of providers involved.  However, together with the FICS, their existence indicates that a number of ASIC-approved disputes resolution bodies are operating in the financial sector".  

We would submit that these models would not be suited to superannuation due to the significantly larger number of superannuation funds involved.

Observation R: Need for Specialised Knowledge: - The existence of multiple, sub-industry-specific, dispute resolution bodies serves to indicate the need for specialised knowledge and experience in the product which is the subject of the complaint.  Such specialised knowledge and experience is to be found in the Tribunal and it would prove inefficient to replicate this across multiple industry bodies.
Further down Page 142 the Productivity Commission states that: -

"For equity reasons, as well as efficiency reasons, any external disputes resolution body should be available to members of all regulated superannuation entities (except members of self managed superannuation funds where disputes, if any, are likely to be of a different nature because all members are trustees).  Universal access by members of funds could be achieved most effectively by requiring funds to be members of an approved external disputes resolution body as part of the ongoing compliance requirements of APRA-regulated superannuation entities.  The Commission does not see that there is a need to be prescriptive about suitable disputes resolution bodies for superannuation, other than for the funds to choose an appropriately licensed body.  This is consistent with the provisions contained in the Financial Services Reform Bill that require funds to have an internal and external disputes resolution mechanism.  Any appropriately licensed body chosen by a superannuation entity would be subject to a measure of commercial discipline as regards the efficiency of its operation".

Observation S: Near universal Access SCT: -The Tribunal is available to members of all regulated super entities other than exempt public sector schemes and self managed funds and, accordingly, we query the assessment that universal access could be achieved “most effectively” by requiring funds to be members of an appropriate licensed body.  Enabling funds to select which external dispute resolution body they will use could result in approved scheme “arbitrage” and inconsistent outcomes for members.
The Productivity Commission in its Draft report states that: -

“As outlined in the guidelines, decisions of an external disputes resolution body should be binding on the subscriber funds.  Individual members of funds would still have access to the courts if dissatisfied with decisions of the external disputes resolution body chosen by the funds.  This would counter any perception which could arise that the dispute resolution body chosen by the funds was unduly influenced by trustee or manager interests to the detriment of an individual member”.

It should be noted that Determination of the Tribunal is binding on the trustee of the superannuation fund.

It is difficult to see how a member having access to the courts “would counter any perception … that the dispute resolution body … was unduly influenced”.  Enabling appeals generally from a decision-making body does not of itself displace such a perception except to the extent that an individual member can afford to have a particular decision reviewed.

Further down Page 143 of the Draft Report the Productivity Commission states “The Commission thus considers that the preferred arrangements for handling members’ superannuation complaints should include the choice by trustees of funds of a licensed, independent, external disputes resolution body which could review complaints that are not able to be resolved by funds’ internal disputes processes …..  The provision of complaints resolution services would be a contestable activity so that more than one complaints resolution agency could establish and compete for business among trustees”.

We would consider the provision of a complaints resolution service not to be a “business” per se but instead a service which constitutes a critical component of prudential supervision and public confidence in the superannuation system.

Furthermore, given that the trustee would be the entity to select the complaints resolution agency allowing agencies to compete for business could produce outcomes which were less favourable to the members of the superannuation funds.  Placing reliance on the existence of a judicial appeals process to ensure objective decisions are made is not appropriate.

Accordingly, we do not agree with the Productivity Commission’s Recommendation 8.2 that: 

“The Superannuation (Resolution of Complaints) Act 1993 should be repealed, subject to some transitional arrangements.

All superannuation entities regulated by the Australian Prudential Regulation Authority should be required to join a disputes resolution scheme approved by the Australian Securities and Investments Commission.  This should be mandated as part of the compliance requirements of those superannuation entities”.

Security Recommendation  AUTONUM  SCT be retained.  It is preferable that there be one body which promotes uniformity and consistency in approach.  The Tribunal has the added advantage that, as a statutory body, it is truly independent.  As justice not only has to be done but also has to be seen to be done then, given the mandatory nature of superannuation and the importance of its role in achieving retirement incomes policy objectives, we consider the statutory independence of the Tribunal to be of paramount importance.
The Productivity Commission then made Recommendation 8.3 that: -
“In the event that the Superannuation (Resolution of Complaints) Act 1993 is not repealed:

The Superannuation (Resolution of Complaints) Act 1993 should be amended for the following purposes:

1. to enable the Superannuation Complaints Tribunal to implement an incentive based system of charging superannuation entities for its resolution of complaints;

2. to give the Tribunal discretion to extend beyond one year the time limit for its decision on complaints against trustees’ actions on disability payments; and

3. to give the Chairperson of the Tribunal discretion to name parties to complaints reviewed by it”.

1. Charging for Complaints Resolution

The Productivity Commission in its Final Report stated: -

“The Tribunal does not charge superannuation entities or complainants directly for its services.  These are financed indirectly via the APRA levy on all regulated funds.  This means that the actual cost of dealing with a complaint is hidden from the parties involved.  As a result, there is reduced incentive for superannuation fund trustees to limit their use of the Tribunal’s resources.  A more direct system of charging funds for use of the Tribunal’s resources would have advantages in terms of enhancing the efficiency of its resolution of superannuation complaints”.

Firstly, there are considerable indirect costs to funds in the time involved both in going through their internal complaints handling mechanism and in preparing for and being involved in the Tribunal’s processes.  There is an additional incentive to resolve complaints - the potential for there to be a cost to reputation.

We dispute that there is any incentive for funds to “use the Tribunal’s resources” to resolve complaints - in fact most funds endeavour to resolve complaints using the internal complaints-handling mechanism as they would prefer matters not be referred to the Tribunal.

It should be borne in mind that a members occasionally perceive funds to have “deep pockets” and, accordingly, they may persevere with claims which the fund has rightfully rejected.

In particular, it can prove difficult for a fund to resolve a complaint with beneficiaries who are unhappy with the distribution of a death benefit.  The distribution of a death benefit is by its very nature subjective which means that it can be notoriously difficult to resolve to the satisfaction of all parties concerned.

Similarly, an applicant for a total and permanent disablement which has been declined has an obvious interest in having the decision reviewed.

Accordingly, the referral of a matter to the Tribunal does not necessarily reflect a lack of willingness to resolve the dispute on the part of the fund.  Often the fund is simply unable to resolve the complaint to the satisfaction of the applicant, especially if the applicant wants the death benefit to be redistributed or a total and permanent disablement benefit paid to them and the fund does not consider this warranted.

Frequently the applicant simply wants their “day in court” to have the matter resolved by an independent, objective adjudicator.  The Fund should not be penalised by the introduction of a charge, especially as this is generally borne by the remaining members of the fund.

Security Recommendation  AUTONUM  Funds not be Charged: -Funds should not be charged for complaints resolution by the Superannuation Complaints Tribunal.
2. Discretion to Name Funds
This recommendation is predicated on an assumption that the responsibility for a complaints not being resolved at the internal stage lies with the trustee of the fund, who would be “shamed” by being named.

As discussed above, in a number of instances the member is responsible for perpetuating the complaint, either because of a perception of the need for an impartial, objective determination or because of the nature of the complaint.

While we generally are supportive of the principles of transparency we feel that any effort on the part of the Tribunal to point out that many complaints are resolved satisfactorily would be outweighed by the potential damage which could be done.

There is frequently a tendency to perceive that the fact of a complaint having been made implies that there is some underlying substance to the complaint irrespective of the outcome (“mud sticks”).  Given that the Tribunal has the ability to name recalcitrant trustee in its annual report to Parliament we do not consider that any perceived benefit in naming trustees would outweigh the potential cost.

Security Recommendation  AUTONUM  SCT not be given Discretion to Name Funds: -The Tribunal not be given discretion to name funds, other than in their annual report to Parliament.
k) Public disclosure of annual returns

The Superannuation Working Group made the following draft recommendations: -

“Draft Recommendation 19

The SWG recommends that for funds other than those with less than five members, ASIC establish an electronic database for public use, which provides read-only access to audited accounts of the fund and also the fund information required to be given to members under the FSR Corporations Regulations.  The SWG also suggests that the Government assess the costs and appropriate funding mechanism associated with the provision of information.

Draft Recommendation 20

The SWG recommends that as a component of its current review of annual returns, APRA undertakes further investigation of any information in annual returns that could be made public, and that APRA report to Government at the end of that review

Draft Recommendation 21

The SWG recommends that, as a supplement to these requirements, the legislation be amended to require trustees to notify fund members of the presence, and nature, of any qualification of the auditor's report”.

The Superannuation Working Group in its Safety Options Paper stated “Prudential supervision and effective public disclosure of funds’ activities and performance are mutually reinforcing mechanisms for oversight of the financial sector".

It is not apparent why it is felt that public disclosure of funds' annual returns to APRA is warranted as information on the activities and performance of the fund is disclosed in the annual fund report to members and is therefore public.  This is not to diminish the importance of disclosure of information to fund members and the role they have in overseeing the fund's management and performance.

Recommendation  AUTONUM   Annual Fund Reports to Members Sufficient: - As information on the activities and performance of the fund is disclosed in the annual fund report to members and is therefore public, annual returns should not be required to be publicly disclosed.
Further down Page 20 it is stated that: -

"Unlike other parts of the industry, however, the regularity and detail of financial reporting required of superannuation funds reporting to APRA is not high.  At present, information received by APRA is neither timely nor comprehensive in comparison with the range of information collected from other supervised entities.  Late reporting has become almost endemic in smaller funds".

Given that as a market-linked investment product the major risk faced by the fund is investment performance it would not appear to be necessary to report in as much detail or as regularly as other parts of the financial industry which are facing significant credit, liquidity and underwriting risks.

Furthermore, superannuation is generally not a "real-time" valuation product.  As the fund earnings have to be established after year-end, the crediting rate determined, the annual review run and interest credited, member records reconciled to the financial accounts and the audit performed, this necessitates a lag before the annual return can be filed.

If the introduction of the "strict liability" provisions with respect to late reporting proves ineffectual consideration could be given to introducing a power whereby APRA, after giving notice, could order that the trustee not admit any new members, or even that they not accept contributions, until further notice.

Further down Page 20 of the SWG - Safety Options Paper, it is stated that: -

"However, there is also merit in considering whether superannuation funds should be required to make their financial statements more accessible to the public and market at large.  Responsible entities for managed investments are required to make their annual reports to members of registered schemes publicly available through ASIC.  Requiring public disclosure by all superannuation fund trustees would enable the market to scrutinise fund operations and provide valuable ‘sunlight’ and market discipline on the trustee.  Superannuation funds already provide some form of audited financial statements to their members.  It would be possible for these to be made publicly available through either APRA or ASIC.  This may require legislative change and small funds (for example, funds with fewer than five members) may need to be excluded on privacy grounds".

It should be noted that, under the SIS regulations, the annual trustee report of fund information, and the audited accounts of the fund, are documents which must be made available to anybody who requests them.

Security Recommendation  AUTONUM   Annual trustee report & audited accounts available upon request: -As the Corporations Act requires that the fund's annual trustee report and audited accounts must be made available upon request, annual returns should not be required to be publicly disclosed.
If the auditor’s report were qualified then this would be a significant event and, accordingly, the legislation would require trustees to notify fund members of the presence, and nature, of any such qualification.

Security Recommendation 5 AUTONUM   Significant Event Reporting Sufficient: - If the auditor’s report were qualified then this would be a significant event and, accordingly, the legislation would require trustees to notify fund members of the presence, and nature, of any such qualification.
l) Consistency with other regulatory frameworks
The Superannuation Working Group made the following draft recommendations: -

Draft Recommendation 22

…that superannuation trustees be required…to maintain a compliance plan in respect of each fund that they operate, which would need to be submitted as a part of the fund registration process.

The plan should…address…particular requirements in the SIS Act.  The Government should consult with industry on which requirements in the SIS Act should be included in the compliance plan.

Draft Recommendation 23

…that the compliance plan be audited each financial year, as a component of…existing audit…
Draft Recommendation 24

…that…funds…have an independent body monitor compliance with the plan, as follows:

· for funds with equal employer/employee representation, the trustees…would be able to perform this function…[as] the…board…incorporates independent representation; and

· for other funds, a compliance committee would need to be established.

Draft Recommendation 25

…that appropriate enforcement measures be put in place to address non-compliance with the compliance plan.  For example, a significant breach could be required to be reported both to APRA and to members…In addition, the SWG recommends trustees be required to notify members that they may seek a copy of their fund's compliance plan from the trustee.

The Superannuation Working Group in its Safety Options Paper stated: -

"There are a number of elements of the regulatory arrangements for…managed investment schemes that could…be applied to superannuation…to address current concerns.  In particular…managed investment schemes are required to prepare and lodge with ASIC a compliance plan setting out adequate measures for ensuring compliance with the Corporations Act and the scheme’s constitution.  Such plans are also subject to audit obligations".

Security Recommendation 52 Audit of Compliance Critical: -While the compliance plan in and of itself may identify significant risks there is nevertheless the risk that false comfort may be drawn from a well-drafted compliance plan obtained from an adviser which is not adhered to in practice.  Accordingly, it is critical that such plans are subject to audit obligations.
The Superannuation Working Group made the following draft recommendations: -

Draft Recommendation 26

The SWG recommends that the definition of 'significant event' in the ongoing disclosure requirements under the Corporations Act be amended to require the disclosure of non-investment transactions which are entered into by trustees with related parties.

Draft Recommendation 27

The SWG recommends that trustees be required to disclose in their PDS any in-house assets.  The SWG recommends that the Government considers reducing the length of time that grandfathering arrangements apply for in-house assets”.

The Superannuation Working Group in its Safety Options Paper stated that: -

"Further, registered managed investment schemes are subject to related party transaction provisions in the Corporations Act.  Under those provisions, subject to a number of exceptions, members must approve the giving of benefits to related parties by the responsible entity of the scheme.  Consideration would need to be given to the practical application of these kinds of provisions to superannuation funds, in particular, the relative costs and benefits of requiring meetings of members to approve the payment of such benefits.

Security Recommendation 53 Costs of Related Party Transactions Meeting Outweighs Benefit: -The costs of requiring a meeting of members to approve a related party transaction would substantially outweigh any potential benefit.  Given the requirement to invest on an arm's length basis, together with the in-house asset rules (which address the most significant risk to members of a superannuation fund), this measure would appear to be excessive.  Accordingly, appropriate disclosure does appear to be the sensible solution to this issue.
+++++++++++++
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