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MR COSGROVE: Good morning, everybody. We are now resuming the initial
set of hearings on the productivity commission’s review of the Superannuation
Industry (Supervision) Act 1993 and certain other superannuation legislation. As
people can see from our nameplates, my name is John Cosgrove. I'm the presiding
commissioner on thisinquiry. With meis Roger Freney who is an associate
commissioner for the duration of the inquiry. At the beginning of these hearingsin
Sydney last week | made some extensive remarks about the nature of the inquiry and
the way in which the hearings are conducted. | don't propose here to repeat those
remarks but anybody interested in reading them will be able to find them on our
Web site or through obtaining a physical copy of the transcript of the Sydney
hearings.

It is perhaps worth saying that the purpose of the hearingsisto provide
interested parties with the opportunity to put their submissions and views on the
public record. Thiswill not only help usin our task of assessing the costs and
benefits of legidlation which has been referred to us but also will assist usin
reviewing possible alternative means of achieving the objectives of those various
acts. These hearings are conducted as informally as we can but participants are
required to provide accurate information and to refrain from misleading the
commission as I’'m sure you all will.

The process from here on in, as people probably generally know, isthat we will
be releasing a draft report in due course, we hope around about the end of July, and
that will be a public document available for people’s consideration. It will be
followed by afurther round of public hearings which will enable people again to give
us their reactions to that draft report and we will be taking those views into account
of coursein our finalisation of the report which is due to be delivered to the
government in early November.

We can still receive submissions from people who have not yet given them to
us but the earlier they come to us the more likely it is that we will be ableto give
them proper and full consideration in our preparation of the draft report. Beyond that
| think it's smply a question of asking each of the participants who are appearing
before us today to identify themselves and indicate the capacity in which they are
appearing. Our first participant this morning is the Corporate Super Association |
think. Would you each identify yourselves please, gentlemen.

MR CERCHE: Yes, gentlemen. My nameis Mark Cerche and I’'m the chairman of
the association.

MR BROOKES: My nameis Nicholas Brookes. I'm the chief executive of the
Corporate Super Association.

MR COSGROVE: Thank you both, and thank you for the submission which you

have provided to us which we have had a chance to read. Arethere particular
elements of it that you wish to draw to our attention or would you simply like to
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discussit? We'rein your hands to some extent.

MR CERCHE: If I may, | would like to address the commission on the underlying
basis upon which we consider SIS rests and why the principles of it, whether in SIS
or in some other legal form, are considered by usto be desirable. Asyou can tell,
chairman, from my hair, | have been around thisindustry for alittle while and was
involved in the drawing up of the SIS Act and its regulations which was based of
course on the Occupational Superannuation Standards Legislation which preceded it.
The reason why it came into existence was the Commonwealth constitutional power.
We have seen how, in Corporations Law, the Commonwealth has struggled to pass
law which has been able to consider to be sound. Well, the Superannuation Industry
(Supervision) Act arose because the Commonwealth lacked the constitutional power
to legislate directly and we shouldn’t forget that in this exercise. It wasn't something
that was raised in the submission but it's something which | think is necessary for us
to remember.

The legislation was designed to do two things. Thefirst wasto set up a
minimal set of prudential rules which justified superannuation products being
granted tax concessions. If you met these rules you were tax conceded. If you didn't
you were punished and you were no longer entitled to benefits of the lower tax
regime. If you like, they were the prudential rules which underpinned an ebbing and
flowing incomes retirement policy in this country. One could quibble with them but
essentially one understood that the government’s view was that superannuation funds
shouldn’t borrow and shouldn’t charge their assets and those sorts of things, and if
that's what the rules are then that’s what the rules are. Y ou either meet them and get
the taxation concessions or you don’'t. So there was a voluntary nature of it to start
with.

The second element of the legislation was it recognised two basic ways of
delivering this product into Australia. The first one was the traditional way of
delivering superannuation through voluntary trustees. The voluntary trustee system
in Australia had been in existence since | think the 1920s and had more or less
flourished over that time until 1987 when the Occupational Superannuation
Standards L egislation was introduced and ultimately the SIS legislation was
introduced and the legislation admitted a regulatory framework which allowed the
mutual, not-for-profit superannuation to continue to be regulated by self-regulations
essentially, the principle being that the members took an active interest and voted for
the representatives and the trustee was prohibited from making a profit from itsrole
then one would expect the law to be observed, for people to carry out their duties
properly, and to carry out their functions as trustee in a proper and appropriate way.
The evidence seems overwhelmingly to support that conclusion.

Not to my knowledge has there been a mgjor failure of a superannuation fund
which has complied with the rules. There have been failures of funds which have not
complied with the rules but we have seen that in other areas aswell. If people aren't
prepared to comply with the rules and are prepared to risk the penalties which the
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law extracts then there will be failures, either through criminal behaviour or other
behaviour, but so far as I’'m aware the superannuation not-for-profit sector in this
country has by and large delivered against the expectations of the membership and
the regulators.

The other possibility which was reflected in the Superannuation Industry
(Supervision) Act which overlapped to some extent with the Corporations Law was
the possibility of there being a public offer fund which was run by an organisation
which did not have to meet the basic equal representation rules. We tend to forget
history when we cometo look at laws. The basic rule was unless you met the
criteria, the traditional criteria, you had to be licensed and you couldn't offer these
products and you had to offer them in a particular way. It's funny how the world
turns but the legislation was structured in that way and it was structured to support
and enhance what was at that time the primary method of delivering superannuation
into this country.

The full profit sector has embraced superannuation as an industry to be
involved in and they have done so quite properly to make profits for their
shareholders but they have no other reason to be in the industry, and certainly if there
isno profit for their shareholders they will exit thisindustry asthey should. Their
job isto make profit for shareholders, and coincidentally to manage and comply with
the law but we must accept that their legitimate aim in participating in thisindustry is
certainly to comply with the laws because they’re required to but to generate as much
profit out of it asthey possibly can and they will be failing in their dutiesif they
didn’t do that.

So the tension which the superannuation industry legislation attempted to
address was the tension between the traditional way of delivering superannuation and
allowing competition in this type of enterprisein aregime which was outside the
Corporations Law, because it couldn’t be in the Corporations Law, to enable full
profit organisations to effectively compete. It was to compete in an areawhere we
weren't talking about discretionary savings. Rather, we were talking about
employers' contractual obligations and in the end statutory obligations; statutory
obligation in the sense to avoid atax, one made a contribution to a superannuation
fund, but largely this industry was concerned with the employer complying with an
obligation imposed upon it or assumed by it and that’s what the industry was about.
It still isabout that. There's very little voluntary savingsin the superannuation
industry as we know it. Certainly in the do-it-yourself areathere’'s a huge amount of
"voluntary" savings, and presumably bona fide for retirement, but the growth in this
industry in that senseisin the individually controlled funds where wealthy people by
and large are taking advantage of the rules to save for their retirement and to also
shelter their assets in atax benefited environment. Good luck to them. | wish | was
wealthy enough to be ableto do it.

Reverting now to my constituency which is the corporate superannuation
industry, our industry has continued under the Superannuation Industry (Supervision)
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Act and has had no difficulty complying with it. There has not been rulesin there
that are - there are some silly rulesin there, of course, because some of the rules are
designed to stop individuals investing back in their own privately held companies.
That really is not an interest to us per se and the in-house asset rules affect us only by
accident when we find that our fund managers are overweight in us and suddenly we
look at ourselves and we find that our superannuation fund, through no conscious act
of us, has breached alaw because fund managers have decided to up the weighting in
News for example or some other company which is sponsoring a fund which has
itself no direct interest in the underlying company, but apart from those little errorsiif
you like the rules do not affect us.

Some of the rules do exclude us from investing in infrastructure-type products
directly and we need to set up elaborate structures to comply with the law but by and
large those are mere inconveniences and properly engineered. We can more or less
invest in whatever we think is a proven investment, and adopting the modern
portfolio theory, the current view isthat there is a place in aportfolio of a$5 billion
fund for some infrastructure investments provided we don't breach the law. So by
and large we have managed to comply with the law without very little difficulty and
very little inconvenience.

The benefit that we have been able to deliver to our members as opposed to our
competitorsis on the cost side of the equation. Typically we use investment
managers and pay their fee or that part of the fee we have been unable to negotiate
down, but we use investment managers typically for investments and securities and
usually in property. We're typically now indirectly invested in property. Direct
property investment istoo hard for superannuation funds directly because of the
borrowing restrictions and the need for - most supermarkets and similar
developments are usually highly geared with the superannuation fund putting in
mezzanine debt or mezzanine equity of some sort but through interposed entities but
by and large we go through managers. Those investments that we hold directly - and
it'stypically asmall part of our portfolio - are managed by corporate advisers and the
infrastructure projects or the offshore investments which we sometimes |ook to
investing to diversify the risk and to try and achieve returns where other markets are
failing and it'sadiversification issue for us. But the SIS legidlation in that respect
has had no difficulty for us.

Where we've been successful though is managing costs and typically our
evidence is that our minor corporate funds are able to deliver to the members a
product at a cost significantly lower than our competitors and in our submission we
had a median major fund which we'd put at, in our own terms, $320 million assets
under management. We've had a management expense ratio of less than half the
master trust competitor. The bulk of our members of course are considerably in
excess of the median that we've put in evidence and their management expense ratio
is considerably lower than the .7 that we've put and the major funds in this country
on the corporate side of things have avery competitive cost structure and of course
the equation in the end, whether it be defined benefit or defined contribution is
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income less expense.

We've felt that we've delivered to our members, through the model that we've
enjoyed, a superior investment return without prejudicing the security of the product
which is being offered. | talk in terms of the product and it offends me slightly; we
are not offering products, we are acting as trustees pure and simple and we're not in
there for the money. We're in there for the mutual benefit that this arrangement
brings both to the employer and to the member on the one hand. The thing | would
impress on the commission isif change is necessary - and change is necessary - at
least acknowledge the contribution and substance of the industry that’s been fiddled
with here.

We control - refresh my memory - $80 hillion as in the corporate
superannuation industry. My association represents $53 billion of that. That’s twice
the industry funds and half the rest, so we're alarge slice of the Australian
superannuation industry at the moment. To my mind we've delivered since 1920
products which have been accepted by our membership, appreciated by our
membership and despite all the surveys that we've conducted amongst our
membership, still appreciated by the membership. Our superannuation model in
Australia has been studied and replicated in other places around the world too, so the
not-for-profit sector has had its appeal in other places aswell as Australia. That's all
| think | need to say. The recommendations and the detailed submissions are before
you. | don't intend to repeat them.

MR COSGROVE: Okay, thank you, Mark. Y ou make quite an important
distinction early on in your submission to us about the differences between the
not-for-profit funds and the for-profit funds and you've presented information to us,
as you were just saying, about the better costs performance of the corporate fund
sector. Leaving that cost angle to one side for the moment, what would you say are
the key differences. | mean, | understand you've got a board of trusteesin a
corporate fund, equal representation of employer and employees. A for-profit fund
though also has atrust arrangement embodied init. It might not have an equal
representation aspect to it. What isit that you think is so important about the
distinction, as | say, leaving the costs angle to one side.

MR CERCHE: It'shard to move away from the costs. The primary function of a
corporate trustee - a corporation trustee - which is in the business of making money
for a shareholder isto make money for its shareholders. It's an incidental function
that it administers a superannuation fund. It makes a profit for its shareholders by
keeping its costs below the amount it charges the fund. There's nothing hard about
thisbut the - - -

MR COSGROVE: That'sall out inthe open and people can, on the basis of that

knowledge, make a choice as to whether they wish to operate within a corporate fund
or in some sort of retail fund.

15/5/01 Superannuation 94 M. CERCHE and N. BROOKES



MR CERCHE: That'sthe second aspect of the difference. We are delivering an
employer promise to an employee. A typical publicly offered fund is receiving
investments, discretionary investments, from athird party who has no association
with that organisation apart from an expectation that its investment performance will
deliver - taking account of its costs - an appropriate and satisfactory financial return.
That's the competitive nature of the business. But our arrangements are typically
above that in the sense that we are receiving an employer promise which is part of
the employment contract to contribute, in the case of a defined benefit fund,
whatever it costs, and typically in the case of a defined contribution fund, 11,

12 per cent | think isthe average that we contribute - we employers contribute to our
controlled fund.

In the case of public offer funds they typically receive either the SGC
component from the employer or in some cases a further amount or in the very odd
case a bit of the employee’s after-tax dollars. There are of course people who - and
because of the nature of the contributions that can be accepted into superannuation
arrangements there has to be an employee component to it. A person hasto be
employed before they can sort of make contributionsin this environment on atax
conceded basis.

MR BROOKES: If | could put in another point here. There's still competition
adding on to the costs of the strategic advantages. On the one hand under the
not-for-profit arrangement we have a board of people who are able to distance
themselves from any self-interest financially in the underlying instruments and that
itself leads to the best use, ultimate use of the free forces of competition, if | may
explain that. They're ableto look at areas of administration or investment
management or custody - the key areas of operations for any superannuation fund -
to use professional services to define which are the appropriate potential service
providers, ask for requests for tenders, analyse those requests for tenders, request
presentations, exercise proper due diligence independently of those service providers
to then appoint one. That's stage 1. That will go across the whole range of services,
so you may well have 10 or 12 investment managers, one admin provider perhaps
and obviousdly tax accounting, legal et cetera or independent selection.

Secondly, having independently selected those particular advisers, those
advisers are subject to the free forces of competition thereafter. The key point is that
they are always subject to of course competition price and quality, not just price, so
the trustees are able therefore to retain proper due diligence control, prudential
control for the benefit of the underlying members of the fund to select and act
appropriately in the best interests of their members. That’s one position which is
where we're coming from. The second position which is an alternative where you
have a single responsible entity provider, say, for profit, acommercially driven
service provider is completely the reverse which is that most of the services are
provided in-house.

If the self-appointed trustee who is not independent is able to select, their one
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selection istheir in-house services. They're not going to fire themselves now, are
they?

MR COSGROVE: No, but they are still operating in a competitive environment.
MR BROOKES: Inwhat respect?

MR COSGROVE: Weél, let’'sjust assume that a particular retail fund uses entirely
in-house services of the kind you were just referring to and its performance is poor,
now, it won't take too long, one would think, for that particular retail fund to start
losing market share because there are other retail funds who can step in and offer
better returns.

MR BROOKES: What you say makes absolute sense from a theoretical point of
view but there are two drawbacks to that. When all the services are bundled into one
service provider, administration, say, and investments, it's adilemma actually. The
dilemmaisthat that poor performance may be balanced by extremely good servicing
and brilliant administration.

MR COSGROVE: Weéll, | mean, obviously the consumer - in this case the
contributors - still know what’s going on.

MR BROOKES: Butthey haven't got a choice.

MR COSGROVE: They may decide that the poorer returns are adequately offset
by these other service aspects.

MR BROOKES: That’s the point because you're absolutely right. It'sa
compromise, isn't it, whereas they don't need to compromise. Y ou see in the current
situation they take the best admin provider, they take the best investment forms,
there’'s no need to have to accept a compromise - point number 1, | agree with you on
that. The second point isto do with ongoing costs as having bundled the costs
together and you've got average performance, pretty good administration. What
happens to the prices eked up from X to X plus 10 per cent or X plus whatever
percent? The response will be, that will be subject to competition correctly, but in
actual practiceit’s not because it’s actually now become - a transaction cost point it
has now become - a sole supplier is governing the whole relationship of the client
and the client has got a problem. Just suppose they don't like the increase in costs,
what do they do? They have got to go through enormous costs in unscrambling the
current arrangement, revisiting the whole decision-making apparatus, calling in
outside independent advice, "Which master trust do | go and to when, which one do |
select, how do we implement it and what do we do with the transfer from one fund to
another, if at all?' Enormous costs. Probably again a compromise might comein.
We said, "Reluctantly, we'll accept increase.” Whereas in the current position, again
no such compromise and disadvantage to membersiis required.
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MR COSGROVE: Yes, I'm not quite sure the distinction is as sharp as you're
drawing, Nicholas, but of course from our point of view the key question is not so
much whether one particular type of superannuation fund is more satisfactory, more
independent from the point of view of its members than another, but whether the
legidlation, in particular the SIS Act, in any way discriminates unfairly or
uncompetitively between funds. Now, Mark, in your opening remarks, when you
were talking about the historical evolution of the legislation, you seemed to suggest
that SIS had within it now a degree of tension in terms of accommodating the for
profit fund sector in asituation where it was originally designed for a predominantly
corporate type of fund structure. Could you indicate whether you think there are any
anti-competitive elements there?

MR CERCHE: Waéll, thetension isthat the for profit bodies are not restricted by
the employment relationship. The basic equal representation rules, and the
superannuation product that's offered by a corporate fund, or a non-licensed fund,
there has to be an employer sponsor. So for example if an employee ceases to be an
employee, under the rules the fund can accept contribution from that employee for a
period of two years, but then must cease, and it’s a breach of the rulesto do
otherwise. So we're seeing now some not-for-profit funds seeking to become
approved trustees so that they can receive contributions to retain benefit accounts
from former employees who have gone to another position but want to have their
contributions paid into this fund or want to make contributions to this fund, or
employers are reluctant, if you like, to become employer sponsors of a particular
fund but these funds are trying to maintain market share and grow by becoming
approved trustees. | think that’s the tension which is now starting to emerge.

The difficulty that the employer-sponsored arrangement has in becoming
licensed is the rules that APRA impose on approved trustees, particularly the
custodial arrangements, for example - and | notice today APRA is still of thisview -
that it is appropriate for an approved trustee to have a net asset value of $5 million. |
noticed with some wry amusement that APRA thinks the general insurers should
increase their capital adequacy from 2 to 5 million over five years to cover what
appears to be a $3 billion deficiency, but that's just an irony that seemsto have
developed recently.

In the sorts of money that we're talking about, a $5 million capital adequacy is
just anonsense really. Most of our funds are over $100 million, but for a
not-for-profit organisation to stump up $5 million means that it has to come from
somewhere. It typically comes from a bank guarantee and that just adds to the cost
of doing business, with no real additional protection for members at all. But that’s
the tension I'vereferred to, | think.

MR FRENEY: Can|l ask, John: gentlemen, if you could just describeto me so |

understand it clearly what the typical structureisin amajor corporate
employer-sponsored plan. Isit that you have a corporate entity?
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MR CERCHE: Yes. Typically you have a corporation as the trustee because
in---

MR FRENEY: You have acorporation, and that corporation is responsible for the
running of atrust, which is of course as atrust deed and trustees.

MR CERCHE: Correct - no, the basic - of course, yes. | shouldn’t say no ever.
The basic structure - and now we're going back to the legal requirements, the
Superannuation Industry (Supervision) Act - unless you pay old age pensions you
have to have a corporate trustee, and the corporate trustee can, if it’'s an approved
fund, not meet the basic equal representation rules, but if it's a pure corporate
arrangement it has to meet the basic equal representation rules, and that means that
half the trustee board must be representatives of the member either elected or
appointed by a body that represents the members and the other half is appointed by
the employer, which more or less mirrored what was happening in any event out in
the industry before SIS came along. So there’s no great hardship in any of this and
the rationale was that the members are there to make sure that their fund is looked
after; the employer is there to make sure that the employer’sinterest is looked after,
because we tend also to forget that most of these large corporate funds provide
defined benefits where the cost falls to the employer. So the employer had a
legitimate interest in ensuring that the fund was properly run because if it wasn't it
cost it.

MR FRENEY: | don't want to take too much time on this because, as John said,
our main focusison the SIS and what if anything should be done about the SIS, but
in a sense under alicensing regime, which was something you pointed to as a
concern in your submission, I’'m just trying to understand whether there's not already
an existing structure there for licenses to be issued, that is, the corporate trustee
entity. | don't really understand what the concern isto your members.

MR CERCHE: The concern with licensing is (a) some other body determines who
sits on the trustee board as opposed to the members and the employer. There's either
an educational test, which is appropriate, but the most important thing about thisis
rather the capital adequacy rules.

MR FRENEY: Yes. | don't seeit necessarily taking away the equal representative
provisions.

MR CERCHE: It doesn't necessarily happen.

MR FRENEY: | haven't seen anything to that effect but | was wondering actually
whether it might turn on this question of capital and whether it's a question of the
corporate entity having to provide say operating capital or NTA or whatever sort of
measures the regulator might deem appropriate.

MR CERCHE: Therearetwo aspectstoit. You can't realy license somebody
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who you don’t control. | mean, the idea of licensing somebody - traditionally if you
have a car licence you've passed a driver’s licence test; if you hold a gun licence you
hold something else. If you're licensed to offer securities to the public you meet
certain educational criteria. If you're licensed under the gaming industry you're not
Mr Packer. So there are al these sorts of licensing, so when you license somebody
who's elected it’s a bit of a nonsense, because you don't control them at all or
shouldn't, because somebody is elected and suddenly you withhold the licence
because they don't meet some nebulous criteria that you have in the back of your
mind about licensing.

APRA does have rules about educational qualificationsin their licensing
requirements for approved trustees, which are quite low actually, and | don’t think
there's ever been a problem in meeting those. But it’s really the capital, and the
$5 million capital adequacy requirement iswaived if al the assets of the fund are put
with the custodian who has $5 million. That leads to the inconvenience of atrustee
being unable to pay benefits and being unable to write cheques and silly things like
that, whereas that entity is responsible for everything. It just seemsto mefor the
want of $5 million - - -

MR FRENEY: You might even say it's aweakness of SIS that there is not some
kind of financial adequacy requirement on the trustee structure or the corporate
structure above the trust, because equal representation is avery strong foundation
plank, sure, but not to have some kind of requirement that the trust structure has the
wherewithal to protect the interests of the members could be said to be a weakness

perhaps.

MR CERCHE: | hear that. Typically the trustees are insured for negligence and
fraud, computer fraud and all that sort of thing. A prudent trustee carries that sort of
insurance. But $5 million doesn't go very far, doesit, and to have a meaningful
capital adequacy there would be very few playersindeed in the area. But the short
answer isif you require atypical corporate fund to have a $5 million capital
adequacy they will be out of business, because they will have to go to the bank and
get abank guarantee, then they will have to arrange somehow for the same amount
of money as the bank guarantee to be deposited with the bank so the bank has no
risk, and pay afee for the privilege. That just adds to the cost unnecessarily. It
doesn't achieve anything redlly.

MR FRENEY:: | suppose historically it's the employer that has provided the
operating framework for the employer-sponsored trust - - -

MR CERCHE: Yes, and they till do.
MR FRENEY: They still do. I'm simply teasing out the issues here, I’'m not

advocating any particular structure, but that seems to me to be an interesting point.
Anyway, John, thanks. We've probably explored that.
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MR COSGROVE: Let mejust touch briefly on this cost angle that was referred to
earlier, Mark. | don't want to explore thisin great detail today, but we have a
document prepared by Phillips Fox, an actuaries and accountants group, who actually
appeared before usin Sydney last week. This document, which is all about costs and
benefits to the community as aresult of choice of superannuation fund legislation,
which is still before the parliament, of course, has some material in it about the costs
of the various types of funds. The figures are somewhat different from those in your
submission. They tend to indicate that the costs of the corporate sector relative to the
assetsit has under its purview is something just over 1 per cent and also - again |
won't go into the details - the gap between that type of cost for a corporate fund and
for afor-profit fund or aretail fund isalittle narrow that in your submission. But |
wondered whether we mightn't, with your agreement, perhaps provide a copy of this
to Nicholas and ask him if he'd like to give us any reactionsto it.

Related to that is a point from another submission which we'll be discussing
later in the day from William M. Mercer. The particular material in their submission
is- | guess "assertion” may be not quite the right word but there’s no precise
evidence in the submission to this effect. But they do say that one of the reasons
why the decline in the number of corporate funds has occurred is the significant
increases in cost, both dollars and employees' time, involved with running a
superannuation fund, and they go on to say that the demise of corporate funds which
are generally run on a not-for-profit basis and are often heavily subsidised by
employers will result in employees participating in master trusts or higher cost retail
funds. It wasthat phrase "heavily subsidised by employers" that caught my eye, and
I'll be asking Mercer’s representatives whether they have any evidence to that effect,
although | do recall there is some material in the Phillips Fox document which
actually quantifies or attempts to quantify the subsidy. It variesfrom about .1
to .2 per cent of assets. But are you able today to give us any information that would
help us on this point about subsidisation of the operation of the funds?

MR CERCHE: If | can go to your first point, | don't think we're far apart in our
figures.

MR COSGROVE: No, | wouldn't say it’sbig, but it’s not insignificant.

MR CERCHE: We say minor corporate funds. It's1.22. For medium and maor
corporate fundsit’'s .7 per cent, and | think the distinction there is the important one.
The costs of a corporate fund are fixed, that is, you have one secretary, you have one
- s0 the bigger the fund and the bigger the number of dollars, the less cost, whereas
typically amaster trust doesn't work that way at al. It'sthe bigger the dollar, it's the
same percentage cost. That’s the commercial advantage that the corporate funds have
and that's how their cost structures are quite different. | get a bit passionate about
this. Figuresarefigures. People say, it's 1.22. That’s not so much," but it's 1.22 per
person account balance but it's a hell of alot, atruckload of money, if you're talking
about 100,000 members. Then the amount being charged bears no relation to the
cost. So that’sthefirst point. The second point is employers do subsidise their funds
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directly and indirectly. Typicaly inthe older daysit didn't matter because the
employer was on the hook for the costs, whatever costs, so in the pure defined
benefit scheme it was all employer costs so the employer took responsibility of
organising it in the most efficient way it was. The move away from defined benefits
has been slow; alot slower than alot of people realise. There are till very
significant superannuation funds out there which provide defined benefits which
costs the employer nothing and will cost the employer nothing because of the
surpluses that have developed over the years. So they’re the ones that are properly
run and these ratios don't really mean much.

Typically, however, there is support for the employers who are keen on and see
superannuation and their own fund as an advantage in the marketplace. There are
employers out there who still think that way, still think that way passionately.

MR COSGROVE: Intermsof their industrial relations with their workers?

MR CERCHE: Yes, andinterestingly, and | don't need to name funds, but the
public sector spin-outs have very strong corporate funds and support them very
strongly as apart of their industrial matrix if you like. They’re very successful at it
and they're the best. Y ou know, they are models of what people can really aspireto
asto the efficient delivery of an integrated employment arrangement. So thereis
support. | couldn’t put adollar figure or a percentage figureoniit. | think it varies
significantly. | would say though that corporates are looking more at their bottom
line and are seeing the opportunity to move more of the cost into the fund as opposed
to on their own account and they have still got aweather eye out for the costs though,
and typically they are outsourcing alot of the functions but still retaining the control
inside the organisation and inside the equal structure to the benefit of themselves and
their employees.

MR COSGROVE: Okay.
MR BROOKES: Commissioner, may | just - - -
MR COSGROVE: Yes, Nicholas.

MR BROOKES: To your good points earlier, the number of corporate schemes
certainly has been reducing but | think tying in with Mark’s comment about the large
corporates | think what's becoming clear, there's a differentiation emerging even
within corporate superannuation in that the large funds whom we represent are very
different in alot of ways from the smaller funds. There are 2100 corporate schemes
roughly in Australia with $80 billion between them but the top 50 of those, or in fact
less than top 50 whom we represent, represent over 70 per cent of all those assets, so
that’s only 50 out of 2100, so it'savery small - it's, what, 2 and a half per cent,
represents 70 per cent. It'sacritical point because | think to some extent Mercer’s
comments are correct. Mercers of course are one of the largest master trust
providers, service providersin Australia. Their comment is accurate that thereisa
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movement away, not by corporates, | qualify that. Small isthe word | would put in.
The very fact that we have existed for three and a half years that we created
deliberately to represent the key interest of the large corporates. | think there'sa
critical point. | don't want to over-elaborate.

That impinges on costs because if we then look at all these variations of
figures, you know, where is the Phillip Fox survey drawn from. 1I’'m not questioning
at all their figures. I'm just saying whereisit drawn from, what size, what’s the
average size, what’s the range. Again, that comes back to costs because we know
that the difference in costsis acritical thing. Not for us because it doesn't matter to
the corporates. They'renot in it to make money. It mattersto individual Australians,
the individual Australian community. | just put this squarely on the table. If thereis
even .1 per cent per annum difference in cost reduction that’s actually $80 million.
Let's put it on the table. $80 million for every 10 basis points moved. Now, if we
are 30 basis points or 50 or 70, you can see the scale of money we're talking about,
and the choice s, and that’s somewhere between 80 million at 10 basis points
through to 560 million at 70 basis points, that's the quantum of profit that is either in
individual Australians' retirement accounts under the not-for-profit site, under SIS,
either that or that 560 million or whatever the figureisis actually shareholder profit
for the financial service providers.

MR COSGROVE: Thank you. Let’'scome back to SISagain. Again, Mark, you
said it was broadly an appropriate framework but it did contain some silly rules.
Now, you know we have a number of aspects of superannuation excluded from our
terms of reference but can you identify any particular elements of SISwhich are
within our terms of reference that you would see asin need of an amendment?

MR CERCHE: | think the Part VII1 associate provisions are so complex that
nobody can make any sense out of them. | think that’sfair. They’re designed, |
believe, to stop superannuation funds investing in the employer sponsor or an
associate of an employer sponsor, and we're really talking there | think about some of
the cherry picking funds of a bygone era where the employer sponsor would make
contributions for a member, omit to tell the member that they were making
contributions, and lend the money back to the company.

MR COSGROVE: Unfortunately that is one of the pieces of legidation whichis
excluded from our terms of reference.

MR CERCHE: Indeed, but that's what it was all about, but it's so complicated that
it means for example that afirm of solicitors who has a corporate fund can't accept
contributions for SGC payments for a partner who happens to be a director of a bank,
for example, because then it becomes an in-house asset and the associates of the - or
indeed more relevantly, without bringing it back to a particular firm, an investment
company such as AFEC or Jerrawurra, so those sort of little inconveniences mean
that where it couldn’t possibly be suggested that this publicly listed investment
company is associated with a firm of solicitors, the fund is prohibited from accepting
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SGC contributions and directors' feesinto that fund. It has to make some other
arrangement which is- | mean, it’sjust an inconvenience.

One of the other things which - and thisisn't in the legidation, it'sjust an
APRA requirement - my understanding is that APRA expect atrustee to establish on
amonthly basis whether somebody isin employment at the relevant number of hours
which isjust an impossible requirement. | can't believe that that is a serious
requirement of APRA but it sounds likeitis.

MR COSGROVE: Yes.

MR CERCHE: What other rules are there? Y ou haveto look at the borrowing
rules and say, "What are they there for," because every other type of investment
admits of borrowing. Managed investment schemes certainly do and you overcome
the - every company in Australiais geared to some extent so why can't a
superannuation fund borrow? The answer of the regulator is, "Well, we think it
exposes the fund to unnecessary risk." Borrowing doesn't exposeit torisk. It'sthe
underlying investments that do that in my opportunity but that's a broad government
issue which isbeyond my - - -

MR COSGROVE: No, that’s useful, thank you. On page 16 of your submission
under the heading Risk Associated with the Absence of Asset Backing for Trustee
Boards, you have a statement there which in effect | think you have already
mentioned in passing:

In the event of asystemsfailure or other collapse the required asset base
isunlikely to be adequate to make good the damage. The required
capital backing for these entities serves more as abarrier to entry to the
approved trustee function than as a practical source of financial
insurance.

Do you see that as asignificant barrier to entry? Asl say, effectson
competition of the legislation is one of the things we have to give prime
consideration to.

MR CERCHE: Waéll, actualy I do. If welooked at the typical corporate fund they
would be a $2 company because it was set up to comply with SIS for no other

reason. Previously we would typically beindividuals and in order for lump sumsto
be provided which is the fashion these days, or was the fashion in 1993 and
continues to be the fashion, it was necessary to establish a corporation and where was
the capital for that corporation to come from? The short answer was the company set
it up and the company was prepared to tip in $2 and actually give a share to the
employer directors, and we comply with the law and off we go. But if it was
suggested that the employer sponsor should tip $5 million into a company then the
answer to that will be, "No, of course not." So the capital, to meet any capital
inadequacy, will either have to come from another source, most notably the fund, or
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the rule will have to be circumvented by paying some money to a bank usually and
the bank will give a guarantee and the bank will insist that you deposit the same
amount with the bank as is covered by the guarantee so $5 million just goes out of
the system for no real benefit. The answer isinsurance. The answer is not capital.
Insurance is abad word in Australia as we see but the answer is $5 million isn't
enough to cover a serious failure.

MR COSGROVE: Yes.

MR CERCHE: In most cases for anything less than 5 million it's more efficient
and cost effective for the fund to carry the risk and typically they do by way of the
indemnities which SIS permits atrustee to enjoy. Absent fraud and a deliberate or
intentional failure to meet the standard then the fund pays. By and large that’s the
most efficient way of covering small losses. In the context of a superannuation fund
of the type I'm talking about, and most vibrant funds as opposed to some smaller
funds, $5 million is deductible in any event in most cases.

MR COSGROVE: Areyou aware of any instances in which somebody wanting to
operate under an approved trustee structure has been deterred by the reserve
requirement?

MR CERCHE: Yes, | certainly am, absolutely. One fund actually sought to
become an approved fund and ran into this very issue, being unaware of the
requirement at the start of the process, but found that it couldn't justify the cost for
the benefit that they thought that they were getting from being a public offer fund.
The truth of the matter is without a huge advertising budget, a public offer fund is not
going to get any money from anybody other than its natural drainage areaif you like.
These funds which become public offer fund on the basis that they will be able to
attract money are bluntly kicking themselves, and they don't, and they fail. The
funds that catch the public’'s money as opposed to the employer sponsored money or
the award money are those funds which spend many millions of dollars advertising
on television and who pays for that?

MR COSGROVE: Inyour experience, Mark, would cases such as the one you
mentioned of afund being deterred be rare or more common?

MR CERCHE: | know personally about two. | was going to say three but | know
of two where they have abandoned. | know one which pressed on and has regretted
it to this day because of the custody requirements and the fact that they overcame the
capital adequacy rule by having the custodian write the cheques. Of course, the
difficulty with that was that the cheques were always | ate, they were wrong and had
to be redone, and the service level dropped down, because thiswas arelatively small
professional bodies fund - not professional, professional body - which had to become
public offer, because the members were not employees; the members were
self-employed persons, so they didn't fit within the traditional SIS 23JA fund, for
those of uswith grey hair.
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MR FRENEY: | can't resist the temptation just to come back to the point, though,
that whatever the tangible asset requirements are and what entry they may preclude, |
really think in terms of the prudent management of a superannuation fund and
protecting member interests one of the biggest risks can be the operations risk and
the wherewithal to remedy some kind of operational breakdown. We have seen
instances where you have well-intentioned people trying to deliver superannuation
services where they might have been going through some sort of change process,
change of a computer system, that |eads to trouble and the financial capacity isjust
not there to remedy and to prudently manage the superannuation fund or a changed
situation in a superannuation fund.

| think in terms of the principal objectives of SIS, of prudent management and
protection of member interests, to my mind barriersto entry in terms of net tangible
assets are one thing, but being able to manage operational challenge and operational
failure is another very important consideration.

MR CERCHE: Absolutely, and | think you'll find that most magjor corporate funds
are certainly operationally superior to their commercial counterparts. The reason for
that is that they have the wherewithal and the money to make sure that the service
providers provide. It'svery rare now - there are exceptions to this; some corporate
funds have set up their own administration systems and they have the capacity to do
that, and those are usually okay in the termsthat we're talking about. But if the
administrator mucks up, it's the administrator’s costs, not the trustees, and most
properly-organised funds would make sure before they committed to a particular
service provider had (a) the capacity to do it and (b) the capacity to pay if they
couldn’t doit. There may well be instances where Joe Blow Electronics, a
three-person or four-person APRA fund, has been unable to run a computer system,
but that’s somebody who shouldn't be doing it anyway.

MR BROOKES: | agree with your point and that’s much the same thing, | think.
But that’s why the predominance is to outsource - is from the corporate trustee board.
For focal reasons that Roger has actually brought out, and they’re excellent reasons,
the due diligence for the trustee under SIS actually ensures to the optimum extent
that the optimal service provider is chosen and fired and another one taken on, and
we welcome, by the way, in terms of this Productivity Commission, looking at ways
which can improve the quality, the accountability, deliverability of the commercially
different service providers. | think your point is excellent, because redly the
tightening surely should be on the service provider, because that’s where the ball
most likely will be dropped.

MR FRENEY: Although the trustee is the responsible entity, and, you know, it'sa
daily operation, running a superannuation fund, and you wonder whether indemnity
provisions and insurance provisions would kick in early enough to actually save a
situation of an operational - - -
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MR CERCHE: Usually they do, because there’s a zero deductible in the contract
with the service provider if the administrator breaches the service standard, or failsto
achieve the service standard, there's zero tolerance. It'snot likeif there’'s a deductible
claim, where the insurance usually doesn't kick in until it'sarea number. So there's
abalance there. Most corporate funds, because they’ve been at it so long, have the
systemsin place to cope and to administer properly and prudently, and they’re there.
They're there in abig way at the moment, and they’re functioning and meeting all
service standards and exceeding most service standards of anybody else in the
business, and it would be most regrettable if the outworking of this and the intention
of thisisto close them down.

MR COSGROVE: Could| come back to our friends, Mercers: in their submission
they have this statement - - -

MR CERCHE: Could| declare an interest here, chairman?
MR COSGROVE: Yes.
MR CERCHE: I'm Mercer’s corporate legal adviser.

MR COSGROVE: Thank you for mentioning that, but | don't think it affects my
guestion.

MR CERCHE: It might affect my answer.
MR COSGROVE: Okay. They say:

Theincrease in legidative requirementsin the last 10 years has hit
defined benefit funds far harder than accumulation funds. In new
legidlation, defined benefit funds are often an after thought, with such
funds being required to comply with extremely complex and unsuitable
requirements.

Now, they don’t really make clear exactly what legidative requirements they're
referring to there, and I'll be asking them that this afternoon, and it may well be that
they have in mind alot of the taxation legislation which many people have been
identifying, and | think you did yourself as a major reason for additional complexity
and compliance. But I'm asking this question again, against the possibility that the
SIS Act itself might in some way, by virtue of amendmentsto it, or possibly even
issuing of circulars by APRA, might have introduced some degree of competitive
disadvantage for the defined benefit schemes. Are you aware of anything in that
area?

MR CERCHE: Waéll, the information requirements that SIS mandates are relative

to piggy banks, bluntly. They don't talk in sensible terms about benefit accruals and
those sorts of things. It's account balance at the start, the insured benefit and al that
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sort of thing, and so the defined benefit funds have to tailor their information to

provide the required information, then the relevant information. That's an illustration
of the point, but | think Mercers are probably talking about tax, without wishing to
[imit them in that, but that would be my assessment. But certainly in the SIS
legislation you can see four or five pages devoted to insolvency of defined
contribution funds, which shouldn't be insolvent at all, to half a paragraph dealing
with defined benefit fund insolvencies, which of course are the only ones that can be
insolvent, if you come to think about it. A defined benefit fund, the accounts should
equal the assets, if properly managed. The deficiency occurs when that is not so, and
that is not so because the trustee, for whatever reason, isn't valuing the assets

properly.

MR COSGROVE: Okay, thank you. One aspect of the equal representation
requirement is the possible additional costs that the trustees might face in terms of
obtaining employee representatives, or perhaps in terms of the rate of turnover of
employee representatives. Have you any comments to make on that score?

MR CERCHE: | don't think there’'sany costs. | can't remember any - - -

MR COSGROVE: | meant the cost of conducting an election, for example,
that - - -

MR CERCHE: The average election costs, | would think, in the region of $10,000,
for alarge fund, you know, a 10,000 member-type thing. Elections of member reps
IS pretty organised and not terribly expensive. I've never perceived that to be an
issue. It's often been difficult in smaller employers with larger boards to get the
required numbers, and the people, you know, thereisa- it'slike every process,
people stand for election because (@) they think they can do it, or (b) their workmates
think they can do it and persuade them to do it, but there is a general reluctance, or
there can be a general reluctance to take on what's perceived to be an onerous
obligation. That’s the one side of the coin. On the other side of the coin you see
fierce election propaganda material for people who want to be elected, particularly in
the larger funds. Not perceived as a problem, and so far as I'm aware, | can't
remember a corporate superannuation fund paying $13 million redundancy benefit to
afinance director.

MR COSGROVE: Intermsof turnover of those representatives, would the typical
arrangement be that their successor was appointed without an election?

MR CERCHE: Theéelectora rulestypically require thefilling of acasual vacancy
within a period, and the rules themselves which are adopted by the trustee usually
have a mechanism for determining that, and it’s the next candidate.

MR COSGROVE: | see.

MR CERCHE: The next candidate who would have been successful but for that
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candidate, and so thereis- - -
MR COSGROVE: | see, arelatively inexpensive way of doingit.

MR CERCHE: Absolutely, and the trouble with having an election out of timeis
the stagger. So it would be avery rare fund indeed that had an election for a casual
vacancy. There would be usually a detailed mechanism for replacing a person, and
in fact alot of unsuccessful candidates are still interested in the fund and are still
kept up to speed with things because of changeover of people.

MR COSGROVE: Thefina question on that point: is has the introduction of strict
liability resulted in any diminution in the number of people willing to put themselves
forward for appointment as a representative trustee? | realiseit’'s arelatively recent
requirement.

MR CERCHE: | couldn't say that it had at this point. | doubt that it will. Strict
liability ssimply means if you're prosecuted, you have no defence, that’s all. 1 mean,
the objective is to comply, not to breach, and | think, I’'m proud to say, in the
corporate areawhere were involved, there is compliance at the highest order.

MR COSGROVE: | haveafina guestion - Roger may have some others - that
concern the requirement upon us to give consideration to aternative means of
achieving the objectives of the |legislation, and one of those which we discussed with
people in Sydney was the possibility of adual structure whereby at least large retail
providers presently subject to obligations under the Managed Investments Act might
operate under that act, and their superannuation legislation requirements would be
sort of tacked onto that. So that would essentially free them of the need to adhere to
the Managed Investments Act and the separate SIS Act, and there is quite a bit of
similarity in parts between those two pieces of legislation. Then for the smaller end
of the market, and I’m not quite sure how this would fit for your large corporate
members - that was the reason for my question - but the smaller end of the market
would remain under SIS, because, you know, they have nothing to do with the
managed investment structure. Do you have any thoughts on that?

MR CERCHE: | have no difficulty with the for-profit side of the business being
regulated somewhere else.

MR COSGROVE: But you would see your own large corporate members being
better suited under SIS, would you?

MR CERCHE: Yes, because we don't offer managed investments.
MR COSGROVE: No, no, right.

MR CERCHE: Infact wedon't offer much, we accept. Thisis one of the things
that is very hard to discuss, because we're talking at cross-purposes. We don't offer
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products. We receive contributions. We exist to assist our members. We don't exist
for ourselves.

MR COSGROVE: Yes, | can seethe point you're making.

MR CERCHE: The managed investments regime and us have very littlein
common.

MR COSGROVE: It'sof norelevance to you.
MR CERCHE: Yes.
MR COSGROVE: Okay, thank you. Roger.

MR FRENEY: Thank you, two questions. One, | was very interested in the
description you gave of afunds administrator, | think it was, who operated both in
New Zealand and in Australia and was saying that his work under the SIS regime in
Australiawas no more expensive than it isin New Zealand where there isn't an SIS
equivalent which was sort of suggesting that SIS was not imposing significant
additional costs on the administration and compliance. | was just wondering whether
it's possible to generalise that any further. Y ou gave the example of one
administration manager. Would you say that would be atypica experience or would
it be possible to get a dlightly more general handle on that?

MR CERCHE: Asl said| think in my opening, SIS has not been an issue for us.
It'saset of rulesthat you either elect to comply with or you don't play the game. The
area of concern is when you don't understand the rules because they're so - dare | say
it - poorly drafted. If anybody could explain to me how the Part V11 associates
provisions work, | will employ them.

The second point is that it's a regime which the government has said you must
comply with, so you set up your systemsto doit. It'sonly around the edges when
you get changes that there's any real difficulty. For example, when you alter the
preservation age to get adliding scale for people, you have to identify in your fund
now and at point of entry who is subject to the sliding scale preservation rule, so
that’s a systems problem which typically doesn’t affect a corporate fund at all because
it saysto its administrator, "Comply with that rule and demonstrate it to usif you
have." Where the administration is handled internally, it's usually backed out into
the corporation systems and the same rule applies. Very few corporate funds now
don't have an administration agreement with the corporation if it isin fact providing
services, which puts the same sort of test on the corporation, and the corporation fails
to achieve the benchmarks at its cost. So if you had the directors of most managed
investment schemes in here asking about these issues, they would say, "That's an
administration matter,” and it wouldn’t concern them, nor it should. The experts and
the detail should be attended to by the people who are responsible for that and the
directors' role should be to make sure that it isin fact being done and be satisfied that
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it's being done. SISisnot an administrative problem for acomplier. | mean, there
will be some rules you don't want, but that’s not the question. The government says,
"You've got those rules,” so you meet them - not a problem, in my opinion.

MR FRENEY: Thanksvery much, Mark. My last query was really one of
clarification. Inyour submission | think the gist of one point you were making was
that if superannuation services are provided by afor-profit entity as compared to a
not-for-profit entity, that some of the benefits that the membersreceivein a
not-for-profit scheme and particularly a defined benefits scheme, these are benefits
over and above SG that the employer might be giving to the members, but those
benefits would not be available in afor-profit regime. If there was a shift, say, from
anot-for-profit to afor-profit situation, the implication was that the members would
lose some of the "additional” benefits. | couldn’t quite follow whether what you're
talking about there was that there were employer contributions over and above the
SG amounts or whether there was the extent of the subsidy from the administration
angle or what it was, and | was just wondering whether you could elaborate because
if that’s a significant issue, it’s certainly something to bear in mind as we look at the
industry trends.

MR CERCHE: It'svery clear that the employerstypically have sponsored their
funds in excess of the SG minimum by a considerable margin and have additionally
supplied at no cost or very reduced cost the infrastructure to provide those benefits.
That still happens. A lot of corporate funds have gone from defined benefit to
defined contribution and they haven't typically gone back to 8, 6 or 7 per cent or
whatever the SG level was; they have picked a figure which produced actuarially -
making assumptions as to returns and salary growth - that if an employer contributed,
say, 11 or 12 per cent, at the end of 30 years the account balance should equate to the
defined benefit. That'stypically how you convert out. The employer has said and
there are two types of employers. There are the employers who have stayed in the
defined benefit fund and | will come back to them and then there is the employer that
has gone out and has converted on this sort of basis. They have said to the
employers, "Please agree to change" - one possibility - or (b) "It’'s going to change if
we have the power to doit." But to keep people on side and the superannuation is
perceived by some people to be areal employee benefit in this country, despite the
taxation.

What the arithmetic was, we will contribute 11 or 12 per cent because the
actuary tells uson the rate of return looking backwards and going forward and salary
growth, it will be the same. The dlight of hand was - it wasn't a slight of hand, they
weretold - but bear in mind the investment risk is now with you. So if the rate of
return doesn’t achieve the assumed rate, then it will beless. On the other hand, if the
rate of return is higher, you will get the benefit of that. So that is one scenario in the
corporate fund that has happened and the employer still has a keen interest in the
performance of that fund, because there is general disgruntlement if the objective
isn't achieved, if the investment performance is better and the benefit is greater, then
the employer is going to think, "How can | reduce my contributions going to alower
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rate?’ That is aseparate restructuring if you like.

But if the investment performance is under that, then everybody starts to ook
at the conversion and you will see whether there is an action under the Trade
Practices Act or something similar to that. So employers have akeen interest in
making sure that their defined contribution plan performs. Equal representation
gives them that entree. It makes sure that the investment strategy adopted by the
trustee is consistent with the outcome that was promised to members or indicated to
members. But where the employer is on the hook financialy in the defined benefit
arrangement, the focus is much more acute, because if there is an under-performance,
then it isadirect cost to the employer. If thereisan over-performancethenitisa
benefit to the employer.

So alot of employers have still stuck with those arrangements, certainly in
respect of current employees when they decided to go to another structure. When the
arrangement goes out-house, all of those considerations go out the window. The
employer typically says to the employee, "Y ou are going out to a master trust, we
have to contribute 8 per cent, you can salary sacrifice any other amount you like and
we will give you aone off salary increase” - if they are good employer - "or we will
give you nothing. It'sup to you." The net result of that isthat thereis either aone
off salary adjustment and the employer’s contribution is SG, unlessit is sacrificed out
of other income, which istypically what happens. Then at that point thereis no
employer sponsorship or assistance in relation to the fund at al. The cost of the fund
and itsinvestment performance is entirely on the employee.

MR COSGROVE: Sogenerdly if an employer reviews the company’s
superannuation arrangements and begins to contempl ate the future of them, including
perhaps the outsourcing to a master trust, typically do they decide not to persist with
the defined benefit?

MR CERCHE: Absolutely.

MR COSGROVE: So at least for new starters. It might just be closed and
perpetuated for existing contributors, but - - -

MR CERCHE: A handful I think - - -

MR COSGROVE: So very few defined benefit funds would be trusteeship change
to amaster trust arrangement?

MR CERCHE: No, taking a step back and going forward, there are some master
trusts out there which offer defined benefit funds and there are some employers who
have as afirst step moved it out to the master trust by way of successor fund, because
then you don’'t need employer consent and then you can stop it without employer
consent. So there are some of those about, but typically an employer would not
support a defined benefit where it had no say in the investment strategy and in the
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master trust it doesn't have the necessary say. While there may be afew out there
that are closed, where there is a defined benefit component in respect of past service
and there are certainly some of those where it couldn’t be otherwise, there are a
handful | suspect of defined benefit funds which are ongoing, but they are probably
funds where an unallocated reserve has been transferred, because the transfer in fund
wasin surplus. Typicaly the employer sponsor there would maintain the defined
benefit until the surplus was exhausted, to avoid afight over it and then once it was
in balance it would be converted.

So it isadelegate sort of thing and one of my experiences | guessis the way
the legislation has moved to discourage defined benefit funds and | agree with
Mercers sentiment there and it’s not necessarily only SIS, but there are elements of
SISthat do it and | think that's to the detriment of participants who have enjoyed the
security the defined benefit fund offers.

MR COSGROVE: Do the successor fund rulesin SIS have any relevance in this
context you have been discussing?

MR CERCHE: APRA'sinterpretation of the successor fund rules have caused a
great deal of hair loss, because it’s an extraordinary position which they have been
unable to shift from. My genera view about the successor fund provisions are that
they have been - and thisis a chairman of the CSA as opposed to alawyer - have
been sometimes inappropriately, not hopefully by my client, but they have been used
as amethod of avoiding liability and converting and under the guise of outsourcing
have radically altered the nature of the benefits without afull description of the
change, if there was afull description at one end, message not received at the other.

MR COSGROVE: Doesthat suggest aweakness in the way the provisions are
drafted, or isit simply - - -

MR CERCHE: The provisionswere designed, were intended to apply so that you
could en masse move afund from here to here without changing it and member
consent wasn't considered necessary in those circumstances. But of coursethat is
amost impossible to do. So you have the equivalent concept built in and then you
have equival ents to rights to benefits at the point of transfer built in and then you
have academic arguments as to what you mean. The rule should be, unlessitis
identical you should get members consent and if you can’t do it you can't doiit. |
think there have been abuses of it, to the detriment not of the employers, but the legal
system is robust enough to recover that as we have seen in the United Kingdom.
These things won't be hidden forever, but there has been abuses of those provisions.
Those provisions have worked efficiently on the other hand when it has been
properly done in asmall defined contribution plan where it is no longer efficient to
maintain the arrangement in-house, because of the regulatory burden, so you
outsource it and provided you get the investment strategy more or less right and you
get the insurance arrangements continuous and more or less right, there should be no
problem. It isquite efficient and you avoid going out and getting the 50, 100, 200,
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500 signatures, which is what you would otherwise have to do.

But where the successor fund provisions have been used to convert the type of
fund and the employer’s obligation, then in my opinion that’s an abuse and
fortunately I've not done any myself, but | have looked at ones that have been done
which haven't complied.

MR FRENEY: That completes my questions, thank you.
MR COSGROVE: Thanksvery much for avery extensive and informative
discussion. We will follow up in due course on the cost angle you mentioned.

Thank you very much for your submission.

MR CERCHE: Thank you for the opportunity.
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MR COSGROVE: Our next participant is Tower Trust. For the purposes of our
transcript we would like you to identify yourself in the capacity in which you are

appearing.

MR O’'BRIEN: My nameisPat O'Brien. | am the general manager personal
business for Tower Trust, based in Adelaide.

MR COSGROVE: We have received your submission. Are there any particular
points you wanted to make?

MR O’BRIEN: | think the thrust of the submission isrealy to bring someone’s
attention to the change in the lodgment period. That isthe real issue for us of course.
It has been brought forward from nine months back to four. We are currently in the
process of implementing a computer system and they never go smoothly. We have
also got issues that alot of the investments within private funds we administer arein
managed funds and some of those managed funds don't provide final tax statements
until as late as October, which of course presents its own difficulties.

We have put it to the auditors that if we were to lodge on a cash basis rather
than accruals basis and give an estimate of the tax liability, we might have a chance
of meeting the four-month deadline, but if APRA are not prepared to accept on that
basis and certainly Price Waterhouse are prepared to sign off on that basis- but if
APRA aren't prepared to accept, then we have afew problems. Then of course that
tiesinto the levies, but of course | don't think you are looking at levies.

MR COSGROVE: Remind meif you would when this reduction in the lodgment
period to four months has effect? It isalready in place?

MR O’'BRIEN: Yes, itwasin for the year ending June 2000.
MR COSGROVE: June 2000?

MR O'BRIEN: Yes.

MR COSGROVE: So returnsare due by the end of - - -

MR O’'BRIEN: By the end of October last year and we failed dismally in that
lodgment, but APRA have been quite supportive in that, quite understanding.

MR COSGROVE: So there have been no additional late lodgment fees levied on
the funds?

MR O’BRIEN: Not at thisstage. | gave a submission to the Department of

Treasury and they came back and said they would be very surprised if APRA would
impose pendties. So | guesswe- - -
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MR COSGROVE: Inrespect of thelast financia year only?

MR O’'BRIEN: Only, yes. This particular year they have been quite open and said,
"WEell, you have had your go and now - - -"

MR COSGROVE: The expectation isthat they will be quite demanding for the
year - next month?

MR O’BRIEN: 2001, yes.
MR COSGROVE: Anything else you wanted to say to us?

MR O'BRIEN: That probably in anutshell isit. One of the recommendations at
the back talks about the difference between the legidlative treatment of self-managed
funds and the SAFS that we administer or at least specialisein and | suppose we aso
administer self-managed funds and really we treat them very much the same, apart
from who isthetrustee. So | guesswe are alittle bewildered | suppose between the
difference in the lodgment and also the levies. | suppose what we are asking for isa
level playing field and the suggestion that we have made is because the ATO
obviously had expertise in processing so many of the self-managed funds, that maybe
the SAFS can also be processed by them, but we still fall under the APRA credential
banner.

MR COSGROVE: Yes, it wasthat point really that | wanted to ask you about.

Y ou do say the current rules discriminate against the SAFS. | takeit as you have just
been saying that there are two elementsin your view which form that discrimination
and one is the different lodgment date and the other one the different levy. Nothing
moreto it than those two items?

MR O’'BRIEN: No, that'sabout it. | mean if they were self-managed funds the
levy would be about 200,000, whereas now we are paying 1.5 million. A master
fund pays a maximum of 46,000. So thereisin our mind inequities.

MR COSGROVE: Areyou aware, Pat, of this discrimination actually resulting in
ashift out of SAFS into SM SFs?

MR O'BRIEN: There has been some movement, but not a huge amount. | think
our numbers over the last two or three years have been growing moderately, certainly
not the growth that we used to have and the self-managed funds are also growing, but
they are coming from different sources.

MR COSGROVE: Sowould it be reasonable to conclude that the small APRA
funds see sufficient benefit in operating with an approved trustee for example to
offset the additional reporting obligation and higher levy they are required to pay to
APRA?
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MR O’'BRIEN: Yes, at present we certainly believe that people have made a
decision that they don't want to be trustee, but of course cost is a huge factor and
sooner or later people will move, more so than they are doing now.

MR COSGROVE: Asyou sad, you have put forward some recommendations to
us. Thefirst onel think is clear to usthat prudential supervision of your trust as an
approved trustee would remain with APRA, but prudential supervision of the SAFS
themselves should be passed to the ATO. | can see how that might work.
Alternatively, the SAFS stay with APRA, but the administration duties associated
with regulation of them are passed to the ATO again. The second one again | think |
can understand, but the third one, I'm not quite sure of its practical application. This
isthe one where you are saying that approved trustees such as Tower Trust would
continue to be subject to APRA, but not the actual SAFS. | am trying to think how
APRA would view such asituation. In other words, in effect it seems that approved
trustees would be, if you like, de facto regulators of the actual small APRA funds. Is
that how you see it working?

MR O’'BRIEN: No, not really. The ATO currently receive returns for
self-managed super funds and we are saying that they should also get the returns for
the SAFS, but APRA would still regulate us. Soin effect all APRA would be doing
Is outsourcing the processing of the return and all the - - -

MR COSGROVE: ToATO?

MR O’'BRIEN: Tothe ATO and then all the stats would be collated by the ATO
and obvioudly passed onto APRA. But if we did anything wrong in alegidative
sense, then obviously it would be APRA that would be regulating us.

MR COSGROVE: DoesATO have the resources to do the type of prudential
supervision that APRA is designed to do for these funds?

MR O’'BRIEN: Most of the prudential supervision that APRA carry out on usis at
asort of fundamental company level. In other words they come in and they have a
look at things. They go through all the minutes and the audit committee meetings;
all those sort of things. They have alook at the robustness of the organisation as far
as business continuity plan is concerned, or our IT developments and systems and
whether things are operating correctly and all the checks and balances internally are
there and the returns flow or the administration flows properly, there are delegations
from the board. Soit'sall those very nitty-gritty type of aspects. They don't
necessarily look in ahuge amount of detall at the individual returns or funds | should
say. That really isafunction for Price Waterhouse or our internal auditors who write
their reports and APRA sort of review those.

MR COSGROVE: Sointhat sense what you are proposing here might not be such
a big change?
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MR O'BRIEN: Wedon't think so, that's for sure.

MR FRENEY: | wasjust wondering - excuse my ignorance - when other
superannuation funds have to report to APRA by? Arethey aso not the small, the
other APRA funds- - -

MR O'BRIEN: The investment funds and those - - -

MR FRENEY: Yes, do they have to report within the four months too?
MR O’'BRIEN: Four months, yes.

MR FRENEY: Thatisasort of uniform APRA requirement.

MR O’'BRIEN: Public office funds.

MR FRENEY: Yes. So arethey facing the same challenge as the SAFSin terms
of getting this information from funds managers running unit trusts and the taxation
information from them within the same time frame?

MR O'BRIEN: I'm quite sure they would face the same problemsasus. | know a
number of the larger fund managers actually wrote to their clients and told them to
request extensions of time with the ATO to lodge their tax returns, because they
wouldn't be advised of their income by the end of October. So I'm quite sure the
master funds would also face the same problem. The differenceis at the end of the
day they are lodging one return and we have 5000.

MR FRENEY: Thelogisticsare huge. | just wonder if thereisany time limit
imposed by statute on the master funds to report the distribution, the 30 June
distributions. | would assume there would be some sort of - - -

MR O’BRIEN: I'm not aware of any.

MR FRENEY: Thismust be ageneral issuefor all taxpayers and superannuation
funds, that if they are reliant as I'm aware they are, having to get these distribution
statements and tax statements from the master funds, then other people are sort of
faced with atime issue aswell.

MR O’'BRIEN: | think ASIC would probably take a huge interest in those type of
organisations, but I'm no aware of anything built into the legislation.

MR FRENEY: So we come back to the logistics of your situation. Have you had
any rationale given to you by APRA, or by the treasury as to why they are requiring
the four months?

MR O’'BRIEN: No, they have basically said that self-managed funds are a different
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animal and every other superannuation fund has to fall within the legislation and they
seeit asatest | suppose for the trustee to be able to meet their deadlines.

MR FRENEY: Inasenseit can be atest of sound management.
MR O'BRIEN: Exactly.

MR FRENEY: So another issue | suppose that they could put forward and | am
just wondering whether there is actually atrustee who is removed from the members
of the fund and part of the sort of prudential supervisory regime and prudent
management regime as you have said, could be that the regulator wants to be able to
assess fairly early on in the course of its annual work where are the risks coming out;
where are the weaknesses, the problemsin the industry coming out? So in terms of
managing their own work load APRA might want to be able to have atimely view of
how the SAFS are being managed. So from the annual returns they want to get data
from the SAFS at the same time as from other superannuation funds so they know
how to deploy, for example, investigatory and supervisory resources of APRA. I'm
just hypothesising whether this could be a reason but has this been mentioned to you
as apossbility?

MR O'BRIEN: | think you're correct in that. | think that’s where they seeit. But |
suppose we're saying that there are other ways to achieve that, either through reliance
on our auditors or by different spot checks or whatever. We've offered to pay the
levy up-front in case it was a revenue issue.

MR FRENEY: Yes.

MR O’'BRIEN: They believeit’'s not arevenueissue. We've also offered to
provide them with the stats straight off the machine as a sort of master fund if you
like, how many funds we've got, what the total assets are; all those different things.
But we haven't had any luck at this stage with any of those arguments.

MR FRENEY: So what length of time would a suitable sort of reporting time
frame be?

MR O’'BRIEN: Waéll, | suppose what we're saying isif we have this new computer
system in place and it's working as it’s supposed to be working then we would give
October a good go, apart from the fund manager issue. We're asking for the nine
months, but as a compromise | would have thought December would give us
sufficient time in which to do the whole thing.

MR COSGROVE: Isthere scope for you to exert influence on the fund managers
to provide the information you need in time for you to meet October - - -

MR O’BRIEN: We havetried that but without much joy unfortunately.
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MR FRENEY: And there’'sonly alimit to how far you can take that because you
might get sub-optimal investment decisions. If the fund manager says they couldn't
meet the reporting deadline and you were loath to put funds with that funds manager
then they could be sub-optimal.

MR O'BRIEN: That’s right.

MR FRENEY: But it would certainly help to get some clarification overal, John,
asto why this four months, if it is simply a standard that the regulators need to have,
or whether there’'s some other some credential sort of reason.

MR O'BRIEN: Wefeed there must be a different way that we can satisfy them,
give them the information they need rather than - and of course even the auditors are
saying to carry out their job correctly that they originally were talking November
they would finish their work. So alot of it is outside our hands.

MR FRENEY: Yes, | think we've heard submissions, Mark, from some other
people - maybe the accounting and auditing profession - that have suggested that
there might be some phasing of returns through the course of the year so you could
get amore even distribution of the resources that are required to prepare accounts
and prepare annual returns so the regulatory or supervisory timetables could be
spread alittle differently than all being bunched into one financial year. Presumably
something like that would help.

MR O’'BRIEN: It certainly would, yes.

MR FRENEY: Thank you.

MR COSGROVE: Pat, acouple of other issuesin your paper are worth seeking
your guidance on. Oneisjust afactual matter. At the bottom of page 3 | think it is
under the Other Matters heading you've mentioned a paper submitted by the Trustees
Corporations Association. Could you tell us what that is?

MR O’BRIEN: 1 think I might have been mistaken. They've got an extension of
time until | think the 17th in which to lodge that paper.

MR COSGROVE: Of May?

MR O’'BRIEN: Yes.

MR COSGROVE: It'sbeing lodged with whom?
MR O’BRIEN: | understood with your organisation.

MR COSGROVE: | see. Okay.
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MR O'BRIEN: Sorry about that.

MR COSGROVE: Right. Thank you. The other one was the investment rules
comment in your submission. You say that you think they are fair and reasonable
but you go on then to refer to the possible use of superannuation moneys to fund
member mortgages | guess. Y ou say that this was a proposal by the government
sometime ago. Can you recall about when?

MR O’'BRIEN: They were talking about three years, four years ago | suppose.
MR COSGROVE: The present government?

MR O’'BRIEN: No, | think it was Labor government.

MR COSGROVE: Okay.

MR O'BRIEN: We'e talking about utilising superannuation for - but, | mean, I'm
quite happy to withdraw this particular matter. | mean, I’'m not convinced myself that

it'sagood idea.

MR COSGROVE: | wasgoing to ask you about what it might mean for prudential
management and superannuation funds.

MR O'BRIEN: Yes, it wasjust feedback that we're getting from some of the
adviser groups that we deal with who thought it would be a good idea

MR COSGROVE: | see.

MR O’BRIEN: | thought it might be an ideato put it forward but I'm not
convinced, to be quite honest, myself.

MR COSGROVE: Thanks. | think that pretty much covers what | wanted to ask
you. Anything else?

MR FRENEY: No, thank you.
MR O'BRIEN: Thanks very much for your time.

MR COSGROVE: Thank you for coming and giving us your submission.
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MR COSGROVE: Waéll, we get under way again, and our next participant is the
Industry Funds Forum. lan, for our transcript, would you mind identifying yourself
and the capacity in which you are with us today.

MR SILK: My nameislan Silk, S-i-I-k, and I'm the convenor of the Industry
Funds Forum.

MR COSGROVE: Thank you. Thank you too for the submission you've given us.
Is there anything you wanted to say about it, lan, or would you like usto discussit?

MR SILK: I've got some brief comments to supplement our written submission,
and then of course I'd be happy to answer any questions on it or the substantive
submission. The two key issues that the Industry Funds Forum see as being raised
by the issues paper are the overall regulatory framework that currently exists, and to
some extent as a subset of that, the operation of the trustee system, and the Industry
Funds Forum position on both of those issues is one of strong support for the

status quo. Now, that’s not to say that we accept and endorse every element of those,
but as an overall view, the Industry Funds Forum strongly supports the current
regulatory framework, and in particular supports the way the trustee system operates.

The overriding principle of the superannuation trustee system is that
superannuation trustees administer funds in the best interests of members, and not in
the best interests of any other party, and we think that principle has well served
members of superannuation fundsin Australia. The Australian trustee system’s
success is due in large measure, we would submit, to the equal representation
requirements that operate. Our experience isthey operate very successfully, and
underpin much of the member and public confidence in the system. We do not
believe that there are any grounds, whether based on competition, efficiency or
member interest, that would justify introducing a licensing system for trustees. Apart
from the increasing costs of such alicensing system which would ultimately be borne
by members of the funds, such an approach islikely to have a negative effect on one
of the positive features of the trustee system, and that is the great diversity of
individual trustees.

The generally successful operation of industry funds and other funds with
member and employer representatives, such as corporate funds, is that the diversity
of background, of experience, of skillsand of qualifications have served to further
the interests of membersin away that in our submission would unlikely to have
occurred if there was a different sort of system in place. A spate of recent corporate
problems in the non-superannuation field, including Harris Scarfe and HIH,
demonstrate that boards replete with what might be called the right type of directors,
are far from a guarantee that the shareholders, or those that have a direct stake in the
economic health of an entity, are served with those sort of people on the boards.
That’s not to say of course that they’re a guarantee of failure, but it isto say that it's
no guarantee of success.
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In terms of the regulatory structure, we'd submit that the current regulatory
structure has served the interests of members of superannuation funds very
effectively and is largely responsible for the smooth operation of a current system,
and we would emphasise that we think the Australian superannuation system
operates extremely smoothly for the very great majority of members of
superannuation funds. The Australia superannuation system is very competitive, and
affords members of funds considerable flexibility to tailor a superannuation product
to meet their own needs. The current market is characterised by widespread
competition, significant innovation, product development of a great scale and
considerable flexibility. Thisincludes a range of technological enhancements which
aim to and have served the purpose of improving the efficiency and ease with which
members and employers alike communicate with their superannuation fund.

Aside from the strong growth in the industry over recent years, including
impressive asset growth, there's been an explosion in the number and type of
products and services that superannuation funds have provided to members. This
activity reflects the reality that thisis a competitive industry that provides a very high
level of servicesto members. Industry superannuation funds operate in this
competitive environment, and have been one of the key driversin reducing the cost
structures that apply in most superannuation funds. The 2000 KPMG public offer
fund index shows that of the 25 listed public offer entities, seven of which were
industry funds, the five lowest cost providers were industry funds. Given this
situation of modest fees, active competition manifesting itself in significant new
product development and strong member support, the Industry Funds Forum strongly
arguesthat it is not appropriate to reduce the regulatory framework in the
superannuation system.

The remarks of the governor of the Reserve Bank, Mr MacFarlane, last week,
to the parliamentary economics committee, indicated that APRA required more
resources and atighter regulatory regime to tackle the insurance industry and certain
limited superannuation funds on the "fringe" of the industry. We think it'simportant
to note that these comments appear to focus on the insurance industry, with a
marginal reference to what is expressly said to be a small slice of the superannuation
industry that was not part of the mainstream. In the context of Mr MacFarlane's
comments, it's inconceivable to the Industry Funds Forum that there would be parties
seeking to dilute the existing regulatory framework. We accept and acknowledge
that the industry generally, and members of affected institutions in particular, are
exposed if aregulatory system is not sufficiently rigorous to protect the interests of
investors. The superannuation system, perhaps unlike the insurance system, largely
has such aframework in place, and it should be preserved. We would submit that
there needs to be a distinction between the establishment of an appropriate regulatory
framework on the one hand, and its effective enforcement on the other.

Two specific issues we would raise for the commission’s consideration relate to

the new penalty regime and to the Superannuation Complaints Tribunal. Industry
Funds Forum urges greater disclosure as to how the regulator intends to enforce the
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penalty provisions, especially in the context of enforceable undertakings and strict
liability provisions. Thereis considerable disquiet that the new provisions are a case
of overkill. The Industry Funds Forum would also support the continued role of a
statutory complaints body, such as the Superannuation Complaints Tribunal, to be
accessed by superannuation fund members. Thank you.

MR COSGROVE: Thanksvery much, lan. The high level of support for the
present SIS framework is clear from your own remarks today and also from your
submission. Nevertheless, our duty isto, under the terms of reference, look at
whether or not it is restricting competition or adding to costs of compliance, and
whether those restrictions or costs are outweighed by benefits which the restrictions
produce. You noted in your submission - it'son page 2, | think - yes, there'sa
statement that the act itself, the SIS Act, doesn’t constrain competition unreasonably
or unnecessarily. | can understand that view, but it would be | think of assistance to
usif you could tell us of parts of the legislation which might actually constrain
competition. It might get into unnecessary detail today, but if you can't recollect
parts of the act by which to do it, you might be able to give us a supplementary note
perhaps. It would help usto form our own judgment about whether these things are
really, as you've said, reasonable and necessary, which may well be the case.

MR SILK: Weéll, one of the requirements of the legidlation for approved trustees
and public offer fundsisfor a$5 million capital adequacy requirement. Now, in
some quartersthat is seen - | don’'t know, some submissions to the commission have
argued that that acts as a barrier to entry, and by inference is constraining
competition that might otherwise occur within the industry. But the issue, we would
say, isthat that and any other elements of the legislation that can be pointed to as
barriersto entry have to be seen in context, and the issue here is a balance, on the one
hand, between a competitive industry that does not have unnecessary barriersto
entry, and does not have inappropriately high costs, and a system that has a
regulatory regime that protects the interests of the key participants. The key
participants are not the funds, they're not the people who work for the funds, they're
not the service providers, they're the members, and what we're saying is that to the
extent that there are barriers to entry, such asthe one I've just indicated, in the total
context of the regulatory regime applying in the system, they serve avery useful
purpose for the key stakeholder, and the key stakeholder is the member.

MR COSGROVE: Yes.

MR SILK: Too often in these sort of debates there's focus on a party not being able
to participate for one or other reason. | might, for instance, complain that | can’t
practise as an architect. 1've got apen and I've got a pad, so | can sketch, so make me
an architect. Well, it'sagood thing for people on the 28th floor of this building that |
didn't design this building, and that’s an extreme case of the balance that I’'m talking
about. | could argue there’'s a barrier to entry to me practising as an architect, and so
thereis, and so there should be.
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MR COSGROVE: Yes. Soyou'renot really aware - although we may pass across
acouple as we work through your submission - but in general you're not aware of
any parts of the legislation which you see asin need of overhaul or amendment
because they might be adding unnecessarily, say, to compliance costs.

MR SILK: We'rein fact compiling alist of areas that we think this commission can
turnitsmind to if it wishes, in terms of itsfinal report. But our substantive
submission and my comments today are directed to the thrust of the legislation and
the thrust of the commission’sterms of reference. Theissuesthat well providein a
supplementary submission are marginal.

MR COSGROVE: Okay, thanks. I'll look forward to that.
Independent trustees -
you say at the bottom of page 2 and over on to the top of page 3 -

have been central to areduction in the reporting of corporate failuresin
the case of corporate superannuation funds at |east.

Can you actually provide us with any evidence to that effect, lan, again, not
necessarily today but - - -

MR SILK: Yes. Look, | probably can’'t. | was conscious that that was a particular
comment that doesn't have empirical datato support it, at least that I've been able to
establish, and it relies on comments that have been made to me by people who are
more knowledgable of the corporate areathan | am, but | don't have any data that |
can provide to the commission on that.

MR COSGROVE: No, well, we have had earlier today the Corporate Super
Association basically making the same point. 1n away of getting back to the point
with which | began, under the section Costs of the Legislation on page 3 you say
that:

Whilst we would support measures to ssmplify the legislation, we
wouldn't support any such measures that had the simultaneous effect of
reducing security of members’ superannuation investments or
undermining public confidence -
asyou've said to us. But that statement, "We would support measures to simplify the
legislation," is again caught up with these marginal proposals that you'll eventually
put to us?
MR SILK: Yes, that'sright.

MR COSGROVE: Fine. The next point | had was on page 4 under Trustee Rules.
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There in the second paragraph you make this statement:

Aside from the obligations under the various superannuation legislation
and regulations, there are duties imposed by the Corporations Law which
are entirely appropriate and do not constitute an excessive burden or
involving excessive Costs.

What exactly are those duties? I’'m not familiar with the Corporations Law. Is
this the coverage of general duties under trustee law or isit something else?

MR SILK: No, it'sessentially that. I'm talking about the general provisionsin
Corporations Law which require directorsin particular to exercise or overseein a
prudential fashion the entities that they have legal responsibility for.

MR COSGROVE: | see. ButtheSISActitsalf isin this respect adding something,
isit, over and above the Corporations Law obligation?

MR SILK: Yes, webelieveitis, andit’'sin the context of trustee directors
exercising their dutiesin charge of atrust and what we would see is the additional
level of responsibility that atrustee has as opposed to a normal director.

MR COSGROVE: | see. | think on thefinal page you say there that:

Having regard to the sound history of the larger funds, the calibre and
reputation of their service providers and their ready availability to be
open to request for information from the regulators, more of the
regulators' time should be devoted to small superannuation funds.

WEéll, | guessit’s right that the smaller funds may well be running higher risks
than the larger ones which might have perhaps more professional management. But
equaly if alarge fund wasto fall over you've got alarger loss for the members and
the beneficiaries.

MR SILK: Yes.

MR COSGROVE: And of course we've had the CNAL case. But you still would
feel that the regulator should in a sense go easier - that’s not the right word - but
devote fewer of its resources to supervising large funds than the small?

MR SILK: The point you makeisavery sound one. A large fund, by definition, if
it falls over, it's going to have a more significant effect than if asmall fund falls over.
We're not suggesting by any means that large funds should escape rigorous scrutiny
from the regulators. What we are saying though, if al the resources are focused on
the larger funds for the reasons you've outlined, then there may be an exposure at the
other end of the market. We've had discussions with APRA on just this point and
they make the point that they have limited resources and have to deploy them as
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efficiently asthey can, and | think you can probably make a case both ways. We're
really suggesting that APRA should take into account not just potential problems that
might occur if afund falls over but also alikelihood of any individual fund falling
over, and both factors should be taken into account when they're setting out their
audit plan in particular.

MR COSGROVE: Thisisnot something that the act itself mandates, isit? It'sa
matter more of the implementation practice of the regulator, right?

MR SILK: That'sright. It'sreally APRA’s internal management of their resources.
MR COSGROVE: Okay. Anything else?

MR FRENEY: Yes, thanks, John. The community’s interestsin super are for
efficiency and low cost, and one of the important things that comes up in community
discussions | think is about the capacity for individuals to consolidate their
superannuation and the question of portability comes up. There's plenty of
discussion about how we should try to improve that question of portability,
consolidation and release of superannuation balances from one fund to another.

| think quite some progress has been made in achieving smoother transfers of funds
from one fund to the other. I'm just wondering if you have any comment on that or
whether you think it’s an area that should be addressed by legidlation.

MR SILK: [ thinkit'sareally good point. | think the latest figures show that
there's between two and a half to three superannuation accounts for everybody in the
workforce and there’s plenty of people who only have one account. So there's
obviously alarge number of people that have got a very significant number of
accounts. | think most people acknowledge that consolidation of alarger number of
accounts into a smaller number of accounts, possibly one account, is beneficial for
individuals. There are some funds, some institutions, that put obstacles in the way of
individuals who are seeking to consolidate their superannuation. It can be difficult
enough to get the message through to members that they should seek to do it. But
when they receive that advice, act on it and then are frustrated from achieving their
objective, then it’s perhaps not surprising that they give up.

We believe that there should be some system in place that requires
organisations to give effect to members' clearly expressed views. There are instances
of some organisations that impose excessive exit charges, however characterised, on
members who seek to withdraw money to transfer to another account. There are
some organisations that refuse to accept a member’s request to transfer out of afund
because it’s not on one of that organisation’s forms, albeit that the member’s views
are clearly expressed on another document, be it aletter or aform from the fund into
which they which to transfer. So those are the two most common hurdles that are
placed in the way of people who are seeking to manage their superannuation account
or accounts as efficiently as possible and in their own interests. They're both
instances of institutions seeking to serve their own interests at the expense of the
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individual’s. To the extent that by way of regulation or legislation those sort of
obstacles can be removed and individuals can give effect to their objectivesin this
regard, that would be a very positive devel opment.

MR FRENEY: That’'s anot unimportant point for competitive forcesin the sense
that consumers can actually vote with their feet, and if they’re stopped from doing
that by some of those practices that you mentioned, then that’s not a good thing. But
do you think that the industry is making sufficient progress itself in thisregard, lan,
or do you think that there could be scope for some kind of regulatory or supervisory
front or legidative framework that would help?

MR SILK: | think theindustry has made positive stepsin this direction. The
introduction of what was known as "the transfer protocol” four or five years ago has
facilitated members transferring money as they wish. However, there'sa
considerable number of institutions that don't follow or don't utilise the transfer
protocol and do frustrate members’ objectives. So in the absence of the industry
being able to demonstrate that it can serve members' interests in this particular area,
then | think there is scope for some legidlative or regulatory regime to enforce
appropriate standards.

MR FRENEY: Thank you. | think the other area about which I'd like to ask a
guestion or two might be this one of alternative legidative frameworks, John. We
have received submissions that some superannuation providers might find it more
efficient and perhaps might pass on costs savings to members of super fundsif they
could operate under a somewhat legislative framework. They'd be the four profit
organisations in particular where they feel that they might be able to operate, for
example, under the Managed Investment Act provisions and the Corporations Law
and incorporating the elements of SIS that protect the peculiarities of superannuation
products into their compliance frameworks for managed funds. So they would
actually get efficiencies by being able to in effect combine compliance arrangements
for super into their non-super managed fund products. We realy haven't heard what
costs savings might pass on to the members of the superannuation funds and we
haven't really had a significant analysis of the amount of prudent management
protection that would be afforded to the fund members. Neverthelessit's an
interesting point. | was just wondering how your forum would feel if you got into a
world where you might have different legislative frameworks applying to different
kinds of superannuation providers.

MR SILK: Our view isthat the provisions of SIS of themselves aren't the
important thing. It's the effect of those of course and it’s the protections that they
provide to members. If the protections that are provided under SIS were provided
under some other regulatory framework, then that would probably not be of great
concernto us. But clearly there's an objective in moving from SIS to the Managed
Investments Act or some other |egislation and we've seen some of those proposals
but, like you, haven't seen the detail of them, and certainly aren’'t aware in any detail
of what the implications of them are. But some of the issues that we would be
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interested in are what would be the extent of the alleged costs savings and in
particular, would they actually flow through to members? Secondly, what elements
of SISwould not be transported through to the new legislation and why? Thirdly, in
particular, looking at it purely from a member’s perspective, what would be the actual
impact on the regulatory framework that currently serves to protect the interests of
members under SIS? What would replace that on a point-for-point basis asto what’s
in the SIS legislation under the new legislation?

So to encapsulate that, we don't have a problem per se with alternative
legidation being considered but it really must meet a series of pretty rigorous tests
principally, seen through the perspective of members, to demonstrate that it's in their
interests for that to occur. Again, it'sreally aquestion of it may or may not be in the
interests of members but if it isbeing pushed by a service provider it’s presumably in
the service provider'sinterest, but that's not the ultimate test. The ultimate test isisit
in the interest of members.

MR FRENEY: Thanksvery much. My last question isarelated one. On page 3 of
your submission you say that:

The IFF can see no benefit in changing the legislation, such that the
enabling act is confined to guiding principles for regulators with
additional detail contained in regulations.

| think the general insurance draft bill that is now in the parliament is a piece of
legislation not unlike this, in that it sets some guiding principles, some important
framework sort of issues and then alows the regulators to set standards. Clearly the
government has seen advantages in introducing this kind of legislation and some of
them can be that it's more flexible, that it responds to industry development, that it
allows more competition, it allows more product development, it's not asrigid, the
change can be made more quickly as needed. Earlier you pointed to the great need to
have arobust protective regulatory framework, legislative framework for
superannuation, so | was just wondering in a sense here why you said you couldn't
see any benefitsin this alternative model like the general insurance draft legislation.

MR SILK: My understanding isthat both the government and the industry are
supportive of that model, that legislation. Our sector of the superannuation industry
is not supportive of that, because the flip side of the advantages you have instanced
in respect of regulations as opposed to legislation is the degree of certainty that
legislation provides. We start from a position of saying the current legislation
provides a good solid member-oriented level of protection and we want that retained,
we don't want it compromised and we don't want it put at risk. If we had adifferent
view of legidlation, then we might take a different view as to the form of regulatory
framework that should occur. But you don't have to be terribly cynical to suggest
that if the legislation is sought to be dismantled, such that there’'s some key principles
enshrined in the legidlation and the detail in regulations, that the transfer from the
existing codified legislation to the regulations can see changes actually occur. There
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will be pressures from various industry participants for that to occur and we would
see that as exposing members to a weakening of what we currently see as avery fine
level of protection for members.

MR COSGROVE: Areyou also making animplicit more genera point therein that
whatever the objective of a particular piece of legidation, that you would see
problems in additional discretion being provided to the regulator from requirements
being set down in legislation?

MR SILK: Generadly speaking the answer would be no, because we all know how
difficult it can be to change legidlation and if every element of aregulatory
framework was prescribed in legidlation, then it makes it very difficult for the
regulator to respond to changing dynamicsin the industry and it can be very
frustrating for other stakeholdersin the industry if the regulator’s hands are tied. So
we are supportive of regulators having an appropriate level of discretion and a
capacity to change their practices as circumstances dictate that that should occur. We
would differentiate that pragmatic view of the world with the point that we were just
discussing, which really goesto the nature of the overall regulatory framework.

MR COSGROVE: Just onefina point, lan. Y ou mentioned in your opening
remarks that you are opposed to alicensing regime. You said it would increase costs
and reduce the diversity of trustees. | guessin respect of the latter point, what you
had in mind is that some people who are presently playing satisfactorily the role of a
trustee might not be able to meet the licensing requirement and so would disappear
from thefield, so to say. Isthat what you have in mind there?

MR SILK: That iscertainly apossible outcome. It isalso the case that a number of
people satisfactorily performing the role of trustees might not put themselves through
whatever tests are required to be licensed.

MR COSGROVE: Itwould be adisincentive for them.

MR SILK: But it also raises the question of what criteriawould be used in
formulating this licensing system. So thereis that fundamental issue which, if a
licensing system was to be introduced - and | would repeat that we strongly oppose it
- we would have some strong views about what that should and should not entail.
Secondly, alicensing system would act as a disincentive for some current trustees to
continue in therole. Thirdly, some trustees may well not meet whatever licensing
requirements were imposed.

MR COSGROVE: Theincreasein costs - what would be the effect of the licensing
system in that regard?

MR SILK: | don't know who it would - - -

MR COSGROVE: It would depend on the system | guess.
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MR SILK: It would depend on the system, but by definition you introduce a
system and there has to be coststo it. So there are going to be costs there and those
costs will ultimately - perhaps indirectly, but they will ultimately be borne by the
members of the funds.

MR COSGROVE: They could be borne by the taxpayer in effect. Well, no, |
suppose if the regulator is funded by industry levies, yes, | see what you mean.

MR FRENEY:: | supposeit’sjust worth reflecting for a moment that in terms of
licensing, if you are actually looking for higher standards of prudent management, if
that’s what you are trying to achieve, one way of achieving it would be through
licensing. Another way of achieving it could be through the current SIS Act, but
actually having some higher hurdles put in, higher entry hurdles put in within the
current SIS Act provisions would be another way of achieving | assume the kind of
objectives of alicensing regime. It wouldn't be direct alternatives. | think there are
different ways of achieving this.

MR SILK: | think you also need to look at why we would be contemplating the
introduction of alicensing system. I've not heard any industry discussion and have
certainly not heard of any member level discussion indicating that the current
capacities of trustees, whether the fund that I’'m most intimately involved with or any
other, isinadequate in any way. If there was afedling in the community that the
trustee system wasn't operating and that was a reflection of the capacities of
individual trustees, then thisis an issue we should most definitely be addressing. But
in the absence of that on the one hand and a proven track record of the Australian
superannuation system powering along pretty successfully, it just seemsto me an
issue that doesn’t need to be dealt with; there is no apparent basis for consideration of
it.

MR FRENEY: Thank you.

MR COSGROVE: Thereis actually one other matter now that we might seek your
advice on. It gets back to the area of alternative ways of meeting the objectives of
the legislation. What would you think about the idea of incorporating into SIS a
capacity for provision of superannuation under a contract arrangement as distinct
from under atrustee structure? So as occurs in the case, say, of lifeinsurance at the
moment, afund could contract with afinancia corporation to provide a defined or
accumulation benefit scheme for its members. Thisis aquestion out of the blue, |
realise, and you may not have given it any thought at all to date, but do you have any
reactions?

MR SILK: My initial and not very considered response would be to - again,
looking from a member perspective - seek to establish in my own mind whether the
contractual arrangements provide the same level of protection and safeguards for
members as the trustee system currently does and that is a pretty substantial onus,

15/5/01 Superannuation 130 I. SILK



and the onus we would submit would fall squarely on the shoulders of those
proposing such amove. Obvioudly in the absence of any detail about what might be
in the contract, we would say we wouldn't be in favour of that for the reasons | have
just mentioned.

MR COSGROVE: Thank you very much. | am very grateful for your input and
look forward to that further detail on the possible marginal improvements that you
have promised us and we will break now for lunch and resume at 2 pm. Thank you.

(Luncheon adjournment)
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MR COSGROVE: Let'sresume our hearings. Our next participant is
PricewaterhouseCoopers. Would you each also for our transcript please identify
yourselves in the capacity in which you are here today.

MR GAINSFORD: Certainly. Len Gainsford and I'm a partner in the tax and legal
services area of PricewaterhouseCoopers.

MSKEATING: ClaireKeating, adirector of PricewaterhouseCoopersin the
assurance and business advisory services area.

MR COSGROVE: Did you want to make some remarks about the submission you
have provided to us?

MR GAINSFORD: What we would liketo do, if that’s okay with you, isjust to go
through it in two parts. | will just do the up-front bit and talk a bit about the requests
and then Claire will go into the detail. We have made some suggestions in the detall
about where things might be slightly changed and obviously any questions that you
may have at that point. Thank you.

We would like to thank the commissioners because we have had some quite
fruitful discussions in the early visits around the time of the issues paper and that was
very useful and as afirm we certainly have a commitment to NCP reviews, because
we have been involved right from the days with the Wallis inquiry and so on. So this
is part of our ongoing involvement and | think that setsit in some context. Firstly,
Price Waterhouse has a significant client base in the superannuation and funds
management industry. The market may be defined as the market for professional
services, and we have looked at your prior reports, one on the architectural
profession and we thought that definition was fairly useful. We provide
compliance, external audit, internal audit, taxation, actuarial and investment
consulting and awide range of other consulting services to various approved trustees,
corporates, the public sector, industry and retail superannuation funds.

PricewaterhouseCoopersis aso heavily involved in the industry through its
partners and employees participating with industry groups, such as - and we will just
name them quickly - the Association of Superannuation Funds of Australia; the
Australian Institute of Superannuation Trustees; the Investment Funds Association;
the Institute of Actuaries of Australia; the Institute of Chartered Accountants and the
Australian Society of Certified Public Accountants. We will providein the
submission obviously some more information about who we are and what we do in
appendix 1.

Prior to making the submission, PricewaterhouseCoopers, and thisis after our
discussions with the commission, ran a number of workshops internally to discuss
the issues paper and we had about 20 funds who were our clients and where we have
involvement, representing corporate industry, public sector and retail funds. So what
we were seeking to do was to have an environment within our own client base, if you
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like, to put some things to them and come to some views about what we should be
suggesting in our submission. We also internally have some views and we will go
through that in amoment. So it's on the basis of these workshops and our expert
knowledge through our client base that we make this submission.

We have made some requests to the commission in the context of thisinquiry
and perhaps | could just go through them and then later on we will tag those. Firstly,
the six pieces of legidation covered under the reference should be retained with some
minor amendments as outlined in the submission. What we are saying is that of
course it shouldn't be set in stone, but basically the legidation has been atered and
we think at the moment, particularly SIS legislation works reasonably well, but there
are some things that do need addressing. The primary objective of SIS must be to
continue to provide a strong prudential framework for the superannuation industry
and we haven't had an opportunity to read all the submissions. | think we had some
difficulty downloading from the Web site but, for instance, | had alook at the
Institute of Chartered Accountants submission and there is support there for retention
of SIS. There seemsto be alittle groundswell from what we were hearing this
morning with people giving evidence as well.

The commission should recommend greater use of industry consultation and an
example we have given there is policy discussions with Treasury to address problems
identified in the operation of the legislation, the point being that the legislation is
there, there are a set of rules we have heard alot about this morning, but to make
sure that there is proper functioning of those rules, perhaps a consultative process or
more open consultative process might assist in the actua achievement of the
objectives. That'sthe way we seeit. Thethird request isthat to varying degrees, the
six pieces of legislation foster pro-competitive outcomes through business certainty,
broad application and availability of the information to industry participants and fund
members. We seethat as quite a positive thing from the existing - again, focusing
mainly on SIS.

Request (d), there should be continued reliance upon audit opinions and advice
from entities or individuals who possess the requisite professional qualifications
and/or satisfy registration requirements. Just on this point too, we heard this morning
- one of our auditsis Tower, they mentioned that - we are entirely sympathetic to that
process. The shortening of time frames for APRA reporting to four monthsis
making it fairly difficult. There should be away of addressing that. Tower, |
suspect, is not alone, but perhaps we can comment a bit more on that later, Claire.

Our final request is that the commission find that each of the above requestsis
not inconsi stent with the national competition policy. That's the way we read the
terms of reference. By that, we mean that we don't think there is arestriction of
competition, which is what the commission obviously refersto in itsissues paper as
flowing from each of these requests that we have made. That isbasically all | would
like to do and handing over to Claire now on the details.
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MSKEATING: [ will just give some background in terms of the reasons for our
requests. The general consensus both within our office and from the workshops that
we held isthat SIS generally provides a comprehensive legal framework and
prudential framework for managing the interests of members. It provides certainty
which is welcome through both the SIS Act and regulations and through the
additional guidance which APRA givesthrough itscirculars. That’s not to say that
we are always in agreement with the circulars, but at |east we know what the position
is. So that helpsin managing compliance costs, because you have more certainty in
the way that things will be regulated.

One of the main issuesis that employees don't have access to their super for
many years and so they expect the system to operate with stability and security. So
one of the prime considerations is stability within the industry, and that SIS is viewed
in along-term view, rather than a short-term viewpoint. Intermsof costsin
complying with SIS, most funds are now comfortable with complying with SIS and
there isageneral view that even if SIS didn't exist, funds would typically do ssimilar
things to satisfy themselves from the prudential point of view. So there definitely are
costs, but funds now manage them and are comfortable with them.

The main concern has been the cost of complying with other legisation, for
example, administering the surcharge, and any potential costs of having to be
licensed under the financial servicesreform bill. We see SIS as setting a minimum
standard of compliance for funds. That is reasonable, given the prudential focus and
that there is emphasis on educating members about how their superannuation fund is
performing. There has been some discussion about alternative means of achieving
the objectives of the legidation. Our view isthat the current system works well. We
want to emphasi se the importance of trustee training and that there is support within
the industry for this continuing to occur. There are alternative approaches. At this
stage we are not convinced that an alternative approach is desirable.

We are comfortable with the trustee system and it being the appropriate legal
structure for super funds and there is the additional level of responsibility, given the
fiduciary relationship that appliesin relation to trust law. We believe that thereis
little evidence to suggest that the current trustee system hasn't delivered good results
in terms of appropriate investment returns, good service to members and reasonable
investment management insurance and administration costs. We believe that whilst
there has been failures within the system, these have typically been due to failure to
follow the rules of the system, rather than the actual structure of the system itself.

We have noted a number of areas where we believe there are inefficienciesin
the SIS Act and we have detailed these within our submission. These arein brief the
duplication between the age based limits and the reasonable benefit limits. So there
are actualy rulesin relation to this at both the entry level and the exit level and we
wonder whether one rule mightn't achieve the government’s objective. There are
some very complex rules for employees aged between 65 and 70, some of which
were discussed this morning, for example, the trustees needing to know whether
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members of these ages are working between 10 and 30 hours every week throughout
the year.

In relation to overseas visitors, there are rulesin relation to preserving the
benefits of those within the Australian system. We question the benefit of this, given
that as these people leave Australia, it's very hard to keep in contact with them. The
benefitstypically aren't large benefits and they may not receive that end benefit
finally because they can't be found, for example. In-house asset rulesis another issue
where we think that there are restrictions in relation to the level that investment funds
can have in associated entities. These rules seem to be more complex than they need
to be.

The risk management statement requirements are very prescriptive and in some
cases they add cost for very little benefit. An example of thisis funds who don’t
have a Part B risk management statement have to say that they don't have aPart B
risk management statement and then the auditor has to audit to say that the statement
that they don’'t have one was afair statement. So it’s questionable as to what benefit
that adds to the process. In relation to key feature statements, we think they are
potentially over-prescriptive and could perhaps be ssmplified.

We also raise anissue in relation to small account balances which isrelating to
protecting balances below $1000. One of the comments that was made this morning
isinrelation to the fact that there are probably two to three account balances for
every person in the workforce. Each of these account balances may be small
balances and may be attracting a subsidy from other members of funds which could
be seen as anticompetitive.

The additional issue that we would like to raiseisin relation to the deadlines
for lodging APRA returns and audit reports, which was discussed this morning. For
both small APRA funds that has been reduced from nine months to four months and
for non-public offer funds it has been reduced from six months to four months. The
problem we are finding with thisis that you have only four months in which to get
the bulk of the year'swork done. There are resource issues at both the administrator
level and at the auditor level, which leads to things being done hurriedly, perhaps not
in as considered away as they could be, and we are not sure of the actual benefit of
these things being done within four months, when there could be other aternatives
such asfunds, if it's arevenue issue, paying that revenue within that four-month time
frame, or if it's a statistics issue, funds lodging unaudited records that could be used
for statistical purposes.

Those are the main areas that | wanted to raise. | guess one of the overriding
aspects of our review isin relation to stability and consistency of regulation, so there
is certainty within the industry. Thank you.

MR COSGROVE: Thank you. Claire, you said most funds are presently
comfortable with the costs of complying with SIS. We have seen abig decline in the
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number of corporate or employer-sponsored funds, but | take it you would be
inclined to attribute that more to factors other than the SIS Act itself, like the tax
changes that you referred to. Would that be afair conclusion?

MSKEATING: Yes. Thereissome aspects of SIS that cause concern, but - - -

MR COSGROVE: They werethe ones| wasinterested to hear about. What are
they?

MSKEATING: Some of the requirementsin relation to defined benefit funds
which are more prescriptive - | guess again though they are probably due to tax
changes such as surcharge which is one of the mgjor issues. | guess there are some
rulesin relation to funding insolvency certificates for defined benefit funds that are
overly prescriptive and there has certainly been atrend away from defined benefit
funds for a combination of reasons. But yes, typicaly it's not SIS that’s the issue, it's
some of the other legislation.

MR COSGROVE: Another point you mentioned was the failures - | think thisis
covered on page 10 of your submission. You say:

Failures have not been due to the structure of the system, but rather to
fraud or other inappropriate behaviour.

So you don't think that failures might have been due in any respect to the
difficulties that people might experience in complying with the legislation? In other
words, does afailure to comply with the act at |east to some degree reflect the
difficulties of complying with the act?

MSKEATING: 1 think most funds are trying to comply with the act. Where the
failures exist in my experience is where in fact there hasn’t been an attempt to
comply with the act.

MR COSGROVE: Thanks. | had afew detailed areas of your submission that you
might be ableto help uson. Thefirst ison page 12 where you talk about the risk
management statement requirements and you say there that the requirements of a
circular on derivatives could be simplified to reduce the compliance cost. Would
you like to give us any advice on what would be a good way to simplifying this area
with aview to cutting the cost of compliance?

MSKEATING: Oneexamplewasthe one | mentioned earlier in relation to the
need for an audit report on a statement that you don’t need a risk management
statement. | think that’s one easy way. The other aspect is that where afund
outsources its investment management and it has a number of investment managers,
each of those investment managers is required to have a risk management statement
and that risk management statement is required to be audited. Each fund isrequired
to review that risk management statement and consider whether they accept that risk

15/5/01 Superannuation 136 L. GAINSFORD and C. KEATING



management statement in terms of actually appointing that manager as being their
manager. So the risk management statements are basically the same; the investment
manager has one risk management statement which it uses for each of the funds that
invest in that investment manager. So there is adegree of duplication in that every
single fund islooking at the same risk management statement which has been
audited. So isthere the potential to place some reliance on the audit that has already
occurred?

MR COSGROVE: So theinvestment manager’s risk management statement has
been audited by - - -

MSKEATING: Yes.

MR COSGROVE: | see. Okay, thank you. My next question in page 14. Right
up there at the top you say:

Thelevel of industry liaison between fund auditors and APRA has been
extensive since SIS was introduced and that has helped to improve
compliance and prudential management practices.

There's an unstated implication in that that perhaps more reliance should be
placed by APRA on thisrole played by auditors. Isthat reading too much into it?

MSKEATING: That probably isreading abit too much intoit. | guesswhat we're
saying isthat APRA holds liaison meetings with auditors at which thereis quite alot
of discussion about impending legislation or how current legislation is being
regulated by APRA and we've found that extremely useful in understanding what
APRA's issues are and, for example, what they see asrisk areas and therefore
potentially areas where we should focus more of our audit time.

MR COSGROVE: Soit'smoreaquestion of APRA giving you some guidance on
what they see as potentia problem areas and then auditors going out into the field
and doing their job properly, isit, rather than - - -

MSKEATING: No, there’salso, | guess, comment from auditorsin terms of where
they find legidlation potentially unworkable, things where we have difficulty in
auditing and the reasons why that might be, so they can take those comments on
board and either attempt to change the legislation or to change their interpretation of
how they’ll regulate that.

MR COSGROVE: Have you had much experience of that latter effect with APRA
changing its approach to the implementation of the legislation?

MSKEATING: It'smore APRA - there definitely has been. There may be

examples where we agree with APRA how they all review our work papers, for
example, but often we find that APRA may have their hands tied in terms of what
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they can actualy do in terms of changing the legislation.

MR COSGROVE: So one shouldn't conclude that this process of interaction does
indicate some significant problemsin terms of compliance with SIS?

MSKEATING: No.

MR COSGROVE: Down at the bottom of that same page you get into the area of
the roles and responsibilities of the three regulators and you seem to say there that
there’'s no compelling reason to make any changes to the existing powers and
procedures. But then at the top of the next page there's this very interesting
suggestion that perhaps we could drop back to two regulators, leaving ASIC out of
the picture. How seriousisthat suggestion? It seemed in away to be inconsistent
with the earlier view at the bottom of the previous page that everything in the garden
was pretty good.

MSKEATING: | guessit’sreferring to the situation where perhaps thereisa
failure and somebody wants to find someone to blame and they may see what's the
clear distinction between ASIC’s role and APRA’s role and that’s more of a public
perception than aredlity, | think. So what we're saying is perhaps there needs to be
some sort of education to the public in terms of where those distinctions lie so that
there’'s more certainty that if something does go wrong, okay, is there actually
someone that is responsible for this and who is that party.

MR COSGROVE: Soit'snot your intention that ASIC have no rolein
superannuation?

MSKEATING: No.

MR COSGROVE: Okay, simply aclarification of who is responsible for what.
Thereisapoint raised in a submission from a participant we will be talking to
tomorrow. If | remember, it's Finlaysons, alegal firm. They make the point -
submission number 17 if you wanted to look at it in full detail - that the approved
auditor requirement or regulation or whatever it is prevents the legal profession from
undertaking compliance orders and in their view, thisis a sort of restraint of trade.
I’m not going to ask you to express aview on the Finlayson point precisely, but is
there any obvious reason why compliance as distinct from financial auditing should
be preserved to approved auditors?

MSKEATING: | guessthereason that it occurs now isthat it's cost-effective and
that a number of the provisions that are within the limited compliance audit which is
regulated are in fact financial-type provisions. So, for example, "Does the fund
borrow?" is something that can be indicated from afinancia audit. "Hasthe fund
acquired assets from members?" is again something that we might determine during
afinancial audit. So in that respect it’s cost-effective for the financial auditor to carry
out that role in relation to the compliance audit.
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MR COSGROVE: What about thingslike - if I'm on the right track here - "Have
the trustees provided adequate information to members?' That kind of requirement
doesn't have a particular financial aspect to it - it may, | guess.

MSKEATING: Wewould audit benefit payments and as part of the
benefit/payment audit, we would also look at the statement that was provided to the
member. So from that perspective, whilst it’s not specifically financially related, we
do that at the same time so there isthat, | guess, cost-effectiveness.

MR COSGROVE: Areyou aware of thistype of suggestion being out and about
there much or isthis sort of - - -

MSKEATING: | am now.
MR COSGROVE: --- coming from left field, as they say?

MSKEATING: It’s probably coming from left field. There's nothing to prevent a
fund from having a compliance audit done by their legal adviser, but in terms of the
audit requirements, we would need to sign off on those limited sections that are with
the audit report.

MR COSGROVE: Soin effect you would be duplicating the work done by the
legal adviser?

MSKEATING: We could potentially rely on the work of that adviser, although
again | would question the cost-effectiveness of that because we would need to
satisfy ourselvesin order to do that.

MR GAINSFORD: Could | perhaps make a general comment as well that the
ACCC haslooked at our profession and found that it was contestable and if you ook
at the pressure on audit fees and those sorts of things, there's afair degree of
competitiveness. There are a number of instances outside this industry where people
apart from chartered accountants undertake these sorts of functionsand it's not a
closed shop in that sense. It’sjust aquestion of cost, but there is competency and
there’'s afamiliarity with certain issues and that’s where it's difficult to start from
sguare one sometimes.

MR COSGROVE: But in thiscasethe legidation actualy mandates this function
being undertaken by an approved auditor. | mean, there’s nothing to stop alegal firm
from acquiring qualifications as an auditor and playing arole that way.

MR GAINSFORD: | think inreverseit might be abit hard for usto act as
solicitors.

MR COSGROVE: Okay. | think that’s about it for me but I’'m sure Roger has
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some other points to raise.

MR FRENEY: Thank you. | might just start in asimilar areato the one you
started on, John, in terms of the costs of legidation. If | could just refer you towards
the bottom of page 7 of your submission, | was interested to note that you said:

The costs of operating a super fund are significantly less that the costs of
providing non-superannuation investment products to people whichis
germane to some submissions that have been put to us about possible
aternative legidlative framework such as the Managed Investments Act.

Would you be able to elaborate on this point, that the costs of providing super funds
are less than the cost of providing non-super fund products?

MSKEATING: Aswe note, we haven't had time to do a thorough comparison but
we were looking at MERs in terms of, say for example, unit trust products compared
to superannuation products and on a very sketchy basis seeing that the typical costs
for a super fund were lower than those unit trust products. But we would have to
takeit on noticeif you would like afurther comparison.

MR FRENEY: If you had any information that you could share with usit would be
very interesting to have that, thank you. Continuing with that same point, you go on
to say that:

We are confident that most super fund members receive a better overall
return than from a comparable investment product.

| was just interested again in that, whether when you say "a better overal return” you
had in mind the tax concessionality giving a better overal return or whether you
were abstracting from tax concessionality and looking at the net rate of return.

MSKEATING: Yes, thenet rate of return in terms of that the net rate of return
includes the cost e ement and that cost element, we believe, islower than in similar
non-super products.

MR COSGROVE: Abstracting from the tax benefits of superannuation
investment.

MSKEATING: Setting aside the tax benefits of superannuation, yes.
MR FRENEY: Intermsof the gross rates of return, also abstracting from tax
concessionality, did you have any information or anecdotal evidence about that as

compared between the two products?

MSKEATING: No, I realy don't think it's possible to do that because it will
depend on - if you have an identical strategy for a super fund and an investment trust,
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then they should provide the same gross return before tax.

MR FRENEY: Right. It becomes more aquestion of the kind of portfolios, the
sort of portfolio balance.

MSKEATING: Yes.

MR FRENEY: If | could, I'd just like to move on to your section on my
legislation-specific issues and trustee rules and this sort of moves into the area of
possible alternative legal structures. Y ou've spoken very strongly about the benefits
of the trustee system and of thislegislation, but that’s part of our job to consider
whether the same benefits can be achieved more efficiently. Some other parties have
given a submission that suggests that there could be alternative ways, at least for
some superannuation providers such as the large funds managers, and one of the
suggestions that has come to usis that perhaps the contract based products could be
offered more extensively and that you could have alegal framework that
accommodated that. | think already some products are available, superannuation
products are available, and like superannuation products - I've got in mind RSAs -
and some annuity products from life companies. But I’'m just wondering in your
experience whether you have any views about moving into a system where you
might have two different legal frameworks operating for the supply of
superannuation products, to give you efficiencies and therefore cost savings to the
beneficiaries of these products.

MSKEATING: | guessit'sfair to say | haven't considered it in depth, so I'll just
make some sort of comment. | guess one of the other distinctions that could be made
is between - there's a contractual basis, some sort of basis perhaps under MIA or the
SIS provisions, and in all of those cases | guess the paramount thing is retaining
protection for the members. | have some concern that if you have a dual structure or
even athree-way structure, that each of those pieces of legidation evolvesin
different ways and leads to inconsistencies in how things are regulated; also, for
example, the SIS Act, where you obtain guidance from APRA about their
interpretation, would their interpretation differ from other regulators’ interpretations
and again provide greater uncertainty as to how these things actually should be
treated.

The other thing to take into account is how do you actually define what those
different sections are? So say, for example, under SIS we might have not for profit
or corporate trustees and, say, industry funds. Some of those may be public offer.
How do you define between those and a structure that is for profit and is public offer,
but, for example, the profit is actually taken by the management of that fund where
they have quite high salaries or a bonus system attached to their earnings, compared
to afund where you have executives who are paid, but they are not paid at a
for-profit rate? So | think it's going to be quite hard to actually distinguish where do
you draw the line between for profit and not for profit.
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The other issue | suppose is that the superannuation industry has been subject
to alot of change and continual change will again raise issues of public confidence of
lack of confidence. So any change that is made would need to really be shown to
demonstrate some benefits to get over that hurdle of increased change and potential
for increased public suspicion of the superannuation industry.

MR FRENEY: Thank you very much. They areinteresting points. | think we had
a participant this morning who was basically saying that to justify change to move
towards a system that would allow for example contract law to be used, you would
need to demonstrate very clearly some very positive results coming from them to risk
any diminution of the protection provisions that SIS provides.

Just moving on alittleif I may, Claire, in that same section, at the bottom of
page 9 you addressed the question of licensing and you say that you believe thereis
little evidence to suggest that the current trustee system has not delivered good
results and | think you imply, if you don't say, that you are not sure that licensing is
required. On the top of page 10, however, you point to a plethora of servicesthat are
available. So my question is, could not alicensing regime provide more
cost-effectively than SIS the same protective benefits? Could you not through more
stringent requirements on licensed trustees have a very strong protective mechanism
- preventative very importantly - in place from the word go, rather than having to
have such an array of resources under the SIS legidation?

MSKEATING: | guess| would first ask in terms of alicensing regime, are you
envisaging that individual directors would be licensed, or that trustee companies
would be licensed, or both?

MR FRENEY: | guessit’s certainly not for me to interpret, let alone guess what the
details of the FSRB might be, or what the regulations flowing from that might be and
quite honestly I’'m very, very poorly versed in that position to say anything about it.
Let’'s just envisage that it could be either corporate structure being licensed or
individual trustees being licensed. | think FSRB envisages or enables both. Let’s
just assume that.

MSKEATING: | guess- not having considered thisin depth, but | will make some
comments - there would be a concern, if individua trustees are to be licensed, that
that would lead to reduced - trustees who may stand for the member reps, the
reducing availability of those because they may not meet those licensing
requirements, and in our view, the equal representation rules have actually added
benefit to the superannuation system as awhole. From the corporate licensing point
of view | guess there would be a question, "Can that corporate trustee outsource that
licensing?" in which case, have you actually gained any benefit for the additional
cost?

MR FRENEY: Okay, thank you. There are some good points. Perhaps| could
just finish please by referring to your conclusion and in fact the very last sentence
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where you say:

The strength of the current system isthat it provides uniformity to
compliance within the superannuation industry.

Would you just like to elaborate on that? Isit your belief that uniformity gives
alowest cost, sort of prudent management framework for member interests?

MSKEATING: Yes, that's certainly our view. The uniformity also provides
certainty and so in that respect, providers aren't left guessing in terms of what they
need to do to comply and between different providers the product is till provided the
same way, like they are regulated in a uniform way so that there’'s comparability. So
| think those aspects give us strength in terms of the uniformity in compliance.

MR FRENEY: Thank you very much.

MR COSGROVE: | have afew othersto raise. Oneison page 7 wherein the
middle of that page you're describing or referring to the question of how well the SIS
Act accommodates technological and other market-driven changes. | didn't really
get, | think, an ultimate answer there. Y ou say that it will be two or three years
before, for example, electronic communication becomes the significant source. The
guestion is whether members should receive hard copy information in that situation
or whether other electronic means would be sufficient for SIS purposes. Would it be
right to say that the act itself is adequate to accommodate increased use of e ectronic
information dissemination and more generally development of new products and so
on? Arethere any constraints there?

MSKEATING: It’'snot clear that to satisfy the act, for example, you could provide
benefit statements via el ectronic means. That’s not clear from the act in our
interpretation.

MR COSGROVE: | see
MSKEATING: Sosome clarity on that would probably assist.

MR COSGROVE: Intermsof the other aspect of my question, the introduction of
innovative, different superannuation products, does the SIS Act contain any
impediments there?

MSKEATING: | guessone of theimpediments may be a sole-purpose test but |
guess there is also guidance in terms of what can be provided and what can't be
provided and whether costs can be borne from members’ funds or not. So | think
there probably is adequate guidance in respect of those types of products.

MR COSGROVE: But youwouldn’t say that the act, by virtue of itsintended
prudential supervision role, unduly constrains funds or investment managers from
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using new products?

MSKEATING: It certainly doesn't constrain investment managers. It probably
does constrain funds, but | guess that gets down to what is the purpose of having a
superannuation fund which is retirement benefits, so | think it’s probably an
appropriate constraint.

MR COSGROVE: Yes, okay. Another one, covering material between pages 10
and 12, are these age based and RBL limits. Y ou seem to say there that there'sin
effect duplication and that things could be made better. Y ou've made reference to
$100,000 individual contribution limit, for example, as one possibility or else
eliminate the age based limits because the RBL will do the job for you on the
revenue side. Why do you think this still exists? Why hasn't this been rationalised
aready? Isit the natural caution of revenue collectorsor - - -

MSKEATING: I'dhavetosay | really don't know. Perhapsitisthe natural
caution. It does seem to usto be a duplication and the reason we have limits - the
rules are there for a particular purpose and we think they are suitable to meet that
purpose. So the additional requirements seem to us to be a duplication and
unnecessary.

MR COSGROVE: Back on compliance costs, page 13, you mentioned that - I'm
leaving aside what you have to say about the in-house asset matter because that’s
outside our terms of reference. But you go on to say that:

Compliance with the sole-purpose test can offer become difficult and
subjective.

| was wondering whether that’s a bit of awrinkle on your general advice to us
that the act, given its purposes, doesn't really involve alot of unnecessary burdens for
people complying. But isthis one abit of an exception to that?
MSKEATING: Whereit can become difficult and subjective?
MR COSGROVE: Yes.
MSKEATING: | guesswe go onto say that the guidance that we get on these
sorts of issues provided by APRA is actually quite useful, but there certainly are
questions that arise from funds asto, "What can | do?" and "What can't | do?' and
funds typically take advice on that before they make any decisions.
MR COSGROVE: That works okay?
MSKEATING: Yes.

MR COSGROVE: You've sort of got adifficulty at the first stage but then after a
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bit of consultation with the regulator, you can usually find out how to handle the
issue?

MSKEATING: Although it may not be as the fund would like it to be; the answer
might not be what the fund is looking for.

MR COSGROVE: That'saseparate matter. | guessfrom our point of view were
trying to find instances, if there are any, where the legidation itself isredly
unnecessarily prescriptive or difficult to understand.

MSKEATING: No, I think it would be very difficult to have something in the
legidlation to deal with this. The sole-purpose test is not an easy test to apply and if
there was something more prescriptive in the legislation, it may actually cause more
problems.

MR COSGROVE: Okay. Yes, inthe Administration and Enforcement section
you say that discretionary powers facilitate compliance. Now, one of the suggestions
that’s been put to usis that adifferent type of SIS would be one which had an act
with essentially high-level requirements and principles set out in it with alot of the
applications to be left to detailed regulations. How does that type of model strike
you? Isthat more attractive or |ess than what we have?

MSKEATING: Weactualy raised thisissue in the workshops that we ran and the
consensus was less attractive because one of the features of SIS that funds typically
like is the certainty feature and that’s what they were concerned about, that they
would lose that feature with that type of structure.

MR COSGROVE: Sothey prefer the requirements to be set down in the
legislation?

MSKEATING: Therewas actually one participant who commented that he
preferred SISto MIA for exactly that reason.

MR COSGROVE: Although we've been talking a great deal about the SIS Act
itself, I think you have some small advice for us on the so-called Levy Act. | tend to
think of it asthe sort of Fraud Act. | mean, you say that establishing afidelity fund
as an aternative, which is one of the things raised in our issues paper, is unwarranted
and would make the whole deal more complex. Do you have any thoughts on what
sort of criteriamight be included in this piece of legisation to determine when such a
levy might be triggered or is your view that what’s there already is okay from that
point of view? It's not aterribly clear piece of legidation | think from that point of
view.

MSKEATING: | guessit would be fair to say we haven't concentrated on that

aspect and | guess I'd have to take on notice what that criteriawould be. We haven't
really given it alot of thought, it would be fair to say.
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MR COSGROVE: It hasn't been used but it would be nice to have a
well-understood set of principles or criteriawhich governed its possible and, one
hopes, non-use.

MR FRENEY: You haveto admit your clients haven't given you cause to focus on
this.

MSKEATING: And it certainly wasn't an issue in our workshop that got any time.
MR COSGROVE: Well, | think that’s my list.

MR FRENEY: Just one quick question on the complaints processes which you
generaly support. Some people have raised with us the possibility of people
bringing complaints to the tribunal to be required to make alodgment application fee
asaway of providing some sort of sifting process and | think perhaps you mention
that - yes, you do mention that yourselves. | suppose one slight variation on that is
that the fee could be refundable if it was a complaint that was found to have
substance or merit or both.

MSKEATING: Yes, wewould be quite comfortable with that approach.

MR FRENEY: That wasall, thank you, John.

MR COSGROVE: I'dliketo thank you both for bearing with us through these
interesting points of discussion and thanks again for the submission and all of your
efforts with the workshops.

MR FRENEY: Look forward to the draft report.

MSKEATING: Thank you.

15/5/01 Superannuation 146 L. GAINSFORD and C. KEATING



MR COSGROVE: Our next participant is William M. Mercer Pty Ltd. You're
here. Please step up to the table.

MR STEVENS:. Good afternoon, Ray Stevens and Stephanie Armstrong.

MR COSGROVE: Do you have any capacities within the company which we
might be interested to know about?

MR STEVENS: My current capacity isin the Mercer financial planning area but
I've been in the organisation and its predecessors for over 30 years now so I’'m sort of
the old bloke around the place.

MR COSGROVE: And Stephanie?

MSARMSTRONG: I'min our research and information area and corporate super,
having a background in fund administration in Canada.

MR COSGROVE: We must thank you two for providing us with this interesting
written submission. What would you like to tell us about it this afternoon?

MR STEVENS: I'd like to make some opening remarks. We've made avery long
submission to you but when you invite us to comment on whether there are any
problems with the regulation of superannuation, we could have prepared an even
longer submission had we wished. But that doesn’'t mean that there’s not alot right
with the regulation of superannuation. We've come along way over the last 20 years
in particular. It just scemsto be afield in which for every three steps we take
forward, we tend to take one backwards, and | just wanted to use this opportunity to
highlight afew practical examples relating to seven of the issues that we raised,
where the point may otherwise be overlooked in the volume of our submission.

Welll also of course be happy to address any points that you wish to take up with us.

First, problems with the legislation was one of the issues that was raised in the
terms of reference. In our submission we state that our main concern is that the
legidation and hence | think the regulators concentrate far too much on minor issues.
Perhaps to give two examples, the regulations prescribe the items which must be
shown on the annual benefit statement issued to each member of afund each year
and one of these is the amount of the contributions paid during the year by the
member. Some years ago the regulator instructed its auditors and fund auditorsto
have a blitz on non-contributory funds which omitted this item altogether rather than
showing "member contribution, zero". That was something we thought wasn't really
worthy of the attention that it got.

Another example was to criticise afund that described an amount as the
amount which the member could take in cash on leaving service, and the regul ator
said that the amount should have been described as the restricted non-preserved
benefit because that’s the term that’s used in the regul ations, whereas the fund was
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trying to use terms which it considered would be better understood and would mean
something to the average member and concentrating on the communication, whereas
the regulator seemed to be concentrating more on compliance with the legislation.
It's that type of thing and | think it’s that attitude that needs to be changed.

Thetroubleis, it seems easier to me to recruit an army of people who can go
out and tick and cross boxes and claim that funds are being monitored very closely.
It’s harder to find people, supervision and audit staff, who can sniff out a potentially
serious problem with afund. We'd like to see some of the - what | call - petty
requirements eliminated and see audits spending more time on checking that the
claimed assets actually exist and that they’re faithful to the nature by which they are
described.

Another issue raised was barriers preventing superannuation funds from
competing against each other. Our submission considers the situation of aretired
person who has, say, three allocated pensions with funds operated by different
investment managers, to provide adesirable level of diversification of their
investments. Now, if the investment performance or the administrative service of
one of these managersis later considered unsatisfactory, it's desirable that the retiree
is able to transfer that pension benefit to another manager. But changes that were
made to the reasonabl e benefit limit system in 1994, for unexplained reasons, inhibit
that type of transfer.

The benefit was tested against the reasonable benefit limit when it commenced
and if it remainsin the same fund, it's never tested again. But if you transfer the
benefit to another fund, it has to go through a complex set of further reasonable
benefit limit procedures and these can result in adverse effects on the tax rebate that
was previously available. We consider there shouldn’t be any test on the transfer of a
benefit to another fund, that retirees should be free to change funds to secure better
investment returns or better service, and managers should be free to compete for their
business.

MR COSGROVE: Could | just ask on apoint of detail there, Ray: that particular
case of RBL testing, | imagine that’s part of tax legidation, isit, as distinct from the
SIS Act itself, or am | wrong on that?

MR STEVENS: It's, yes, primarily in the tax legislation.

MR COSGROVE: Istherean SIS Act angleto it?

MR STEVENS: SIS defines some of the terms; what is a pension, what is an
annuity and so on.

MR COSGROVE: But it doesn't prescribe anything in terms of RBL testing?

MR STEVENS: No, it doesn't prescribe; no, it’s primarily atax issue so it may be
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outside your term - - -
MR COSGROVE: Yes, that'swhy | was asking.

MR STEVENS: But it's an inhibition on competition, which was what we thought
was appropriate to raise.

MR FRENEY:: | just wondered if you'd mind if | asked a question because | just
thought the previous point you raised was a very, very interesting one and one that
really hasn't come up so far in terms of the prudent management of superannuation
funds and the protection for member interests. That’s probably one | should have
thought to ask PricewaterhouseCoopers. But it isthis question of verifying the assets
and you were pointing to the importance of the regulator’s supervisory staff and the
focus of their work.

Y ou couldn’t think of a more important sort of function for someone to be
doing than to be making sure that the alleged assets are there and that they are
correctly valued on some realistic market basis. So | was just wondering whether
you had any sort of more elaborative comments about that, Ray. Whosejobisit? Is
it the external auditor’s job to check the existence of assets and the valuation of
assets? Isthat an external auditor’s function or not?

MR STEVENS: Yes.
MR FRENEY: Itis.

MR STEVENS: But I guess my concern was on what I've seen. It seemsto me
that the regulator, in looking at what auditors are doing, worries about what’s on
annual benefits statement - and I’'m not saying that’s not important - but worries about
what I'd call pedantic aspects of that and not enough on reminding auditors, "Are you
actually checking the existence of assets?' APRA obviously can't go out and
physically check, but they arein turn liaising with the external auditors of the fund. |
just think that the attention of external auditors can be diverted from what | think is
the most important aspect, some of the funds which have run into some financial
trouble. It’s often been that an asset described in the accounts as one type of property
has turned out to be something quite different to what most of us would have
expected it to be, and whether the auditor was aware of that or what, there wasn't
enough questioning of that particular classification or description of assets and that
they do actually exist and are owned by the fund too, not shown as belonging to the
fund, but physically you find somebody else actually has some control over them. |
just think there isn't enough encouragement of external auditors to concentrate on
that and they get diverted by some of these more pedantic items.

MR FRENEY: Absolutely. Another contributor, | think, used the term "true

labelling" and pointed to the Commercial Nominees case where they were describing
the kind of funds as an enhanced cash fund, but in fact where you would think the
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assets would be held in acapital guarantee form, they were in fact invested in
mushroom farms and so the members of the superannuation fund were probably
seriously misled in terms of the nature of the assets.

MR STEVENS: Yes.

MR FRENEY: But just to turn this back into a question, Ray, are you satisfied that
the SIS Act and accounting practices provide adequate | egisl ative protection for
membersin thisregard - sorry, not necessarily regard in the true labelling, but in
genera regard of asset verification?

MR STEVENS: | think the structure in the legidation is adequate. It'sthe
application of that legislation, that it worries me that we get diverted into minor
issues instead of these which | regard as the mgjor issues.

MR FRENEY: Thank you very much.
MR COSGROVE: Sorry, we interrupted your presentation.

MR STEVENS: That'sal right. The next point | had noted was conflicts between
government departments. Where more than one department or other government
entity isinvolved in the samefield, activities are often not well coordinated unless
it'savery specific short-term joint project. As an example, the Department of
Family and Community Services, APRA and the Tax Office have rolesrelating to
the treatment of annuities and pension payable to retirees and all three sometimes
seek the advice of the government actuary on various aspects. Now, complying
pensions and annuities are eligible for assets test exemption which is administered by
the Department of Family and Community Services and they're also eligible for
special RBL treatment which is administered by APRA and the Tax Office.

Those departments have set dightly different requirements for what isa
complying pension or annuity, whereas | think we all expected they were going to
come up with at least the same set of rules. In addition, where afund provides a
lifetime pension which is not reinsured with alife office, APRA requires the fund to
establish a significant reserve in addition to the actuarial value of the pension. This
isto ensure that there's ahigh level of security for the future pension income. But
then the Department of Family and Community Services stepsin and they often
consider that the establishment of this reserve that APRA has required to be set up is
adeprivation of assets by the pensioner and accordingly, they reduce or eliminate the
person’s aged pension entitlement.

Thisisintended to part of a coordinated government policy to encourage
people to take their super benefits as income streams rather than lump sums. But the
inconsistent actions of the departments involved has, to my mind, negated much of
the effect of that initiative. Now, while thislack of coordination of government
departments in addressing superannuation issues is not a new problem, it has, in my
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view, become worse with the establishment of APRA and ASIC. The objective of
this restructure was to have one body regulating similar products, whether provided
by a bank, alife office or a superannuation fund or whatever. On the other hand, the
purpose of establishing the Insurance and Superannuation Commission some years
ago was to have one body regulating nearly all aspects of superannuation funds and
coordinating other departments which had to be involved with superannuation.

Under the old structure there was much less conflict between government
departments on superannuation matters because one department had the
responsibility to sort out those differences, whereas we now seem to have nobody
really responsible for sorting out the sort of problems we've had with Department of
Family and Community Services, APRA and Tax and so on. Each one just says,
"Well, we're looking after our interests and, yes, it may be conflicting with the
people across the road but it's nobody’s job to do something about it," whereas | think
with the old ISC structure, we had somebody we could go to who did try and
influence - obvioudly they couldn't dictate but they tried to use their influence on
other departments, but under the APRA structure | think we've lost something in
respect of that.

Ironically | think we're finding that APRA istending to be heading in the
direction of setting up specialist superannuation units within the department and to
my mind is partly going back towards the old structure. But you have to ask yourself
why we have to go through all the turmoil of the restructuring. Problemsrelating to
age and employment, | notice the Price Waterhouse people and others have no doubt
raised the same thing. But the classic case of inappropriate regulations which can
cause significant compliance costs with no significant benefits to the community is
the treatment of persons aged between 65 and 70. Broadly, apersonin thisage
group can only make a voluntary superannuation contribution in aweek in which
they work at least 10 hours. Then if they have aweek in which they don’t work at
least 10 hours, they must cash their benefit in or convert it to a pension.

Now, APRA expects funds to monitor compliance with these requirements on a
monthly basis and many people in this age group work on an irregular basis and
these rules result in absurd situations as well as pointless work and costs. Other arms
of government tell usit's government policy to encourage those older persons who
can do so to work, partly to keep them active and partly to reduce age pension costs.
It seems about time we at least extended the contribution restrictions which apply to
persons under 65 to apply to persons up to age 70. The restrictions on contributions
for persons under age 65 are aso, in our view, unnecessarily complex and confusing
to many people. For example, consider a person who has not been in the workforce
for at least two years. If the person is married, then their spouse can make a
contribution to superannuation for the benefit of the person. However, if the person
is single, contributions to superannuation can't be made. That's blatant
discrimination as well as a policy which has no logical basis. Our preferred position
would be to remove all restrictions on who can contribute to superannuation for
persons under age 70 and our submission also recommends some relaxation for
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persons aged 70 and over.
MR FRENEY: Could | ask please, Ray?
MR STEVENS. Yes, certainly.

MR FRENEY: We have had some interesting discussions about this point with
Michael Rice - it was with another actuary about ageing population cohorts and the
great merits of trying to promote self-funding and | do notice that
PricewaterhouseCoopers made a very good point that we didn't actually draw
attention to that. A lot of peoplereally don't even have the opportunity to start
contributing to super, because of other financial commitments, until they get well
into, say, their 40s, and if you're going to try and meet some kind of savings
objectives later in your life for retirement income purposes, there doesn't seem to be
any particular good reason why you stifle people from trying to do more through
their income-earning lives. But | was just wondering, when you say you would
favour freeing up restrictions on contributions, would you go so far asto look to
break the employment nexus all together? Do you see any reasonsin retaining an
employment nexus?

MR STEVENS: No, we feel the superannuation system should be there to be used
by everybody and there are some people who may never get the opportunity. If you
have a person who is disabled from birth, for example, they may never be able to get
into the workforce, and some people say, "Well, they wouldn’'t have any money to
contribute to superannuation.” But sometimes they inherit money or some of them
don't even spend all of their disability support pension and to me, the system should
be open to those people even though they're not employed. | think over the years
we've been gradually opening it up to wider and wider groups and it’s probably just
the effect on the revenue of just opening it up in one step. But in recent years we
seem to have stopped widening the groups who can contribute to superannuation and
we feel it should be open to everybody.

MR FRENEY: | guessit’s not our job to really guess what policy ought to be in
this respect, but 1'd be interested, in your judgment, whether you would get
significant efficiencies and cost savings which could flow back to contributors to
superannuation funds if you did in fact break the employment nexus. Would it
significantly assist in efficiency and cost saving gain?

MR STEVENS: Yes. | couldn't put afigure on the actual cost savings, but I'd
have to say in the area | work in now in financial planning, alot of timeisspent in
both educating advisers and then advisers then explaining to clients whether they are
eligible to contribute or not which al seemsto be alittle bit pointless. Y ou have
situations, for example, of someone losing their partner through death and the
surviving partner receives a death benefit and would like to put some of it back into
superannuation. Often that’s a woman who has not been in the workforce for many
years and doesn't want to go and work somewhere for 10 hours aweek just to qualify
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to make a contribution. It seemssilly that that person can't, as part of their
investments, put some of that money back into superannuation.

The one | mentioned of the spouse contribution rules which were beneficial in
some ways - but they did create this highly discriminatory situation where a spouse
who has either never been in the workforce or hasn't been in the workforce for years,
acontribution can be made for that person by his or her partner, whereas asingle
person, the superannuation system is closed completely to them unless they have
recently been in the workforce. Age 65 has been the sort of age at which certain
things happen since, | think, about Federation which is now roughly 100 years ago
and we still tend to use age 65 as the dividing age, even though people are living alot
longer than they were when that age was selected. | think it’s about time we at |east
moved it up to 70 for this purpose.

One of the other ironies I've noticed is that about 10 years ago | often
wondered if anybody was working beyond age 55 because we seemed in our game to
be continually dealing with people who were retiring early and sometimes you
wondered whether that was wise, but that was the decision and that was the readlity.
More recently we seem to be getting alot more people where the question is, "Do |
have to stop working at 657" or "What should my arrangements be after age 657"
Often, quite appropriately they are not looking to work full-time and regularly.

Work is available to them. They’re happy to come in and work on a project but they
want to take allittle bit of time off to do some travel, to do other things and the rules
that we've got just don't cope with that sort of system, or you have people going into
the financia planner’s office and doing some filing for 10 hours just to qualify to be
able to make a contribution and that just seems to be an absurd situation. So thereis
alot of time spent on trying to advise people whether or not they qualify or what they
have to do to qualify where it would be better if that time was spent on working out
what they should be investing in.

My next point related to annual returns. For many years the Tax Office has
been reluctant to alow balance dates other than 30 June for companies,
superannuation funds, trusts and so on and this creates a very uneven workflow for
the accounting and auditing professions and for much superannuation administration
work. These organisations must either carry more staff than they need for the full
year so they can cope with the peak work periods or make extensive use of
temporary and often inexperienced staff to cover the uneven flow of work.

The superannuation industry has often advocated the idea that the normal
balance date for superannuation funds should be changed to say 31 December. This
would produce a much more even workload for the professions involved and for the
Tax Officeitself. Last year the situation was aggravated because the time allowed to
lodge annual returns for many funds was reduced from six months to four months,
and there's atendency for all regulators to keep shortening the period allowed.
Whilst shortening the period is desirable from the supervision and perhaps the
revenue collection point of view, the authorities should make it easier for the
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community to comply by moving the normal balance date for superannuation funds
and perhaps for other entities, but to my mind, moving superannuation funds to

31 December would move a significant amount of accounting work to a different
time of the year.

The Tax Office has often said it’s easier when the employer’s superannuation
fund and the company both balance on 30 June, but we are getting fewer and fewer
employer-sponsored funds anyway and I’'m not convinced that the problems that
they're talking about couldn't be addressed in other ways. It just seemed to meto be
away of evening the work flow in the accounting period.

The provision of information to regulators. aswell as providing annual returns
to the regulator, selected large funds are required to provide very detailed and
complex information on a quarterly basis for the purpose of preparing
superannuation statistics. The statistics do not seem to be put to any valuable use
and their validity is questionable. Thisisan unfair burden on the time and costs of
those selected funds. We consider adequate and more accurate statistics could be
produced from the annual returns submitted by all funds. The current statistics are,
by definition, based on sampling and we think sometimes bring out the wrong biasin
the statistics that are produced.

Thefina point | wanted to highlight was preservation. Our submission
highlights a number of problems with the detail of the existing preservation
requirements and recommends some conclusions. A particular problem isthe
requirement to preserve very small benefits and the provisions applying to people
who come to Australia from overseas to work here for relatively short periods. We
kid ourselves that we want corporations to set up their regional headquartersin
Australia, but we don't have a satisfactory superannuation environment in two
respects. first, these corporations would often like also to set up an Australian
superannuation fund to cover all their employees in the region but our absurd rules
basically make that impractical. Second, even for those who come to work in
Australiaitself for ashort period, our rules make the provision of superannuation for
these people on a practical basis very difficult. These problems arise partly from the
preservation requirements and partly because of what is required to have afund
recognised as aresident Australian superannuation fund and we consider that both of
those provisions need to be reviewed if we want to become a serious competitor in
the region for regiona headquarters. That's the end of my prepared comments. We'd
be happy to answer questions.

MR COSGROVE: Thanksvery much, Ray. They'reinteresting. We'll be looking
at them when the transcript is produced to give them further consideration. | think
there are several additional pointsthat I'd like your assistance on. Oneisa point of
clarification; it's on page 4, the penultimate paragraph there, if you haveit. You say
theincrease in legidlative requirements in the last 10 years has hit defined benefit
funds far harder than accumulation funds, and then new |egid ation means defined
benefits funds are often an afterthought, being required to comply with extremely
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complex and unsuitable requirements. |Isthat essentially areference to the
complexities of the tax legislation or isit broader than that? In particular, are there
aspects of the SIS Act itself which you had in mind there?

MR STEVENS: The obvious one on the tax side is the superannuation surcharge
which was and till isanightmare for defined benefit fundsin particular. Yes, there
are some particular requirements which have hit defined benefit funds providing
pension benefits. Accumulation funds tend to build up alump sum benefit and then
if the person wants an income, it tends to be taken out of that fund and it goes into an
external fund or adifferent fund. Defined benefit funds - well, many of them years
ago of course primarily provided pension benefits, and lump sums only became
available on agradually widening basis. Some of those funds have ceased providing
pensions at all because of some of the complexitiesinvolved in handling pension
benefits.

MR COSGROVE: What isthat afunction of? What causes those problems and
complexities, what piece of legislation?

MR STEVENS: It'sacombination with pensions - we have legislation which
defines | think now seven types of income stream which can be recognised as
pensions provided by superannuation funds and basically you have the complying
lifetime pension, which by complying qualifiesit for special RBL treatment and
social security treatment. Y ou have the complying fixed-term pension which isthe
newest of those which was added in 1998. Y ou've got the allocated pension. Those
onesironically are not such a problem because you're providing them with a
particular purpose. It's when you get outside some of those and you try and comply
with the regulations which are intended to cover other types of pension that you find
these annoying practical problems coming up; one, for example, which says that you
can't increase apension in any year by more than the average increase in the CPI in
the previous three years, so that if you have a pension which you actually want to just
increase each year in accordance with the CPl, it follows that in some years you're
going to be breaching that regulation, and | suspect alot do without actually being
aware of it. But because the regulation - and this has been raised a number of times -
is based in the average over the last three years, it’s virtually too prescriptive and too
tight. It also implies that unless you get special approval from APRA, that you need
to grant pension increases on the anniversary of the date the pension commenced,
whereas for most funds it would be easier to increase all pensions on, say, 1 July or
some common date.

MR COSGROVE: These arerequirements set out in regulationsin the SIS Act?

MR STEVENS: Inthe SISregulations. Again, it's perhaps close to atax issue but
pensions are harder to handle under the reasonable benefit limit system. There are
differencesin the way a pension is treated to the way an annuity is treated, for
example, and some of these lead to many funds just deciding to keep out of the area
altogether. It'stoo specialised for them. But | think it isjust that any change that's
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made in superannuation tends to be thought of in terms of what does the government
want to do in respect of accumulation funds and then they start worrying about, as an
afterthought, "How are we going to apply it to defined benefit funds?' and defined
benefit funds finish up being regarded as very complex, whereas in essence, the
earliest defined benefit funds were much simpler than accumulation funds. People
weretold, "If you go through to 65, you'll get a pension of 68 per cent of your final
salary.” You amost didn't need to give them an annual benefits statement because
that was there. Now other things have changed. People are not necessarily staying
with the one organisation for the same period and defined benefit funds | think are on
the way out because of their lack of flexibility, but nevertheless they did serve avery
good purpose and have just become more complex to run.

The superannuation guarantee is another area. With the superannuation
guarantee, you've got the legidlation prescribing a minimum contribution of, say,
8 per cent of some earnings base. When you come to apply that to a defined benefit
fund where, by definition, contributions are not allocated between members, it had to
be handled in another way and we finished up with this benefit certificate that the
actuary provides about every three years where you specify a minimum benefit that
has to be provided. But to work out that minimum benefit, most funds actually keep
anotional accumulation going to say what would have been accumulated had we
been operating as an accumulation fund, so you finish up with trustees saying, "We
have to keep an accumulation record anyway, why do we also have this defined
benefit? Maybe well think about getting rid of it." So you've had - - -

MR COSGROVE: A combination of factors.

MR STEVENS: - --acombination of factors that's caused defined benefits to
decline.

MR FRENEY: Canl just ask while we are on that point, is there any sort of
stand-out, more efficient way of approaching this question of pension calculations
that could be incorporated into SIS, Ray, that would lead to efficiency gains?

MR STEVENS: | think we've got to have some minimum pension standards in the
regulations and mainly minor modifications would do the job. | think the ISC at one
stage actually had areview of the requirements but nothing basically ever came of
sorting out things in the initial regulations which were difficult to interpret. | mean,
the little thing I mentioned about the consumer price index thing, it wouldn't be hard
to draft regulations which approve what everybody would accept is a normal practice
that would be - you know, if it talked more about increasing pensionsin line with
CPI changes rather than trying to prescribe the date on which you have to give the
increase and whether you can average over three years or what, | think you could
have much more relaxed requirements which still expressed the principle. But you
do have to be careful of the small industry which is out there and exploiting these
provisionsif they can. | saw one strategy the other day, for example, which involved
somebody setting up one of these pensions in a self-managed fund, of course,
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purchasing it for, say, $500,000 and then the next day commuting it for a

hundred dollars and this achieved certain objectives, so you've really got to have
some restrictions which tend to tackle that sort of thing. Ironicaly, the current quite
restrictive things often don't tackle that type of thing anyway. In other words, they're
on the wrong tram. So you do have to have some requirements but the existing ones
are certainly in need of areview. They were fixed some years ago in good faith, but
as time has gone by, the problems with those are little problems that have shown up.

MR COSGROVE: On page 8 you address the question of, "Are there less costly
ways of achieving the legislation’s objectives?' With aview to avoiding incessant
change, you favour an approach whereby you keep the current system but you try to
simplify and improve parts of it that are causing significant inefficiencies. Would it
be fair to say, Ray, that your definition of those parts is pretty much covered by the
material in the appendix?

MR STEVENS: Yes.

MR FRENEY: Could | ask please while on that page, in the previous paragraph
you say that in your view, less prescriptive legislation focusing more on its intended
outcomes and less on the means of achieving them may be one way of providing less
costly legislation. Y ou went on to talk then about the need for consistency in
application by the regulators. | was wondering whether you actually had a preferred
model superior to SIS in mind when you were writing that?

MR STEVENS: No, we would not favour awholesale replacement of SIS. | think
it's more evolution if you like, just modification in some areas. Even the example |
used on contributions, | think some things have been achieved. The example|
guoted about requiring you to show on the benefit statement the amount attributed by
the member and then worrying about if it was nil, did that mean you have to show
member contributions nil - that was a specific requirement under the original OSSA
regulations when the SIS regul ations were drafted, because we had the opportunity of
raising this point. They finished up moving in adirection which was actually
suggested by some of us that the regulations should be more along the lines that the
benefit statement should show the information that the member needed to know to
understand benefits. Then it referred to particular items needing to be shown where
they were applicable and you can have some argument about whether athing is
applicable, but clearly in a case like the member contribution, you could argue that if
there were no member contributions made to that fund, then obvioudly it was not
applicable and you could leave it out, so there was a bit more flexibility.

The only trouble was the list of suggested things that got on this list kept
getting added to as time went on. But just the way in which the regulation was
framed was less of creating a box-ticking situation; it was more saying that your
benefit statement’s main objective was to explain the benefits that the member
needed to know about.
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MR COSGROVE: Or, for example, your other example of having the auditors
focusing on the existence or otherwise of realistically valued assets as compared
with - - -

MR STEVENS: Exactly, and whether you use the same wording as the legislation
used, those sorts of issues. Whereasif the regulation is more expressed in terms of
its purpose rather than getting to prescriptive - - -

MR COSGROVE: And the processes, yes, | see. Thank you. On the next page
you refer to the financia sector of the reform bill likely to require greater licensing
and then you go on and say:

It's clear that many existing trustees will never be able to attain the
qualifications needed to become licensed, so there will be alot more
outsourcing.

Why do you think that will be the case? Do you envisage fairly strict licensing
requirements that will debar many employee representative trustees, for example?

MR STEVENS: | guess, first of all, asyou are aware, CLERP 6, as| think it’s
called, has been through a chequered history in getting to the stage of isit going
ahead or isn't it or in what form, but as | understand it, despite alot of objection from
the superannuation industry, it is proposed that trustees or superannuation funds
perhaps other than self-managed funds will need to be licensed. | think one of the
good things that occurred in recent years was equal representation and the fact that
we had company funds where half the trustees were people el ected from the shop
floor, if you like. | think that did tremendous good for spreading the acceptance and
knowledge of superannuation and you had people who were not necessarily people
with great financial skills.

My early days in superannuation when you were looking for who should be the
trustees of the super fund tended to be the finance director and a couple of other
senior people - | don't think so deliberately to keep management as such in control,
but more because it was seen to be afinancia operation. When you brought in these
people and you had these people discussing the distribution of a death benefit and so
on, these were down-to-earth people with a different set of experiences and outlooks;
| always likened it to ajury, that you don't have to be alawyer to be on the jury. In
fact | think it's the other way around; if you are lawyer, you get excused. | think it
was great to get these people involved in superannuation. Astime has gone by |
understand a lot of funds are having trouble getting people to nominate for
appointment and | just feel the requirement that they be licensed, almost regardless
of what the requirements are, will frighten those people off.

MR COSGROVE: Soyou seeit asmore of adeterrent than, if you like, a
disqualification of potential applicants.
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MR STEVENS: Yes, we haven't specifically seen what being licensed will actually
mean, but my fear isit will be something that will first of all, yes, deter people and
may even require that they show certain knowledge which will virtually disgqualify
the sort of people that we need on those trustee boards.

MR COSGROVE: Isit that group really that you have in mind, the employee
representative trustees?

MR STEVENS: Yes. | guessthisisgoing by the thrust of some of the consultation
on CLERP 6 and | think the people designing it tend to be thinking more of the
financial needs and think of trustees as managing the investments of the fund, which
isfair enough in its own way, but forgetting that part of their other function isto
supervise all aspects of the management of the fund and its explanation to members
and thereisaplacein that group for people who are not necessarily so-called
financial people, but people who understand human relations and other issues. Asl|
say, I've heard particular management people say that in issues such as even
consideration of disability claims, you have had people who for years have
complained that the trustees didn't seem to be doing it and when they have actually
been there and had to make some of the decisions themselves, some of them become
some of the greatest supporters in handling people outside and saying, "Y ou don’t
know what it's like when you actually have to sit there and take part in the
decision-making process yourself." | think it would be a shame to virtually force that
to go. | know thereis probably less equal representation now, because we are getting
fewer and fewer corporate funds, but it doesn't mean that | wouldn't like to see the
whole concept go out.

MR FRENEY: Could | ask asupplementary on that please. Y ou could envisage
that with alicensing regime requiring higher standards than now, you would have
perhaps a higher cost structure for the trustee entity. For example, employee
representatives might be paid to be a trustee member and for that you would expect a
higher standard of benefitsin the form of higher prudent management of the
superannuation funds, which iswhat SIS istrying to achieve. You might say it'sin
the community interest and the interest of the members of the super fund to have
even higher prudent management standards. Therisk of that | supposeis that you
might tend to force the closure of more employer-sponsored funds and get a stronger
drift of funds into the so-called for-profit sector. Would you see any problems from
asort of competition policy point of view if you had that outworking of a higher
prudent management scenario?

MR STEVENS:. Your remarks- and | am not criticising you for this - tend to
assume that if you have a group of trustees who are more the finance director and so
on, that the investment side of the fund will be better looked after. | am not sure
that’s always the case. | have heard people talking to a group of trustees where you
have people from the factory floor who can often ask the investment adviser some
much more basic questions that the others tend to take for granted about, " Should we
really be going into mushroom farms?"
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| don't think that if you have aboard of, say, six trustees, that just because you
may have two who don't have a strong finance background, for example, that you are
jeopardising the security, by replacing them with people with more financial
experience, that you would necessarily increase the security of assets. The trustees
are there as an overviewing body. Y ou still have the people administering the fund,
the investment managers, the external auditors and others who should be looking
after these security aspects and these people are more sniffing out that maybe
something isn't being looked after properly, and | don't know that it necessarily has
to be people with afinancial background solely who do that work.

But | can seethat there is an argument that if you don't require licensing of
these people, if you leave things as they are, maybe the security of investmentsis not
being examined in the depth that it should. | guess I’'m saying that’s not the sole
operation of the trustees. They also have responsibilities for the distribution of death
benefits, the explanation of things, the other aspects of the fund and it would be a
shame to see that role disappear. | think as you said, the end result would probably
be to increase the closure of corporate funds and make it a much more professional
operation.

MR FRENEY: Would you see that as a bad thing, Ray, if there were - - -

MR STEVENS: | think itisashamein that | think that - | mean, to some extent we
can't really turn the clock back. We have aready gone along way in that direction,
but I've seen that companies and their employees who sort of regarded the fund as
their own and then asit’s come - even where people like ourselves come in and take
over more and more of the administration, at the end of the day they say, "Thisisn't
really an ABC fund, it'saMercer fund," and they don't sort of seeit astheir own. So
we have already gone along way down that route and | personally think it's a pity.
On the other hand, yes, | think years ago some of the administration - and by
"amateurs", | don’t mean criminal, | just mean the incompetent amateur
administration, probably were too much the other way and you had companies which
regarded the fund as their own and we invested as we liked and alot of that might be
investment in the company itself, for example.

MR COSGROVE: At thetop of page 12 in your submission, Ray, you are talking
there about regulatory overlap and we have heard different variations on this theme.
Y ou were saying that it's not always clear to the industry where the boundaries
between the regulators’ roles lie and you can get conflicting responses from different
regulators at a cost.

These issues generally relate to overly complex or unclear aspects of the
legidlation.

Could you give us afew examples of those areas of the legidation?
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MR STEVENS: Onewe've already talked about is the administration of pension
benefits, where you have different objectives from the different departments. There
are some areas Where actuaries are involved where we're not clear whether we're
doing something for APRA or for the Tax Office or whether their requirements are
identical. At one stage the actuarial valuation for a defined benefit fund was
typically done every three years and there was a fairly well-established pattern as to
what you were expected to look at. Now we have some APRA provisionsimplying
that you need to do valuations annually unless you get approval for less frequent
valuations.

MR COSGROVE: Arethese sortsof problemsin the nature of irritants or are they
more significant than that?

MR STEVENS:. Yes, most of them areirritants and in some cases they do go a
little but further than that. | mean, it's perhaps alittle bit of each but the one
mentioned before about the complying pension, the requirements of Department and
Family and Community Services, finishing up slightly different to those in the
reasonabl e benefit limit legislation, means you can't just providein your rules for a
pension payable on terms which comply. You either try and have one with
provisions which are wide enough to meet either of the requirements, whereas if
there was one definition in the legislation of what is a complying income stream, you
could provide that in your fund rules and that would be the end of the story.

We set out on page 20 - again thisisin respect of pensions - that there can be
potentially six different values placed on a pension for avariety of purposes and each
oneisadifferent purpose, but it's (@) costly and confusing for the client. It may be
fine for actuaries in some ways, although it's no pleasure defining these things, and
of course they can be in conflict, and I'm sure it could be better coordinated.

MR COSGROVE: Okay. | think my remaining question is a sort of a broader one.
Y ou've mentioned that you don’t think there’'s a strong case for, if you like, wholesale
to the existing legidation, rather to work incrementally to tidy it up in some respects.
However, we are under our terms of reference required to satisfy ourselves that there
are no better alternative means available to achieve the objectives of the act and one
possibility that’s been raised with usis, if you like, adual system where you would
have for-profit superannuation funds shifted over to the Managed Investments Act,
where many of the providers of them find themselves already having to comply with
that act, and the not-for-profits remaining under SIS. From your perspectives at
Mercers, which are pretty widespread, do you have any thoughts about that type of
arrangement?

MR STEVENS: Wewouldn't be enthusiastic. It perhaps brings us back to the
basic issue of should the trust structure be used.

MR COSGROVE: Indeed, yes.
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MR STEVENS: 1 think the trust structure has served superannuation well for many
years, and of course trust legislation in general has been developed over hundreds of
years in many ways and it involves to tackle new approaches, and | think it's still one
of the best structures. | certainly wouldn't like to see abolition of the trust structure.
Theideathat, yes, some funds could be established under a different structure | don't
have quite the same problem with.

MR COSGROVE: Provided they maintained atrust arrangement. Isthat - - -

MR STEVENS: It wasvery similar to that because | think in the previous
discussion we mentioned RSAs, which were | think a move away from the trust
structure, but what we finished up with there as | understand it is that the operators of
RSAs can only provide a capital guarantee type of investment. In other words, it'sa
very narrow investment, and one of the beauties of the trust is that you have a
separate portfolio of assets backing the liabilities of that trust regardless of who
manages it.

Going way back to 1983 when an animal called an approved deposit fund was
invented, | think it annoyed at the time some of the banks and life offices that to
operate an approved deposit fund, you had to actually have a freestanding portfolio
of investments by that fund. So maybe the real motive there was it was quite clear
that those were the assets that would be taxed in the manner applicable to
superannuation, but it also made it quite clear that those assets were separate from
the other operations at the bank or life office or whoever it might be, and | think it
worked very well.

| don’t think anybody has come up with astructure - as | say, the RSA doesn't
go as far as allowing awide variety of share investments and so on becauseit’s hard
to get the security aspects right, the tax aspects right, the equity aspectsin
distributing investment income. So | would not be opposed to - provided one didn't
insist on trusts changing to a new structure, if there were a separate structure that
could be used by some of the other institutions who handle other investments. I'm
not sure whether the managed investment structure would work. If it still required
freestanding investments to be backing it, it'sreally still very similar to atrust
anyway, and these organisations | think overcome some of the administrative
problems by the way in which that trust isinvested. There's nothing to stop the trust
investing in the units of another trust which may in fact be the same pool asis used
by the non-superannuation managed funds; you just hold the units and the trust itself
istaxed in adifferent way.

So, as | say, | wouldn’t be opposed to having an option to trusts provided you
can still continue to usetrusts. | think the last thing we want is another major
upheaval like we had when SIS was introduced, where there were many thousands of
dollars and many thousands of hours spent on revising trust deeds. A lot of the issue
was to come up with a structure whereby the federal government felt it could use the
corporation’s power to control trustees and so on. It wasimportant that the actual

15/5/01 Superannuation 162 R. STEVENS and S. ARMSTRONG



fund member didn't really see any benefit from all of this and the last thing we want
is another paper war where we have to basically go through and do a complete
restructure.

But as| say, if it's athing whereby organisations like banks and insurance
companies could operate without having to set up the trust structure, then that would
perhaps be all right. We have something along that line at the moment with annuity
contracts, where they are not run through atrust structure. Y ou can have people who
collect their retirement benefit and can use it to take out an annuity contract so that
it's still part of the superannuation system as such but it's not part of atrust, as |
understand it, in anormal way, if it's going in that sort of direction. Of course those,
particularly alocated annuities, for example, do allow awide range of investments
but somebody would have to come forward with a suggested structure that would
actually work.

MR COSGROVE: If you could, would you envisage significant cost savings for
members of funds as aresult of alarge financial institution no longer having to
operate through atrust arrangement?

MR STEVENS:. No, because my understanding is most of them - it's only almost
an extra piece of paper that, if you want to invest in superannuation with - I’'m not
sureif al the life offices work in this way, but with one life office you simply sign an
application as you would to join afund and that application is addressed to the
trustee. Thistrusteein fact invests all the assets of that fund with the life office, so
that you've only got an interposed trust entity before the money actually does get
amalgamated with all of the life office’s other operations. I’'m not sure that by
abolishing that, so that you just apply direct to the life office, it would really make
that much difference once the initial structure has been set up. But | guessthelife
offices and the banks would be better able to comment on the costs involved.

MR FRENEY: Inthisvery area- | find it an interesting one - Phillips Fox’s
consulting actuaries made this point to us that perhaps there should be more
allowance for superannuation contracts to be written under contract law and not to
impose trust structures on | think the likes of life insurance companies where they are
prudentially supervised. | just wish | understood alittle bit better what the risks
might be. | understand what a good job the trust structure does in protecting the
interests of the party taking out the superannuation product but would you be able to
elaborate for me or elucidate if there are alleged benefits in not having to have atrust
structure - and presumably those benefits might get passed back to the member of the
super fund or the individual coming off the street. Are you aware, Ray, whether
there’'s any sort of higher risk to that party by not doing it through atrust structure?

MR STEVENS: | think there could be without saying thisis a completely
thought-through process but | think what the institutions would be looking for was to
avoid the need to actually have a separate portfolio of investments as such. In other
words, the superannuation fund investments would just be mixed in with all the other
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investments or most of the other investments of the institution. Now, that could
weaken security. On the other hand, | suppose it could strengthen it because it could
be part of alarger pool of investments. But you have issues - and this came up with
the approved deposit funds when they were established - that we have aprinciplein
superannuation that we don't allow superannuation funds to gear their investments.
They’re not allowed to borrow for those purposes.

If you've mixed the investmentsin with, say, a bank’s operations, you've got
loans being made as part of the normal business in other parts, and how do you keep
al that separate? The trust structure does at least ensure that you can impose the
same sorts of controls that you think are desirable for superannuation funds operating
through trusts. Y ou can impose those same limitations on them. Once you start
mixing it with the other assets of the institution, | think there is some scope for
weakening the security.

MR COSGROVE: Doesthe essentialy long-term nature of superannuation
whereby a person might be contributing over 30 or 40 years involve some additional
element of risk under a contract structure? | mean, how reliable would a contract

be over along period of time. | guessit depends on the strength of the provider, the
other party to the contract really. It may be quite okay in some cases, and maybe not
in others.

MR STEVENS: The hard part, | think, in thinking about thisis we're thinking of
the people wanting this as being the Westpac, the AMP-type organisation, but once
you approve that structure, it’s alittle bit like the devel opment of self-managed funds.
I don't think anybody envisaged the extent to which people would be starting to run
their own fund and saying, "Well, if the big funds can do this, why can’'t we?" and we
try and limit the differences between these. Having approved a structure that you
think isfine for these large institutions, or you hope it’s fine, then how do you stop
the relatively small organisation where you may not be quite so happy to see them
mixing this business with some other business and not having a clear distinction, and
that’s one of the things that worries me with it. Unless you move more to like what
we have with an approved trustee, where the nature of that almost limits that sort of
operation to the larger providers - and in any event they have to be individually
approved - or would you be trying to set up a structure where anybody operating any
sort of ingtitute could choose to either go the trust route or go by this aternative, or
would they have to apply and virtually get specific approval, just like getting a
licence to operate alife office, abank licence.

MR COSGROVE: Likeabank licence.
MR STEVENS: A bank licence. | just did not fully - - -
MR FRENEY: Actualy Phillips Fox sort of acknowledged that point and went on

to say in their submission that you might get some smaller superannuation providers
who were not the very largest institutions, and that you then might have to think of
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some different solvency and capital adequacy requirements for those smaller ones if
you're wanting to issue super products under a contract arrangement, if they were
going to issue super products under a contract arrangement. So it certainly gets more
complicated, and the question is, what are the benefits from it?

MR STEVENS: Even the equitable aspect of how do you share the administration
expenses, for example, there are of course some practical problems now, but | think
where you have a separate trust, it is easier for an organisation to more closely
identify the costs associated with that. | think with the Price Waterhouse people you
were talking about the relative costs of operating a managed investment
non-superannuation arrangement and a superannuation arrangement, and it occurred
to me that superannuation funds - | would expect the costs to be lower. If you're
operating, for example, aunit trust open to the general public, with a superannuation
fund you're mainly accepting contributions and typically benefits can't be taken out
until some time down the track, whereas with a unit trust, people can put money in
and they can be - you've got to provide for people withdrawing money, putting
money back in; you've got more transactions. Once a year you've got to give those
unit trust holders details of what amounts they have to include in their annual tax
returns, whereas with your superannuation fund, it's the fund as an entity that handles
thetax side. Then, okay, they’ve got to distribute the tax load equitably among their
members, but the members don't get directly involved in that. Therefore it doesn't
surprise me that superannuation funds are cheaper to operate in that sense than
managed funds, and if you've got the same organisation offering these things side by
side, they have some problems now in allocating expenses, but if the thing is more
mixed up in the one unit, you're far more dependent on their systems - well, it would
be harder to prove they're not being fair.

MR FRENEY: It may also be perhapsin the long drawdown period of some
superannuation products, like John was talking about the long contributory phase,

I’m just wondering if it could aso be something to do with the long drawdown period
that if, for example, alife company was wanting to offer sort of superannuation
products under contract directly into a statutory fund rather than through, say, atrust
vehicle, whether extra complexities come in because of the lengthy drawdown period
of super and the taxation preservation sort of requirements around it that would make
it much more complicated to haveit directly in a statutory fund than through a trust
structure. | just don't know, but I’'m trying to think of what the reasons might be for,
the difficulties that might be associated with this.

MR STEVENS: I'm not as familiar with exactly how the life offices work these
days, but we used to have the issues of allocating amounts between superannuation
business and ordinary business. These days | think most of them tend to have the
superannuation in a separate statutory fund.

MR FRENEY: Statutory fund, right.

MR STEVENS: Therefore security issues and so on are - it isalmost like having a
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Separate trust.

MR FRENEY: Yes, that'strue.

MR STEVENS: It'sjust not caled atrust. It's governed by a different vehicle. |
don't have a problem with that, but concerned if you then allowed virtually
organisations of any size to start doing this, you'll get people who will choose to use
these things for the wrong reasons.

MR FRENEY: Yes.

MR COSGROVE: Wadll, thank you very much. | don't have any further questions
now, thank you.

MR STEVENS: Okay, well, thank you.

MR COSGROVE: Thanks very much for coming along and for avery useful
submission.

MR STEVENS: Thank you very much.

MR COSGROVE: Well take abreak now before we meet our next participant.
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MR COSGROVE: Our final participant for this afternoon is Jacques Martin
Industry Funds Administration and Fiona, would you just for the purpose of our
transcript identify yourself and the capacity in which you are here today.

MS GALBRAITH: My nameisFionaGabraith and | am manager of compliance
for IMFA, the shorthand version.

MR COSGROVE: Thank you. We are very grateful to you as we were saying for
your late-night effortsto get this submission to us. | am afraid although we have had
achanceto read it rather hurriedly, we have not yet been able to get right acrossiit,
but we have some points we would like to raise with you. Would you like to make
any points yourself at the outset or not?

MS GALBRAITH: | supposejust to say avery brief opening statement.
MR COSGROVE: Yes, sure.

MSGALBRAITH: We strongly support the retention of the trust structurein
superannuation, given the nature of superannuation as a financial product, the fact
that it'slong term, but even more significantly government mandated contributions
going into - and also it has been acknowledged now by the courtsthat it really isin
fact adeferred wage and salary. So it’s people's entitlements and earnings going into
super. Given that, we think that the protection afforded by the trust structure by the
fact that the trustee owes fiduciary duties to the beneficiaries or the members of the
super fund is a quite significant protection that shouldn't be eroded lightly. | suppose
that is the most fundamental thing.

As asecond tier one, we also support strongly the existence of super-specific
legislation. While we acknowledge that the Financial Sector Reform Bill is moving
towards uniformity of regulation within the financial sector, | suppose we are of the
belief that different products exist for different reasons and to satisfy different needs.
While the theory may be that a person is sitting back with discretionary income,
choosing between a general insurance policy or alife insurance policy or to put some
more super in, in reality they are choosing those financial products to meet very
specific needs. Each of those products has different features, because they are
meeting different objectives. So they have different features. There are risk
products, base products, investment return products. They are different and therefore
for ease of complianceit is much easier to deal with legislation specifically drafted
with your particular products and your particular financial product in mind, because
the mgjor difficulty in compliance is interpretation and application.

Evenif the policy iswell conceived, and that istricky in itself, applying it
across different products and well drafted, applying it to your particular product can
be where some of the problemslie. So when you get into generic language, it startsa
whole round of - in the end there end up being circulars and policy statements and all
sorts of different things basically doing the application of the generic legislation to
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the specific products anyway. So by the time you have gone through that, you may
aswell have specific legidation. | suppose they are probably the two major issues
that we see.

MR COSGROVE: Do you have any general thoughts, Roger, or should we just
work our way through the submission section by section? | think I’'min the latter

category.

MR FRENEY:: | think so, yes, but we may come back to this interesting second
point that Fiona was making and perhaps work our way into that.

MR COSGROVE: | think my first question arises on page 2. Up the top there,
Fiona, you say the legislation is not overly prescriptive with afew possible
exceptions and within the bounds of policy it does tend to accommodate changesin
product design. Could you give us afew examples of areas in which that has
occurred, these changes in product design?

MS GALBRAITH: It'sprobably easier to give examples of the negative to start
with, which is| guess that there are superannuation providers out there who feel that
they are constrained by the sole-purpose test and that is very much a policy issue.
That's really what | was thinking of when | said this. That's very much a policy issue
as opposed to anything to do with the drafting of the legislation, prescriptive or
otherwise. | guessthat probably is perceived as being the major constraint on
product development.

Having said that, within the fundamental constraints of the legidation asitis
currently conceived, conceptually and drafted, | think there has been afair bit of
innovation out there. | think most funds are always looking - are competitive in the
market - for apoint differentiation. | think that is happening. | guessthe other area
where there are some issues are probably insurance, the extent to which various
insurance products can be offered through super funds. This comes down to realy
fundamental retirement income policy and if you believe that these contributions are
basically being invested prudentially, using the man on the (indistinct) looking at risk
and return and maximising people’s retirement income in retirement and that |
suppose is kind of what the whole purpose is driving at.

Then | suppose it’s an interesting question as to the extent to which there
should be product enhancements and developments going on, whether they are at the
end of the day more market driven to the detriment of retirement income policies and
that is much more of afundamental policy issue than it is alegislative drafting one.

MR FRENEY: | notice, Fiona, that you say that one of the costs of complianceis
complying with specifications for reporting to government.

MSGALBRAITH: Yes, that really was more of atax focus probably than - - -
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MR FRENEY: | waswanting to ask whether sort of under SIS you have the
unnecessary reporting requirements. Some other contributors have suggested to us
that there are unnecessary reporting requirements. For example, they query the merit
of the statistical collections and | was just wondering whether you had in mind any
specific examples of unnecessary government reporting requirements. | think you
actually might come back to thislater on, so | am sorry if | am pre-empting
something you say later on.

MS GALBRAITH: It'sactually my fault, because | must admit | was thinking of -
when | think specs, | think of all the tax reporting we do. In the context of the
question you were asking, | guess for us we certainly feel that the annual reporting
should be occurring to APRA in particular as part of the prudential review. The
statistics don't pose us an issue, because our trustees are very geared on - they really
want to know about the statistics of their fund and we are avery large volume fund,
so we have systems that not exactly produce statistics at the press of a button, but not
far off it. Sofor usit’'s not an issue and we think it's worthwhile for the regulator to
have afeeling for the demographics of the industry that they are regulating. But |
imagine maybe for some of the smaller funds, manually compiling the statistics may
be anissue. I'm not sure where the cut-off istargeted for statistics. | believeit has
moved to the ABS, hasit, away from APRA - I'm not sure - and it used to be funds
of acertain size or acertain number funds and it might be the - it still is APRA?

MR FRENEY: | think the principal collection agency seemsto have reverted to
APRA. It certainly has been boosting up its statistical unit and from what they told
us, | had afeeling that they were now becoming the principal collector, which
interested me.

MS GALBRAITH: It usedto be - probably everything old is new again - it
probably went to ABS and came back. | guess wherever the end of their sort of
collection pool, that is probably the edge which is having some issues. Certainly for
our funds | don't think it'samajor issue. Itisreally more or probably the Tax Office
and when they changed their specs without warning, which they have done a couple
of times, then that causes enormous headaches. But that is outside the scope of your
review.

MR FRENEY: The other point | had on this page was your reference to the
definition of "successor fund" which other participants have raised with us. It seems
to me as though the intention here is right minded in terms of trying to get an
efficient vehicle for allowing the transfer of funds, but the problem isin the detail as
in the writing up of the descriptions as to what a successor fund is, so you protect
member interests well enough on the one hand, but get clarity in the provisions on
the other. That seemsto be the main problem of getting this clear definition written
into the law.

MSGALBRAITH: Yes, you areright. The policy intent was to facilitate the
winding up and merging of funds and that is certainly a good policy. It al comes

15/5/01 Superannuation 169 F. GALBRAITH



down to the phrase and it’s two words "equivalent rights" and there has been alot of
legal advice and opinions going around a number of funds that sought it and widely
diverging legal opinions | might add, because it is a two-word phrase and there has
been alot of involvement with our people producing arecent circular. Itisan
interesting point, because | think from my perspective it illustrates the strength of
trust law. That is one areawhere | would like to see it not prescribed in the
legislation and basically to fall back on the trustees of the first fund, the fund that's
doing the transferring out. The fact that they owe fiduciary duties to their members
should be paramount and they have to act in the best interests of members and really,
that’s the fundamental question under trust law that they should be addressing.

The consideration they should be asking themselves is whether it'sin the
interests of members to transfer across to the other fund. There has always been
speculation whether what was intended was as little as basically moving across the
quantum and accrued benefit, and it's "How long isa piece of string?' Thereisa
whole spectrum of various things that could be considered to be equivalent rights.
There has been afair bit of resourcestied up in it and | suppose that is the one thing |
perceive as a barrier to exit for funds, because there is an awful lot of toing and
froing and trying to establish exactly what equivalent rightsis and you will still get
differing opinions on whether you can, for example, go from defined benefit to
defined contribution or not, those kind of issues. So | am not sure what the solution
is, whether to remove it from the legislation and leave it to trust law to determine - |
mean, the circular has probably gone afair way towardsit, but | know thereis till
some controversy out there.

MR COSGROVE: You suggested that arevisit of the underlying policy
considerations may be warranted.

MSGALBRAITH: Yes.

MR COSGROVE: By that did you mean like reliance on the trust law as you were
saying, or did you have something else in mind?

MS GALBRAITH: | supposejust more specifically what | was just alluding to,
whether whoever dreamed up the concept of equivalent rights - just want they meant
by that. So whether they meant equivalent right to the amount of money that had
been accrued, whether they actually meant equivalent insurance, equivalent right to
surplus, whatever the issues were, just what the policy intent was behind - it's
actually in theregs, yes - and just have alook at that because that was something that
was a bit unclear. | think the ISFA’s thinking was - | don't know what it was like at
the time, but APRA’s thinking in recent times has been a bit unclear, depending on
who you speak to, becauseit isavery tricky area and there has been analysis done
and | think Pamela McAllister from Freehills did an analysis one time and there are
about five different tiers of rights within trust law. She thinks - from memory - about
tier 3 of 5isprobably whereit should be. It probably needs some trust lawyers to
really analyse some of the trust law and establish how far it extends and really clarify
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that. 1 know that one has just come out, but | think there are still some issues within
that. Having said that, it's not something where | have actually had direct
involvement. | mean, trustees of our funds sort it out with the trustees of other funds.
We are just doing the administration.

MR COSGROVE: Isthisbecoming an increasing problem because of therisein
the rate of job turnover amongst modern employees, that they are wanting to take
benefits from one fund to another as they change their workplaces?

MSGALBRAITH: Thisisn't so much at individual employee level, thisisredly at
fund level. It isusually when afund either wants to wind up completely to terminate
or merge with another fund or move - sometimesit isjust a category of members,
sometimes they will want to move. So it has actually been more driven - again,
outside the terms of this review - by things like surcharge, which for some -
corporate funds in particular are the ones where - particularly defined benefit ones
and it was like the death knell for them. It wasjust so difficult. Now, for example, if
they are looking at collapsing into, for example, one of our funds, an industry fund or
maybe going to a master trust offered by alife office, it's actually all about consent.
Members can move anywhere with consent. Thisisto facilitate it without actually
seeking individual member consent to the move. If the trustees go to their members
and give them enough advance warning saying, "We've found thisfund. We
consider it provides equivalent rights" - and that’s the sticking point - "and we are
transferring across with effect whatever," then that enables them to do it without the
members’ consent. Soitisakind of - | supposeit’sabarrier to exit at fund level,
fund-to-fund level, trustee level rather than down at member level.

MR COSGROVE: Yes, thanksfor that. | hadn't appreciated it.

MS GALBRAITH: Within the private sector there's usually afair degree of
portability. The life products tend to have some exit fees which prove issues and
public sector - | saw a couple of your earlier submissions - public sector obviously
are not under SIS and they have their own issues about portability.

MR COSGROVE: Soareyou ableto tell uswhether thisisarelatively widespread
problem of interpreting how to move to the successor fund or not? If the trustees
give their approval, then it's okay? There's no interpretation problem involved or - - -

MSGALBRAITH: Thetrustees of fund A can move membersto fund B provided
they have an agreement, basically an arrangement in place with the trustees of fund B
to provide equivalent rights. So the trustees of fund A have to be comforted within
themselves that - and fund B for that matter - the product design, the benefit design
of the new fund is going afford equivalent rights. In the course of doing that there's
usually considerable legal advice involved on both sides and usually diverging lega
opinions because any given benefit asto another, there will aways be some things
that are better and some things that are worse, the swings and roundabouts.
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Asl said, there are still some quite fundamental differences of opinion out
there in the legal sector on some really threshold issues like defined benefit, defined
contribution. Some will say that under the concept of "equivalent” you have afairly
high test and say that just can't be done. There's no way someone who is a defined
benefit member can be given equivalent rights in a defined contribution fund; others
disagree. Some quibble about insurance or even things - maybe their level of
insurance is the same but the premiums are higher or maybe members go from
having employers paying it to paying it themselves out of the account - isthat an
equivalent right? It really ishow longisapiece of string. Intheend I think most
wind-ups and mergers and transfers do end up happening but it delays them and it
costsalot inlega advice, it really can do. It depends on how similar the funds are
obvioudly to start with.

MR COSGROVE: If you didn't have this provision in the legislation though, all of
this would be taking place in the courts, | assume, under trust law, would it?

MSGALBRAITH: Yes, that's- - -
MR COSGROVE: That might be even more expensive.

MS GALBRAITH: Yes, | guess. If someone were to object to it happening to
them, you're right, it would end up in the courts. | guess they might be able to put a
different test in or maybe just really focus on what "equivalent rights’ mean - "It
does mean this, it doesn't mean that" - which | know they have gone along way
towardsin the circular so it ismoving in the right direction, it just still has alittle
way to go probably.

MR FRENEY:: | think itisgood to have an equivalent rights concept in here to
allow well-intentioned trustees to use this facility to save awhole lot of costs of
having to go to individual members and getting their approval. 1'd hazard the
opinion that it may well be a case where greater clarity either in the regulations or as
given by the regulator would help the whole process because you have such a scope
for different legal opinion under the trust law. | know from experience what you're
saying about the costs adding up for no particular purpose, it gets down to fine
interpretations and sorting through legal interpretations, when if there was greater
clarity given by the regulator, it would serve the whole purpose and it would prevent
that kind of legal debate. Do you agree with that or would you prefer to let it be
worked out by the trust lawyers?

MS GALBRAITH: It probably now can't go back to trust law because it’s been
down this path already. So even if thiswere to be removed from the legislation,
everyone would haveit still in their mind-set. | think in the past it probably could
have been taken by trust law or just the fundamental fiduciary duty of acting in the
best interests of members. But now they've started down this path - | think you're
right, | think it just needs to be clarified. Asl said, | think the recent circular does go
along way towardsit. There probably are only now still afew niggling points, but it
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was just, | suppose, in the context of abarrier to exit. It was the most obvious one |
could thing of.

MR FRENEY: It'svery important to allow mobility among superannuation funds
and for the benefit of superannuation members.

MS GALBRAITH: Yes, | mean, if it'seconomically efficient and viable.

MR COSGROVE: My next oneison page4. Do you have something before then,
Roger?

MR FRENEY: Yes, onpage3if | may - actualy | think we've been through this.
The defined benefit funds in the middle of page 3 - and you note that the surcharge
was the final nail in the coffin, was the inordinate complexity of administering the
surcharge legislation. | simply note that, that's fine.

MSGALBRAITH: Yes.
MR COSGROVE: It'safairly common point that we've been told of.
MS GALBRAITH: Bit of arecurring theme, yes.

MR COSGROVE: At thetop of page 4, near the top, the second paragraph there
you say:

While increased focus on the intended outcome of the legislation would
be welcomed, making the legislation less prescriptiveislikely to lead to
increased uncertainty which results in increased compliance costs.

That's a point that some others have made to us. There seems to be something
of atrade-off involved here, | guess, between on the one hand this view, which is that
we'd really like as much of what we have to do to be set down clearly in legidlation
aspossible. The other view whichisthat if you leave the legidation fairly general
and provide in regulations or indeed, to some extent at the discretion of the regulator,
the capacity to interpret that high-level legisation, so to say, then the whole
arrangement of that kind can enable emerging problems to be dealt with more
quickly than if, say, an amendment to the legislation was required. So in adynamic
sense the latter approach might be more efficient, if you see what | mean. You
would still though favour thisidea of having greater specificity in law itself, would
you?

MSGALBRAITH: I'mafraid | was probably being abit legalistic in theway |
interpreted thisin that | took regulations as being legislation and that they've
delegated legidation. So | actually took the act and regs- - -

MR COSGROVE: Together.
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MSGALBRAITH: | didn't draw the distinction. But | think you're right. Our
preferred option is probably for them to be in the regulations, that’s probably the best
level because they are more flexible, more readily changed than the enabling act.

MR COSGROVE: Yes.

MSGALBRAITH: That or regulated administration, but | think we draw more
comfort from actually being in the regulations than - so that’s our preferred - so |
suppose when | said prescriptive legidation, | meant at that level, not at the statutory
level.

MR COSGROVE: So you don't want too much discretion in the hands of the
regulator.

MSGALBRAITH: They certainly need an element of it and particularly - | think
that’s one of the later questions - discretion, the exemption modifications, power
that's under SIS and discretion to waive and extend their lives and whatever else.
But | suppose there’s a point at which - if they're doing that too often in a particular
area, then that obviously flags a need for there to be maybe a changein the
regulations themselves. That’s been an issue since - in the transition from 1SC to
APRA, noting the difference between when the ISC had a direct relationship with the
- responsibility for the legislation now which APRA doesn't, they have to go back to
Treasury. You can understand it’s changing something, thisisregs which isdriving
us all batty, is going to be low on Treasury’s priorities when they've always got
budgets or GST or afew other changes to the tax system, a new tax system to bring
in. Soit’snot high priority in away that maybe in the past the ISC could have had a
rechange put through, so that has increased the need for APRA to be a bit more
pragmatic in some of its statements.

MR FRENEY: That'sfine, thank you.

MR COSGROVE: I'mon 6 next. Have you got anything before that?
MR FRENEY: Yes, page5, if | might.

MR COSGROVE: Sure.

MR FRENEY: | had anote here. Thethird paragraph up from the bottom, Fiona,
you say:

Moving to an alternative legal structure would serve to severely weaken
the nature of the obligations owned by the fund to the member
beneficiaries.

That caught my eye. Could you just elaborate on that for me.
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MSGALBRAITH: | guessit'sthe fundamental nature of fiduciary duties that are
owed by trustees to beneficiaries which we think is the logical vehicle for
superannuation. It’'svery similar to atrust given the whole thing of long-term
responsibility for investing and maintaining a capital asset for the benefit of third
parties. If you remove the fiduciary duties owed by the trustees to members, then not
only are any duties that they do owe significantly of alesser standard than fiduciary
duties, but it also increases the possibility they might actually be owing maybe
higher duties, stronger dutiesto third parties. The most obvious example would be,
for example, shareholdersin a corporate structure. So if you are not atrusteein
respect of beneficiaries but are instead a director of acompany providing
superannuation, then you might actually end up owing stronger duties to your
shareholders to produce a profit, whatever it might be, than you would do to the
members of the fund.

| guess we feel very strongly that the highest possible duty should be owed by
the trustees to the members of the fund. It sounds very simplistic or motherhoody or
something to say acting in the best interest of members, but it's really quite astrong
tool. A trustee wearing atrustee hat in making decisions are things - the factors that
they have to take into consideration, it can make atangible difference to the outcome
of those deliberations and those decisions than if the person sitting there making the
decision has a different relationship to that person and is wearing a different hat and
doesn't owe them fiduciary duties but owes them some lesser duty. Even aduty of
good faith is alesser duty and where it would end up trickling down to, I'm not quite
sure. It'savery powerful duty that one, aduty of good faith, all the duties that have
evolved through trust law.

MR COSGROVE: Butif you had a company operating under some sort of
managed investment scheme structure providing superannuation products, their
shareholders' interests are pretty much the function of the success of that company’s
operations in this particular market, superannuation products. If the company’s
directors were, you know, in away trying to disadvantage the fund membersin order
to improve the company’s own profits, then one would think they wouldn't do as
much business in the superannuation area than otherwise.

MSGALBRAITH: I'dliketo think that but I'm just thinking of two recent
examples, the UK one and the Chilean one. Starting with the Chilean onefirst, that
was an example where they had an agency sales force with huge incentivesin the
Chilean market and it ended up with an awful lot of churning, people going from one
product to another for no real advantage. | think it was maybe not unique. But a
function of the Chilean legidlation isthat you couldn't allocate a negative return, you
could only allocate a certain - they already stipulated some things. So basically
everyone moved to the middle of the road, the market was down the middle, very
little product differentiation so there really was no benefit in moving but there was a
lot of churning happening. Of course, at the end of the day these people are being
paid their huge incentives and bonuses to do that, and the similar case of course
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whichisstill unfolding in the UK where there are similar sorts of principles; lots of
incentives given to sales force agentsto talk - | think particularly teachers, nurses and
things - out of their quite generous existing schemes across to schemes that really
work to their detriment, to the extent that some of the companies are still paid back
significant sums of money. They’re extreme cases but it doesn’t necessarily mean
that what's in the best interests - | mean, the long-term view, yes, of what’s in the best
interests of fund members by - or the super product by and large will bein the
long-term interest of the company and the long-term interest of the shareholders, but
they may be taking a short-term view or they may be taking a marketing view.

There are anumber of factors that come into play and of course there are a
number of circumstances where they’re actually diametrically opposed and that’s
when you see the age-old one of life policies with quite strong early termination
provisions to preclude people from moving around. | mean, that isin the interests of
shareholders because you lock the money in and if you lose the money, the capital,
you're still retaining afair percentage of it. But it'sabit difficult to support the
argument that that is actually in the interests of the policyholder to have policies that
have that kind of design.

MR COSGROVE: Could you provide uswith information, not today, on these
Chilean and UK cases? | have not been aware of them.

MS GALBRAITH: 1 certainly can, yes.

MR COSGROVE: If youve got something readily available - | don’'t want you to
take alot of trouble.

MS GALBRAITH: No, that shouldn't be a problem.

MR FRENEY: Just while you're on this point, it's avery interesting one to reflect
on perhaps the difference between the very large providers of superannuation
services, who might be driven by a competitive drive in the interests of their
shareholdersto run trusts that were actually conducted in the interests of the
members versus perhaps smaller entities with relatively few shareholders who would
be the proprietors of the superannuation fund. The very small number of
shareholders could benefit perhaps enormously from not doing the right thing. So
they could have a cut-and-run kind of approach where, for their own shareholder and
proprietorial interests, they could perhaps do the wrong thing by the members of the
superannuation fund, with perhaps relatively little penalty other than ASIC virtually
running them down and dealing with them. But | could seein the smaller, less
conscientious perhaps corporate environment that the proprietors might not be as
conscientious and well intentioned as perhaps at the larger end of town.

MS GALBRAITH: Yes, there's certainly scope for that kind of thing to happen,

yes, and also even at the larger end of town there are different ways of concealing
commissions and things aswell. I'm not saying they're al like that but there are
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tensions there, whereas if you are still in atrust structure, you still have to bear in
mind that you are acting in good faith and in the best interests of members -
requirements that aren’t there if you don't have that relationship there.

MR FRENEY: Inmany ways SIS isdesigned to sort of deal with some of these
people who are more on the fringes of the industry and who can't deliver to the
members of the fund, and if you sort of think to transate that back into an
incorporated structure, it probably isasimilar sort of problem that you begin with.

MSGALBRAITH: Yes, and the fact that SIS does some codifying of the trust
laws, some of the covenants and things that are deemed to be imported into trust
deeds, it's basically codifying the trust law to put those obligations and duties on the
trustee as a super provider.

MR COSGROVE: Top of 6ismy next point, Fiona. | think | understand what
you're saying but | just want to check.

The concept of equal representation is an apparent anomaly, given the
theory of trust law.

Do you mean that the fiduciary duty under trust law is sufficient in itself to
ensure that the members' interests are looked after and that the imposition of this
additional layer of, if you like, member representation is- well, I'm not sure an
anomaly, | was thinking of it more as unnecessary. But have | missed a point there?

MS GALBRAITH: No, that's precisaly the point and | guess that’'s where super has
evolved away from the classic - the classic trust law is a settler who settles a capital
amount, an amount of money or it could obviously be an estate. It could be Pride
and Prejudice, you know, land with entails or that kind of thing, and it'sto look after,
you know, women who couldn'’t own property, children and that kind of thing, and
they disappeared out of the picture. | mean, often it was because they’'d died or the
trust operator - it was really just between the trustee and the beneficiary, in which
case in that context it's an anomaly because al of the trustees should be acting in the
best interests of members and that should be the end of the story.

But there is acknowledgment in present-day trust law cases. Therearea
handful of them, both in Victoriaand New South Wales and overseas which are
beginning to recognise - surplus distribution is the classic one - | suppose, the
commercial reality, for want of abetter word, that is actually really a- it isatripartite
arrangement that the employer isn't just settling a capital sum and disappearing, it's
an ongoing liability that they have either under the deed or under SG or under an
award to keep making contributions and to do different things.

So even under trust law, they’re beginning to acknowledge the fact that the

employer isthisthird party and therefore in that context pure trust law doesn't make
sense, but in the super context it does, and equal rep is actually quite a powerful
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mechanism for ensuring that the interests of both members and employer are
balanced and looked after. So it’s one of those things that the recent cases have
acknowledged that while the overriding duty is to act in the best interests of
members, that the trustees need to have regard to the interests of the employersto an
extent, and the most extreme case is obviously corporate funds where, if they don't,
the employer will wind up - there will be no trust. So in that context, equal repis
still avery valid outcome.

MR COSGROVE: Could you explainto mein the fourth paragraph there, the
beginning:

While trustees of public offer funds should be subject to some form of
licensing, for funds which are not public offer funds, this would appear to
be unduly onerous.

What's the reason for the latter point?

MSGALBRAITH: | supposeit’sa- | don't even know if it's atheory, it’s probably
more the empirical - what has happened in super which has been the benevolent
amateur - and especialy equal rep isthe perfect example where, if you want to
encourage employees to be reps, then if you start going too far down this path, then
it's going to fly in the face of equal rep working, definitely deter them, and there's
never been arequirement under trust law that the trustee be professional.

Basically it'samost like ajury in criminal law, it's almost meant to be that a
trustee brings commonsense and good intentions and al that kind of thing to the
table, and it’s not to say that they can’'t and in fact are almost under obligation to seek
professional advice. They’re not meant to be professional investment managers or
lawyers when it comes to equivalent rights or actuaries, auditors. They’re meant to
seek the advice of professionals but they’re meant to be like directors of a company.
| mean, there's no requirement for them to be licensed, they’re just meant to bring
basic commonsense to the table.

| think that it is going to act as amgjor deterrent for membersin equal rep and
just generally, and especially for corporate funds, again they're the ones that haven't
gone under with surcharge - that might be the final straw. Corporate funds perform a
very vital function out there in the industry and it’s sad to see even the number that
have gone already and thisisthe kind of thing where if they have to start having their
trustees, who are usually management, and staff employees having to look at
licensing for them, then they will go under.

MR COSGROVE: What form of licensing do you favour for the public offer
funds?

MS GALBRAITH: Probably not dissimilar to the current, where the trustee itself
isapproved. They look at the trustee organisation and ook at its capital adequacy
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and various issues there. That's actually one of the more powerful tools| think that
APRA in particular has, it's not so much SISitself but the instrument of approval for
approving trustees, and the fact that they can impose various conditions there if they
seefit. That's actually quite a powerful tool for the regulator to have, and | think that
kind of model, that kind of vehicle, is probably ideal.

MR COSGROVE: We now have the FSR Bill in parliament and of course outside
our terms of reference but seeming to be looking towards yet another form of
licensing for approved trustee funds and perhaps even for individua trustees. Do
you have any thoughts on that?

MSGALBRAITH: Only that | know it was tabled on 5 April and | haven't had a
chanceto read it since I've come back from leave but | guess alot of it seemsto turn
on giving advice. | suppose it’s one of these things looking at what the personis
doing, whether they're just providing a product, whether they are actually providing
advice. | guessthe only thinking | have again is this uniformity. | can see some
merit in uniformity but there are going to be distinctions between people doing
different things. Our funds which are only offering to employers, for example, only
standard employer-sponsored funds and employers are put in atotally different
category to someone who's - whether it's wholesale or retail, someone who's out there
offering other products through financial advisers, financia planners, to the retail
market, you certainly | think would need different levels of licensing and disclosure
depending on the market you're operating in and the product that you're operating.

But of course the FSR is actually going the other way, it’s going towards
uniformity and a more sort of generic approach. So | guessit’s sort of going for that
middle of the road - not so much lowest common denominator, but middle of the
road and therefore for some of ours | think that it will be abit over the top - a bit
extreme, especially - and, for example, just our standard employer-sponsored funds,
who just have employers come along signing up employees and whose distribution is
that way, | think it's a bit onerous. There are probably products out there that are
operating in the retail market where there may not be as much as they have now and
maybe they still need more but | guess ASIC will figure that out over time.

MR COSGROVE: Would you have any concerns about possible duplication of
thislicensing? You've got the approved trustee "licence" provided by APRA, and we
might now have those same trustees being required to obtain a separate licence from
ASIC, | guess. Isthat - - -

MSGALBRAITH: Yes, andthat'swhat | guess no-oneisreally sure about at this
stage, including ASIC. They're still coming up to speed. The extent to which there
will be atransition or - - -

MR COSGROVE: Weéll, of courseit’s yet to be enacted, so who knows.

MS GALBRAITH: Yes, and they've yet to figure - | mean, | know they’re busy
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releasing PPPSs all over the place. | guessit certainly needsto be looked at in terms
of both transitional - whether people, for example, who are currently an approved
trustee under APRA are automatically granted a licence for a certain period of time
and then renew it with ASIC and don't have to go back to APRA. 1 think that's the
kind of thing that ASIC islooking at but they're really still making up their mind.
Certainly if there’'s going to be licensing, it should only be one regulator licensing,
certainly on an ongoing basis. It isridiculous duplication for it to be otherwise.

MR FRENEY: Canl just ask inthisarea, do you think there should be operating
capital requirements perhaps as part of alicensing regime for non-JMIFA clients?

MSGALBRAITH: No, well, | was going to say - - -

MR FRENEY: Not to betoo frivolous about this, it's aways seemed to me that one
of the serious risks to member balances and being able to run a superannuation fund
smoothly isthat you may end up in a situation where you haven't got enough
satisfactory working capital to be able to run the fund on a day-to-day basis. | don't
think that the net tangible asset requirements on approved trustees necessarily
guarantees that you will have readily available operating capital and so I'm just
wondering in terms of arobust prudent management legid ative framework, whether
there shouldn't also be sort of an operating capital requirement to provide the
wherewithal that when computer systemsfail or have to be replaced or things go
wrong, they can be very quickly remedied.

MSGALBRAITH: Yes, that'sinteresting. If it were going to be doneat all, |
think the logical distinction again is probably public offer funds.

MR FRENEY: Why isthat?

MSGALBRAITH: Maybeinthat context it’s not aslogical adistinction. | guess
the most fundamental issue is probably whether or not the funds self-administer
because if they're not self-administering then they don't really need much in the way
of operating capital themselves because they're outsourcing it. | guess the issue then
iswhether - well, actually it's quite an interesting economic market issue, whether
there are sufficient administrators out there in the marketplace because we certainly
have been rationalising over the past few years.

Because, | mean, operating capital isavery real issue for us as administrators
and because the amount we do spend on systems in particular - and | have to say, out
of the terms of the review, largely tax driven not SIS driven - has meant that we've
rationalised and, for example, industry fund administration - Nexus, which was part
of National Mutual, went to Suncorp in Queensland, which then went to AAS at
AMP whichisnow CAD. Sotherereally are only two of us of any viable sizein the
market and a few that do one or two smaller industry funds.

MR FRENEY: |If | canjust interrupt for half aminute, it probably doesn't matter
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where the change comes from, even if it’s atax-driven change, say, to incorporate
that tax-driven change into a software package can be a very serious challengein
itself and it's not just a question of implanting the new tax provisions into your
software package but it's not corrupting the rest of the software package that runs SIS
requirements, for example, so you could actually have the whole software package
under some rrisk, that software package doing alot of what SIS requires through
some tax imported change.

MSGALBRAITH: That'sexactlyit. Itispretty well fully integrated. |1 mean, you
go in member-by-member record and we have 3 million member accounts, so we are
talking significant volumes and that is part of theissue. Itisin there satisfying SIS
preservation, but also recording, storing, calculating, whatever, tax stuff aswell and
reporting on it if we need to. | mean, surcharge costs a significant amount to
implement and having said that, family law and super, which we strongly support the
policy of and the principle of, but it is going to cost a significant amount to
implement that, particularly morein the way it wasinitialy legislated, which was
they weren't allowing the split to occur at the time of the order or agreement. The
split wasn't going to occur at that point and if that had gone through, running

two people out of one account or three or four would have been anightmare. Asit
is, itislooking like they are going to alow usto split at the time of the order
agreement, which just means we will just create a separate member account and it
will be much easier.

You areright, that isavery real issue, but we found surcharge in particular and
we are only defined contribution funds, we are only contribution funds, but it took an
enormous amount to integrate that into our system so we could do the reporting to
the Tax Office and the deductions of the surcharge assessments when they camein
and reconciling everything. You are right, everything hasto be rigorously tested,
system tested and user acceptance tested to make sure that it hasn't inadvertently -
you know, the unintended consequence that you get in legal drafting you also get in
computer systems, so you don't suddenly run areview and find that something has
gonewrong. Soitisavery rea issue, but most funds do outsource administration, so
I imagine it would be difficult to impose an operating capital requirement on the
trustees for that reason.

MR FRENEY: Even then, whether it is outsourced or not, it can very much be a
self-induced problem and one that the trustee has to deal with. Y ou will be aware of
the publicly reported Excelsior superannuation plan that ran into this very problem of
computer system and software package change and in essence didn't have the
working capital to deal with problemsthat emerged. It seemsto me that whether itis
an outsourced arrangement, whether there isindemnity, whether there isinsurance,
the bottom line is that you have to be able to keep computer systems running every
hour of every day to accommodate members’ requirements. When you can't do that,
you start to run into very serious operational problems that are extremely costly to
rectify. | am just wondering whether you agree with that and whether you think it's
an issue for alegidative framework.
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MSGALBRAITH: Itisinteresting, because | was going to raise insurance as a
possible alternate to that with HIH in the back of the mind, but insurance doesn’t
actually often solve theissues. Itismoreacase | think of just keeping the databases
as up to date as possible. It is one of those thingsthat if you can't afford basically to
make the change in the system to do whatever it might need to be done, so long as
your databases are as relatively accurate and up to date asit possibly can be. | mean.
at the end of the day you can always go to another administrator if needs be, so long
as the records are okay to transfer across. | think that was one of the problems with
Excelsior, they weren't in a sufficient state to be ableto.

| guess that is one where - you probably rely again on a combination of trust
law. | mean our trustees are vigilant and they are aways on our back for feedback
and give back reports on where thingsare. We are always being audited, internal
audit, external audit, and | guess that’s where prudential supervision comesin. It's
that kind of thing in particular that should be the key focus of the rigorousness of
computer systems and the accuracy and completeness of databases.

MR FRENEY: Do you think SISis adequatein thisregard, or whether the
protective legidlation should be strengthened - - -

MSGALBRAITH: I’'m not sure how you can really prescribe - | mean, it’sjust a
fundamental thing that - - -

MR FRENEY: - - - by requiring the trustee to have a certain amount of operating
capital.

MS GALBRAITH: Which | guessin one way they do in that they pay usfeesto do
what we do, so they - - -

MR FRENEY: What you do, yes, but there would be many corporate trustees that
either would be outsourcing or running it themselves, but if something went wrong
wouldn't have the wherewithal to fix it quickly.

MSGALBRAITH: Yes, | guessif we had anissue - it's an interesting issue and |
really don't know how to addressiit.

MR COSGROVE: How would you write such arequirement, do you think?
Would it have to be expressed as a proportion of assets?

MS GALBRAITH: 1 think it would have to be and then - - -
MR COSGROVE: A dollar amount wouldn’t be suitable for the range of - - -

MS GALBRAITH: No, becauseit’s quite adiverse industry.
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MR COSGROVE: - - - administrators or funds or whatever the case may be.

MS GALBRAITH: | guessthat touches on the other one later, the levy and the
fidelity funds and those kind of issues, whether it is done that way, whether the
industry as awhole funds something - but | think the major thing with these is partly
having the resourcesto do it, but also partly detecting it intime. | mean, that was
part of the problem with Excelsior, that it was the state that it got itself into before
the resources were put to it.

MR COSGROVE: Anyway, thanks for discussing it.
MSGALBRAITH: It'satricky one.

MR COSGROVE: My next question is down towards the bottom of that page.

The third last paragraph, Fiona, you say the drafting of some of the provisionsis less
clear than the things you have mentioned in the previous paragraph and a
comprehensive review to identify the policy objectives underlying the legislation and
to ascertain whether they are reflected in the legislation as drafted would not go
amiss. Thisraised | think a more general question as to whether the SIS Act has
clearly identified the problem and the objectives on which it is meant to be aimed,
whether it should have a single objective or these multiple objectives. Y ou have
retirement income policy objectives, prudential supervision objectives, revenue
collection objectives. As| think you have said, there is quite a bit of ground covered
in this piece of legislation. Isthat efficient, do you think, as an approach to
regulation or would it be better to have a more delineated set of pieces of legislation,
each of which would have amore clear, perhaps even a single objective, beit
revenue collection or prudential supervision? Do you see what I'm asking?

MS GALBRAITH: Yes, | do. |Ithink at the end of the day the form probably
doesn't matter so much. | mean, whether we had an umbrella SIS with - you could
almost have three different divisions, you could have a retirement income policy,
revenue protection, prudential supervision, or whether you put them in separate
pieces of legidlation. My initial reaction is| would prefer to seeit in one piece of
legidlation as one product. It is much easier to look at one piece of legidation to
identify what you need to do.

But having said that, there would be merit in the alternate casein that if those
pieces of legislation were owned by the relevant regulator, there would be maybe
clearer development maintenance, ownership of policy and a clearer feeling for the
outcomes and objectives which could still be achieved in one piece of legidlation, but
it needs the various parties to communicate more clearly. A lot of the operating
standards - | think | made reference to this - in SIS of course have their antecedents
in the Tax Act and their revenue protection more than anything else. Some of them
are retirement income, but most of them come out of the fact that itisa
concessionally taxed product and therefore trying to avoid tax avoidance and
minimisation. There’s probably a mix of retirement income policy and revenue
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protection in that amount and alot of it isn't prudential. A lot of the operating
standards are not prudential. | guessthat isreally what Mr Freney was just touching
on then. That’s probably what gapsthere arein SIS. There are probably some
prudential ones that could be added.

In terms of then who administers that piece of legidlation, | think that is one of
theissues and | think that’s one of the other questions. When it was owned and
administered by the |SC there was a synergy that came from the fact that it was one
regulator, one policy areato develop the policy, corporate memory, internal
communication. While they have done it, they’ve carved it up and allocated certain
specific provisionsto ASIC - - -

MR COSGROVE: Yes, afunctional division.

MS GALBRAITH: Yes, functional. Itisvery tricky for ASIC to think to do that,
because they've inherited - very sensibly for administrative purposes for the sake of
the industry, but they've agreed, for example, to endorse and adopt previous 1SC and
APRA provisions on things. That's not to say they won't change over time, but sort
of on abusiness-as-usual basis, but by the time they come to looking at some of
those, they have neither the corporate memory nor the involvement in the
development of them in thefirst place to really appreciate the policy objectives
behind it in alot of cases, and of course the last place you'd want to turn in alot of
instances isthe EM or the ES because they often don't explain - some do. | mean,
like anything, it varies alot depending on who actually drafted it but | think some of
the policy behind things gets lost down the yearsin translation.

With APRA | don't notice it as much because | deal with the Melbourne office
which has had less of aturnover, but certainly in Sydney and Canberrathere’s been
such aturnover of staff that people genuinely can't remember some things we're
trying to achieve, and that makesit very difficult all round as an aid to interpretation
or application, and | think some of it probably could be revisited. The onewe
touched on before, equivalent rights, was a classic case in point, but there are
certainly alot of others.

MR COSGROVE: I'm not quite sure | understand the practical effect of what you
arereferring to here. If you look at SIS at present, every part begins, " The object of
thispart is,” blah blah blah, and that's clear enough in a sense, although the
objectives are set at afairly detailed level. Are you suggesting that we should have a
statement of broader objectives somewherein the act that sits on top of al this
detail? I'm not quite sure what you have in mind when you say that some review of
the policy objectives underlying the legislation would not go amiss.

MSGALBRAITH: | wasthinking of the logical vehicle being the explanatory
memorandum or the explanatory statement, and instead of doing the trend, which is
to reiterate, "New section 190 will," and it just basically either quotes or paraphrases
what clause 19 currently says, to actually explain in that context - it could actually be
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aone-liner but just what that’s trying to achieve - and | think some of that is missing.
| wasn't going to mention lost members but | actually have prepared a paper on it for
the ISC some years ago, where the policy announcement was that small members’
balances would be protected against erosion viafees and charges and lost members
would be reported. By the timeit has translated to legislation it has turned out that
lost members are also protected regardless of account balance, which is causing alot
of issues.

I've pointed out all the treasurer’s press statements, al the chronology, and I've
argued quite strongly about why we're protecting lost members. If they're small as
well, if they’re under 1000 - the problem is most members are both lost and small,
but you can get some lost members with quite significant balances. Y ou can have
the twin members who join the fund on the same day, same contributions, all that
jazz; you get to a certain point in time and just because one of them you don't have a
current address for and the other one you do, you're suddenly protecting the one
without the current address, and the "What are you protecting them against?' sort of
issue.

No-onereally has afeeling for the policy behind and if you look at the
explanatory memorandum, the explanatory statement, by the time it’s got to the point
of regulationsiit's just doing the reiterating - until | went behind it to the press release
announcement of it to see, and the policy intent wasn't to protect them, it was just to
report them. But there’s no-one around - and often it comes down to corporate
memory - who literally remembers that that’s what the policy was. It would also |
think really help focus the drafting aswell. Sometimesif you actually have to put,
even in a sentence, what you're trying to achieve with a particular section or
regulation, that actually helps focus on whether or not it's been achieved. | think
that’s probably the logical vehicle and as the name implies, that’'s what it's meant to
be doing, explaining, but most of the time it just does reiterating.

MR COSGROVE: | seewhat you have in mind now, thanks.

MR FRENEY: | can't resist - on page 8, second-last paragraph, I'm very pleased to
See you saying that:

While the investment rules may have become alittle complex, thiswas
largely in response to certain practices occurring within the industry.

MSGALBRAITH: Itwas.
MR FRENEY: WeEell get that on the record.

MR COSGROVE: On 10, thisistheregulatory overlap issue. It's effectively the
middle paragraph, the one beginning:

The arrangements can result in uncertainty -
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this is because you've got more than one regulator -

where two or more regulators have devel oped a position with respect to a
particular concept which, whileit may fal clearly within the province of
the provisions which they’re administering, may touch upon a provision
administered by another regulator.

What examples could you provide us with at that time?
MS GALBRAITH: It'sthe dreaded lost members again.
MR COSGROVE: | see.

MS GALBRAITH: Anexampleof thisisit'sdefined in SIS reg 103AA, I think it
is, and that definition is used in - actually thisis an interesting stand because it's not
APRA and ASIC which iswhere you classically expect. It's actualy APRA and the
ATO. Thelost member and unpaid moneys reporting now has been removed from
SIS into a separate act which is now atax act administered by the Tax Office. It
hinges on the SIS definition of "lost member”. So lost members both have to be
protected which is the part I'm querying policy-wise but also reported which I'm
guerying policy-wise.

Now, you will find sometimes that ATO might give a particular interpretation
of lost member for their purposes for lost member reporting and that may bein
conflict with what the ISC said previoudly, but their interpretation of alost member
definition for protection and reporting when it was under SIS - and because it has
been effectively replicated in the other act by being incorporated by cross-reference -
and | think we're going to see similar things like that happen with ASIC in particular
with information disclosure because the concept started in SIS and some of the things
you haveto disclose rely on other concepts that arein SIS, and ASIC in particular
doesn't necessarily always appreciate the antecedents to that particular provision. So
there probably haven't been too many because ASIC has been fairly open but there is
always scope for that to happen and then you get into the chicken and egg cycle.

MR COSGROVE: Yes. |think Mercers who were with us before you came along
this afternoon, Fiona, was citing an instance that might - yes, modification
declaration 23 means that SIS now requires the determination of three different
values for the same pension and they set those out. Then they say:

These values are in addition to a value determined by an actuary for tax
purposes, a value determined by the Department of Family and
Community Services for assessing whether there is a deprived amount
for pension purposes, and a value specified in the fund's own rules used
for commutation purposes.
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So they say there are potentially six different values for a particular pension,
five of which are legislated. Would that again be an area where - thisis not so much
different regulators | suppose as different pieces of legisation for the most part,
five out of six, which are specifying different values.

MSGALBRAITH: Yes, and | think that’sit. That’s why we almost need in some
instances to go right back to policy and try and figure out what is trying to be
achieved by that in this case - the purposes on which you determine that value.
There will be some instances where you might end up with, | could understand,
maybe two or three different valuations because it is actually being done for a
different purpose and a different context.

MR COSGROVE: Different purposes, yes.

MS GALBRAITH: But having said that - and the trick in thisis the absence of
communication between the different departments and the different policy-makersin
particular right back at policy level about what they are trying to achieve, what their
outcome, and even lack of awareness that these other ones exist and that they’re used
for different things, because there could obviously in some instances be agreement to
split the difference and go for some middle value or choose one over another, even if
it meant adlight lossin revenue for the Tax Department or a slight increasein social
security benefits, whatever it might be. Obviously the policy people would have to
look at it. Certainly it's compounded by the fact that there are issuesin SIS where
some things are defined two or three times with different meanings or they looked
like they should be defined too but they're not actually defined anywhere, or
instances like that, so SIS itself is a piece of legidation.

MR COSGROVE: Yes.

MSGALBRAITH: | mean, it was a huge task, a commendabl e task, that they did
at the time to completely revamp it from OSSA but that’s what | mean - things like
that as well, apolicy revisit, but also once you have revisited the policy, then a
drafting revisit probably wouldn't go astray in some places as well.

MR COSGROVE: Yes, thank you. Down the bottom of that page, and this again
isapoint of clarification, you say:

Material published by the regulators can reduce the costs of compliance
by increasing certainty -

and so on.

That's especially useful when the regulator does not have direct input into
the legidlative processes.

Isthat right?

15/5/01 Superannuation 187 F. GALBRAITH



MS GALBRAITH: That was methinking of APRA. In the past the ISC could
probably take something on board and go and have the regulations changed. It was
in the context of thinking when - now APRA is one stage removed and hasto go via
Treasury and fall to the bottom of the list.

MR COSGROVE: | see.

MS GALBRAITH: It meansthat they can actually adopt a position and decide to
administer it on a particular basis that may not be in strict compliance with the
legislation as drafted. So it's a useful vehicle for them to say, "While SIS reg - this
says that, we're adopting this particular position with respect to administration."”
That's when it’s particularly useful and | think ASIC is probably in asimilar boat,
whereas the ATO, for example, has more scope to actually go back and change a reg,
whatever, because they have more direct lineage into the Tax Act and tax regs. So
yes, that was very staccato but that's what that was driving at. It's useful all around.

I mean, the ATO isvery good for publishing things when it's outside the terms of the
review but publishing things on its Web site to give guidelines on different things, so
itisavery useful mechanism for administrators and regulators to use.

MR COSGROVE: Anything else?

MR FRENEY: Just on page 11, the Complaints Resolutions Act, | just wanted to
tease you alittleif | could about the question of imposing alevy. You say that you
think perhaps alevy is not needed because the tribunal has the power to treat, as
withdrawn, complaints which it thinks are trivial. | think one of the problemsisthe
sheer number of complaints that actually the tribunal receives and then has to
consider and the very high proportion of them which it finds are outside its
jurisdiction, so that if there was only some sort of process which saved the tribunal
receiving alarge proportion of complaints which it doesn't have jurisdiction over and
having alodgment fee might actually get people thinking.

MS GALBRAITH: Yes. I'mnot surethat that - it's an interesting thing to strike
the right balance with the fee that’s not too large to deter people but I'm also not sure
that some of the ones that are outside the jurisdiction are usualy - | mean, by
definition they have had to go through the internal complaints process aready so
already the fund has probably tried to educate them that it’s outside the terms of the
SET but having said that, it's also mandatory that we put the wording about the SET
into, for example, responses to complaints, and it's a grey area whether we're giving
too much advice about it.

Just from what | have seen | have just had that funny feeling that those ones are
the ones that probably afee may not even deter. At least those you say would be
partialy cost recovery, but they can be fairly zealous about issues and go ahead.
What worries me is the countersigned, which is the ones who have genuine issues
who are deterred by afee, and if you strike it high enough to act as a deterrent, it may
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deter the genuine ones. If you strike it low enough, then | suppose, as | said, it does
go part-way to cost recovery, but given super, given again that's compulsory and that
it's deferred wages and salary, and it’'s something that people didn't have a choice
about going into in the first place, | think that does warrant access to afree dispute
resolution mechanism in away that other products may not, so - - -

MR COSGROVE: How about arefundable feeif you're successful ?
MS GALBRAITH: A bit of determination goesin your favour.
MR COSGROVE: Yes.

MS GALBRAITH: I’'m not so sure about that one but an interesting thought. Yes,
| think that probably has some issues with it as well, but yes.

MR FRENEY: | think | have probably got alast question which is people have
said that one of the major costs of SIS has been the frequency and volume of change
of SIS. However, in recent times that has slowed and members, the ultimate
beneficiaries, are perhaps benefiting from a quieter legidlative framework, one that
people can operate within. | mean, | know there are exceptions, the surcharge in the
family law and all those various things, but in terms of SIS itself, there hasn't been
guite as much change other than the in-house assets rules. I'm just thinking if, asa
result of our review, looking forward into 2002, that - as most people have been
saying to us, the SIS Act itself isagood act - it'sdoing itsjob but it could benefit
from further refinements, and quite a few refinements that people are pointing to,
would the industry be able to cope with a number of changes? Would you be able to
cope with anumber of changes to the SIS Act that sought to perhaps strengthen it
somewhat but in particular sought to reduce compliance costs?

MSGALBRAITH: Firstof al, I'm just going to agree with what has been said. |
think SIS had itsinitial settling and teething but it realy has settled down and it's
been tax that's reared up to take its place. Looking to 2002 in the terms of that kind
of time frame, | must admit the industry is going to have its hands very full with the
financia sector reform, privacy coming in as well which isasignificant issue for us,
and also family law, when it does arrive, will be significant issues. We would
probably prefer to seeit in the next (inaudible) and it really depends on the nature of
changes that are being made.

The kind of changes | think | would like to see are probably almost more in the
way of drafting changes, almost more in the form of just clarifying what the industry
has sort of finally settled, the positions that have been settled by the regulator and by
industry practice, but every now and again you will get a new auditor and you have
got to sort of dig out the old letter from APRA or the circular and you have got to
keep reinventing the wheel. There are things like that that obviously would take
resources from alegidative end but not from our end. If it were just a matter of, say,
reissuing the legislation, but amending the legislation for the sake of clarity, then
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that’s obviously going to have a positive impact on usin terms of it won't require us
to make any changes and it will obviate the need to go through heaps of auditors and
thingsin the future.

| guessif some of the more substantive changes I'm thinking of are morein the
way of - because I’'m obviously coming from a purely administrative focus. If you're
looking at incorporating, for example, some more prudential measures that will
impact more directly on trustees, then that obviously doesn't impact on the day they
admitted the fund. It may have some implications to the trustees themselves but less
on us, so | guessit’sthe middle ground ones. If there is some tinkering done with -
substantive tinkering, not just redrafting - but areview of policy or an introduction of
new policy which isusually more, as| said, in the way of things like retirement
income policy or revenue protection which are probably not the kind of things you're
looking at but - - -

MR FRENEY: What about age limits and contribution limits and cashing-out
limits and those sort of things?

MS GALBRAITH: Onewould hope they would be going, in which caseif they’re
going - - -

MR FRENEY: Let’s say they're going, yes.

MSGALBRAITH: - --that would makeour lifealot easier. | mean, as| said, if
there were those kind of changes - - -

MR FRENEY: We can cope with that.

MS GALBRAITH: | would tear up that policy, that procedure, exactly. That one
we can cope with quite easily and would happily endorse. It'smoreacaseof - - -

MR FRENEY: Cope with savings but not with the additional costs.

MSGALBRAITH: Soit'sjust moreif people get introduced. If you were going to
tinker with those, you know, to change them but not remove them and we have to
revisit, change the age from thisto this, so we had to go and change everything from
that age to that age, that's a pain and that would be difficult to incorporate in the
coming sort of financial year, but removal of things, yes, and that is - | mean, the
occupational nexusis an interesting one and spouse contributions are really - well, if
not blown out of the water, have come close. The age based ones, | mean, they are a
bit more difficult because of the revenue, there's arevenue issue there, but having
said that, there are RBLS, and there are changes to the death benefit of RBL now who
it's measured against and - | think that was back in 94 - different things have
happened. That’s what | meant again by revisiting policy.

There are things like that that alot of people out there probably even aren't

15/5/01 Superannuation 190 F. GALBRAITH



aware of. | know | have to keep defending our age 65 practice both in terms of the
fact that it has to be done because the legislation says so, but also giving people a
feeling for the policy asto why it's there, but having said that, | think alot of people
don't even realise the policy behind it. | think looking at that and saying, "Are there
other means of achieving it," particularly onesthat are already in place like RBLS, "Is
that enough? Are other things enough?"' and hopefully just letting it go or conversely
if the Tax Office, and the Treasury Department most importantly, wantsto retain it,
then I’'m not quite sure. Those ones are tricky ones, the compulsory payment and
contribution standards.

MR FRENEY: Isthere only so much change you can deal with at any one time?
MSGALBRAITH: Yes

MR FRENEY: Or isit better to have change all happening at once? | mean, you
cited FSRB, privacy and family law as enough for you to deal with in a 12-month
period, whatever.

MSGALBRAITH: Yes.

MR FRENEY:: If you thought of changing SIS for competition policy and
cost-benefit analysis reasons - and let me make it even abit more complicated. |If
somebody had a more significant redesign of SIS in mind that John was asking a
guestion about, whether there's a different approach to SIS from a higher level
structure of legislation tiering down more into regulations and a regulator’s discretion
- let me reask the question. Isthere only so much change you can deal with at once
or isit better to have al of the change at once, abig bang?

MS GALBRAITH: Thereisdefinitely only so much we can cope with and | think
we do - the industry as a whole has more than enough on its place at the moment
with FSR, privacy and family law in the wings. | guessit really depends on again
how substantively you're changing. | mean, you could be stripping back the
legislation and enacting three separate deals, administered by three separate
regulators, whatever it might be, but at the end of the day, if we're still preserving al
money that comes in the door and if we're still hanging onto the old preservation -
you know, if that’s not being done away with, and if we're still taxing the way we're
taxing and if we're still doing surcharges - | know that’s outside your domain - then it
really doesn't matter.

If the source changes, if it was this section 10 and it's now the Retirement
Income Policies Act, section 20 and something else is now sourced in the Prudential
Provisions Act and something else is sourced in the Protection of Revenue Act but
it'sin essence the same thing, then it’'s a pain for someone like me to have to go back
and redo al our check lists and redo the column that does all the cross-referencing
about the source of the obligation. But if the obligation itself is staying the same,
then it only impacts on my department and not anybody else’s.
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If whileyou'reat it - and | know there are some changes and we are going to do
away with - it depends what it is. | mean, there are systems changes. Asl said,
systems and procedural and documentation are probably the magjor three and it really
depends on what it impacts on, but all three of them are - | mean, IT isthe most
expensive. But procedural changes can take a surprising amount to develop
procedures and train staff and get rid of the old ones, and documentation is the same.
The other thing to bear in mind isit impacts on members, and if it impacts on
members, that really impacts on us - usin particular because we run call centres.

Preservation hasimproved alot. Since the introduction of preserving al new
contributions, it's made it alot more straightforward. The grandfathering is already
in place in our system, so there's really probably not much point in worrying about
them. Obviously we have the grandfathering because the regulator as a whole has
gone for equity over simplicity, but having said that, most of it is already in place.
But if, by chance - retirement income policy grounds or whatever - that were to be
done away with, | don’t know how much it would take in our systems, but it would
take an awful lot on the phones - alot of scripts and alot of training for staff - how to
deal with irate members and alot of education of members and that kind of thing. So
alot of it spins off into areas - and it really is quite across the board with the whole
organisation, so it may appear relatively - and it's often in inverse proportion. The
smaller the change in the legislation - the removal of one word - can lead to the
biggest consequences for us and vice versa. Y ou could probably move entire chunks
of SIS and we wouldn't miss them because we don't ever refer to them, particularly
the ones pertaining to the trustees more directly and not to the administration.

The areathat is particularly problematic is things like a public offer, for
example, which is drafted holus-bolus, picking up from Corps Law, and it uses Corps
Law language and things like that. We could do with that being put into super
language rather than Corps Law language, so it really depends on what you're
thinking of doing, but you'd probably prefer it later rather than earlier. | mean, itis
working well.

MR FRENEY: Youdhave adollop of help or two with lost members and spouse
contributions - - -

MS GALBRAITH: Yes, wouldn't mind alittle bit of tinkering along way. But |
mean, by and large, it isworking very well, soit'son the, "If it ain’t fixed, don't fix
it." Prudential is probably the one - the retirement income policy and revenue
protection have well and truly settled down. The prudential is probably the one to
maybe look at.

MR FRENEY: So you're saying that it can only cope with so much change at once
and if you are thinking of quite an agenda of change perhaps from the three that
you've identified and then other changes that may be recommended that the
government would pick up, it's better to phase those through time?
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MS GALBRAITH: And also, | think the industry would very much like to be
consulted on the changes - - -

MR FRENEY: Certainly, yes.
MS GALBRAITH: --- whichisnot going to happen - - -
MR FRENEY: We've got that message, yes.

MSGALBRAITH: Yes. FSRin particular - disclosureisdisclosure. Mind you,
we've settled down - that’s one area of the regs that were amended a couple of times
in the first few years and have pretty much been left aone, the member statements,
the annual statements. That's all kind of settled. So even just moving it acrossto
ASIC - and they will probably use different language - there'll be lots of toing and
froing, "Does this mean the same as it used to?" - and all the kind of jazz that
happens.

Licensing is atotally different regime for most of us though. For example, our
company as awhole is probably looking at having to be licensed which is something
we haven't had - our public offer funds have dealer’s licences. That one in particular
in the industry - those areas of the industry that haven't classically been involved in it
- and it's huge learning curve for ASIC. | think that’s part of the issue, and they
haven't been as directly involved with it as they might otherwise have been, so
they’re on alearning curvetoo. That onein particular is a huge transition for the
industry asawhole. From what | believe - not having read it, but from what |
believe - and even though | believeit's changed alot from the original one, it till has
some of the fundamental tenetsin place and | think you really would have to allow
the industry the full 12 months to kind of cope with the adjustments to that before
they were hit with anything el se.

MR FRENEY: Thank you very much.

MR COSGROVE: Yes, thanks, Fiona, for areally thoughtful session with us.
Thanks for bearing with us late in the day.

MS GALBRAITH: Thank you.

MR COSGROVE: | think now we will conclude and we are going to resume
tomorrow at noon.

AT 5.40 PM THE INQUIRY WAS ADJOURNED UNTIL
WEDNESDAY, 16 MAY 2001
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