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The ideal framework

•  The ideal regulatory framework for the investment of pension fund assets
provides for the sound protection of future retirement incomes while
retaining the flexibility to deal with diversity, innovation and market
change.  The ideal framework is also simple and inexpensive to comply
with.

•  There are three broad principles underpinning the Australian regulatory
framework for the investment of pension fund assets.  These are:

•  A single responsible entity principle – establishing the trustee as
solely responsible and directly accountable for the prudential
management of member’s benefits;

•  A prudent person principle – providing that the trustee must act in
the manner of a prudent person, placing emphasis on process; and

•  A disclosure principle – providing a strong disclosure regime,
enabling members to make informed decisions.

•  There are a number of legislated investment restrictions but these
predominantly codify aspects of the prudent person rule, such as
restraints on self-investment and the requirement to consider
diversification.



•  Australia has found that these three principles have led to an approach
that successfully allows for the diversity of the industry while retaining
flexibility and the sound protection of fund assets.  As will be discussed
the Australian system has survived the recent volatility and downturn in
the capital markets well.

•  A regulatory framework that adopts these principles, rather than strict
quantitative style rules, is inherently flexible.  The best regulatory model
to hold this framework has several tiers:

•  Broad parameters enshrined in legislation;

•  Legally enforceable standards detailing requirements; and

•  Supporting guidelines.

•  The broad parameters, which are inherently constant, are set in legislation
in the first tier.  The standards and requirements are in the second tier,
which is more easily adaptable than the first but still legally enforceable.
The third tier provides supporting guidelines offering interpretation and
other guidance.  This tier is likely to require frequent change and should
be very flexible.

The first tier of the Australian framework

•  Australia has codified the prudent person principles in legislation as
trustee covenants.

•  These covenants include an investment covenant (S52(2)(f)) that requires
trustees to formulate and give effect to an investment strategy that has
regard to the whole of the fund circumstances and implicitly requires the
fund to determine objectives.  Risk, diversification, liquidity and cash
flow requirements are also specifically mentioned.

•  There are also a number of statutory restraints on investments.  As
previously mentioned, these are primarily codification of prudent person
principles or in place to ensure that the tax advantages provided to
superannuation investments are used to benefit retirement benefits.

•  The specific restraints are:



•  Requiring investments to be made for the sole purpose of
providing retirement income or for a limited number of ancillary
purposes such as disability insurance;

•  General prohibitions on borrowing, lending to members and
placing charges over fund assets – except in relation to certain
derivative contracts;

•  Requiring investments to be made on an arm’s length basis; and

•  Restrictions on the holdings of in-house assets and the acquisition
of assets from members.

•  Emphasis is also placed on disclosure.  Even highly concentrated risks
are allowed where appropriate disclosure and safeguards are in place.  A
standardised Product Disclosure Statement, detailing investments, is
required from superannuation funds and changes are being made to
standardise the way pension funds report fees.  A separate regulatory
body (The Australian Securities and Investments Commission )(ASIC))
regulates disclosure and market conduct.

The second tier of the Australian framework

•  The second tier of the Australian regulatory framework consists of
Operating Standards set through Regulations together with conditions set
through the trustee licence.

•  To date, APRA has not fully utilised the second tier of the regulatory
framework with regards to investment management, relying instead on
the third tier to outline recommended practice.

•  However there have been a number of recent reviews into aspects of the
Australian superannuation industry and regulatory framework and there
will shortly be a number of changes to the supervisory framework.

•  One area of reform will be investment management requirements and
guidelines.

•  APRA is broadly satisfied with its current investment requirements and
guidelines.  However, going forward, a more prescriptive approach will
be taken to certain requirements, bringing them from the third to the
second tier.  The driving motivation for this, is the need for legal backing



to important requirements that have not previously been legally
enforceable.  In practice, most trustees in Australia comply with the
requirements contained in the third tier however, where instances are
found of trustees that do not comply, APRA needs the ability to enforce
these requirements.

•  To this end, APRA expects to issue a number of new investment related
operating standards as regulations under the Superannuation Industry
(Supervision) Act 1993.  These requirements for the most part will further
codify aspects of the prudent person rule such as mandatory
diversification in certain instances.  These instances may include
‘default’ investment options or funds where members make mandatory
contributions but have no option to leave the fund.

•  Another likely reform impacting on the second tier of investment
management regulation, is the introduction of a requirement for each
trustee and fund to have a risk management plan addressing certain key
aspects of the operations.  These risk management plans will be required
to include specific investment criteria.  It is proposed that the risk
management plan will be independently reviewed and compliance with
the plan will be externally audited on an annual basis.

The third tier of the Australian framework

•  APRA provides guidance to trustees on discharging the investment
covenant through an Investment Circular.  This circular details APRA’s
interpretation of best practice with regard to investment management of
pension fund assets.

•  An updated investment circular is due to be released as part of current
reforms.  This will contain more detailed and rigorous investment
management guidelines.

THE IDEAL FRAMEWORK IN DETAIL

•  The basis of well managed pension fund investments is clearly defined
objectives and strategies that are consistent with the member’s profile and
the fund circumstances together with robust and regular monitoring
practices.



•  The trustee of each pension fund (or sub fund) should be legally required
to set formal, documented objectives and strategies, taking account of
numerous specific considerations.  Trustees should also be required to
monitor the investments, strategies, objectives and supporting systems.

Strategy and objectives

•  The investment objectives should outline the investment philosophy of
the fund including:

•  the desired investment outcomes;

•  the overall risk philosophy of the fund; and

•  any non-statutory limitations or constraints on investments, such as
ethical or environmental limitations.

•  The minimum considerations that should be taken into account when
setting these objectives are:

•  The membership profile – such as member’s age and expectations
and whether or not membership is compulsory;

•  The benefit structure – whether the fund is defined benefit,
accumulation or a hybrid;

•  The taxation position; and

•  The fund circumstances – such as expected cash flow
requirements, the ability to discharge existing and prospective
liabilities, liquidity and the diversification of fund investments.

•  The minimum considerations for trustees when formulating the
investment strategies to meet these objectives are:

•  the likely risk and return of assets and asset classes;

•  diversification;

•  the liquidity and cash flow needs; and

•  outsourcing arrangements.



Monitoring

•  Trustees must then monitor the investments, strategies, objectives and
supporting systems to ensure compliance with legislative and contractual
requirements and to minimise risk, including the risk of fraud or
mismanagement.  Monitoring must ensure that the investments remain
consistent with the investment strategy, objectives and performance
benchmarks and should take into account any actual or proposed changes
to the fund and to external conditions (proposed and actual legislative
amendments, unexpected growth of membership or change in member
profile, economic climate changes etc).  Procedures must also be in place
to monitor direct and indirect investments and any outsourced
arrangements.

Disclosure

•  Frank disclosure plays an important role in the system by equipping
members with the information required to make informed decisions and
ask informed questions.

How has the Australian system coped with the volatility and downturn
in capital markets?

•  The Australian pension fund system is highly diverse.  It ranges from
funds that are very small basic operations with no investment options, to
large professional funds offering a range of investment choices.  The
majority of funds are defined contribution funds but there are also
defined benefit and hybrid plans available.

•  On the whole Australian pension funds have coped very well with the
recent volatility and downturn in the capital markets.  There have
certainly not been any collapses or extreme losses and to this end
Australia is reasonably satisfied that its system is robust across the broad
spectrum of funds that it supervises.

•  Nevertheless, losses were made over the past 12 months, particularly in
those funds with high exposure to overseas markets, and a number of
issues have come into sharper focus during this period.



•  The first of these is the recognition that defined benefit funds need more
frequent monitoring of funding levels than the current Australian three
year cycle, or at the least, more specific triggers for a revaluation.
Questions have also been asked about some of the long-term return
assumptions built into the funding models, particularly for closed defined
benefit funds that have maturing member profiles.

•  A number of defined benefit funds, particularly those with low margins,
entered into unsatisfactory financial positions over the period whereby
the level of accrued benefits was higher than the vested benefits.  While
no major issues have arisen in working with these funds to restore
solvency, Australia will be re-considering its defined benefit regulatory
environment with the view to tightening some of the revaluing and
assumption requirements.

•  The second issue brought into sharper focus, was the issue of member
investment choice, particularly the possibility that a member might
unwittingly select an investment option that is unsuitable to the member’s
retirement requirements.  This is largely an issue for defined contribution
plans.

•  Member investment choice takes two forms – choice of strategy and
choice of specific investments from a menu of approved assets, whereby
members can design their own strategy via the selection of percentages of
strategies on offer, which in turn may allow the member to select specific
assets - such as specific equity or equities to underlay that strategy.  This
second form is the most contentious.

•  APRA is of the view that member investment choice should not detract
from the trustee’s responsibilities to members regarding investment
management.  In particular, where trustees offer a range of strategies the
trustee should clearly define and disclose to members:

•  The parameters of member investment choice, including the
actions available to members;

•  The risk profile of members to whom particular options may or
may not be appropriate.  The trustee must provide clear caution
where the mix and match approach is taken, that the resultant
product might well be quite unsuitable to the members’ retirement
requirements.  Independent advice from a qualified financial



planner should be strongly recommended or mandatory.  The role
of financial planners should be clearly specified and Trustees
should have policies on how financial planners will be selected and
monitored;

•  Selected strategy – The approach the trustee will take to review
this strategy, including how the scope for negative returns will be
assessed and what action the trustee will take where the view is
formed that the selection is inappropriate; and

•  How a particular choice will be removed as an option  – will
removal means ‘no further investment’ or ‘immediate divestment’?

•  APRA is of the view that strict parameters need to be set by a trustee that
allows member investment choice, in order to ensure that the trustee is
satisfying its responsibilities for members.  This becomes increasingly
apparent in times of poor investment return.  APRA is still considering
whether minimum requirements will be set in this area.

Superannuation funds and equity markets?

•  Another topic of late has been the investment of pension fund assets in
equity markets.  There have been arguments put forward that pension
funds should not invest in equity markets at all, but rather, should stick to
government and corporate bonds.  In this way assets and liabilities can be
matched and volatility removed.

•  However, rather than dictating investment restrictions such as this,
Australia is of view that the regulatory system should allow each pension
fund to assess its own circumstances, in this case particularly the age
profile its members, and make its own investment decisions in light of the
three principles of a single responsible entity, acting in the manner of a
prudent person and disclosing its actions.

•  Holding a diverse range of asset classes, that includes equities, can
increase the long term return to members.  Where investments are made
in a consistently prudent manner the volatility of holding a proportion of
equities should not adversely affect member’s interests, given the long-
term nature of these interests.  However, the key to ensuring this, is
assessing the age profile of members.  Where members are nearing
retirement their ratio of equities to other investments may need to fall.  It



is the trustee’s responsibility to set up systems to identify members in
inappropriate investment selections.

•  Further, it is the trustee’s responsibility to ensure that it is acting in the
best interest of members.  If returns can be increased over the long term
by a proportion of the fund’s investments being made in equities – it
would not be in the member’s best interest to forego these investments.
A small increase in annual return compounded over many years can make
a significant impact on final retirement income.

•  Australia would argue that generally speaking it is the trustee, not the
regulator, who is best placed to make investment decisions on behalf of
members.  To this end, legislative restrictions on investment classes of
this sort, would not be appropriate.  Rather, it is the regulator’s role to
review the trustee’s investment decisions, ensure that appropriate due
diligence including the consideration of specific factors have been
undertaken and ensuring that the monitoring processes are robust.

Conclusion

•  In conclusion, recent investment experiences have given sharper focus to
a number of areas previously identified as weaknesses in the Australian
system.  However, these experiences have shown that the basic
Australian model is sound and the amendments already in tow will
improve these areas.  Australia would certainly be a strong advocate of an
international investment management model for pension funds that
adopted the principles of a single responsible entity, prudent person and
strong disclosure.



SUPERANNUATION INDUSTRY (SUPERVISION) ACT 1993

SECT 52 Covenants to be included in governing rules

Governing rules taken to contain covenants

(1) If the governing rules of a superannuation entity do not contain
covenants to the effect of the covenants set out in subsection (2), those
governing rules are taken to contain covenants to that effect.

The covenants

(2) The covenants referred to in subsection (1) are the following covenants
by the trustee:

(a) to act honestly in all matters concerning the entity;

(b) to exercise, in relation to all matters affecting the entity, the same
degree of care, skill and diligence as an ordinary prudent person
would exercise in dealing with property of another for whom the
person felt morally bound to provide;

(c) to ensure that the trustee’s duties and powers are performed and
exercised in the best interests of the beneficiaries;

(d) to keep the money and other assets of the entity separate from any
money and assets, respectively:

(i) that are held by the trustee personally; or

(ii) that are money or assets, as the case may be, of a standard
employer-sponsor, or an associate of a standard employer-
sponsor, of the entity;

(e) not to enter into any contract, or do anything else, that would
prevent the trustee from, or hinder the trustee in, properly performing
or exercising the trustee’s functions and powers;

(f) to formulate and give effect to an investment strategy that has
regard to the whole of the circumstances of the entity including, but
not limited to, the following:



(i) the risk involved in making, holding and realising, and the
likely return from, the entity’s investments having regard to its
objectives and its expected cash flow requirements;

(ii) the composition of the entity’s investments as a whole
including the extent to which the investments are diverse or
involve the entity in being exposed to risks from inadequate
diversification;

(iii) the liquidity of the entity’s investments having regard to its
expected cash flow requirements;

(iv) the ability of the entity to discharge its existing and
prospective liabilities;

(g) if there are any reserves of the entity—to formulate and to give
effect to a strategy for their prudential management, consistent with
the entity's investment strategy and its capacity to discharge its
liabilities (whether actual or contingent) as and when they fall due;

(h) to allow a beneficiary access to any prescribed information or any
prescribed documents.

Covenant referred to in paragraph (2)(f)

(4) An investment strategy is taken to be in accordance with paragraph (2)(f)
even if it provides for a specified beneficiary or a specified class of
beneficiaries to give directions to the trustee, where:

(a) the directions relate to the strategy to be followed by the trustee in
relation to the investment of a particular asset or assets of the entity;
and

(b) the directions are given in circumstances covered by regulations
made for the purposes of this paragraph.


