CHAPTER 13: TAXATION POLICY:
GENERAL APPROACH

13,1 Taxes impinge on the financial system in many and varied ways. They have
both an impact on financing generally, as well as specific impacts on some
individual forms of transactions.

13.2  As an Inquiry requested to recommend improvements to the__structuref and
operations of the financial system, the Committee found it could not'ignore the
persistent claims that many of the present tax arrangemerts were adversely

affecting the efficiency of the financial system.

13.3 it was clear that the ideal approach would be to examine the taxation system
as a whole but that of course was not practicable — nor was it intended — for this
Committee. A selective approach has been taken therefore, with concentration aon
those taxation arrangements:

© which impact unevenly on different areas of the financial system; and/or

® where some of the elements of bias are either unintentional or unnecessary in
order to achieve the desired objective.

13.4  Consistent with that approach, the Comimittee has avoided making detailed
recommendations with regard to overall taxation policy; it has instead confined
itself to indicating desired directions of reform. Some specific measures however,
which are believed to be both justified and feasibie, have been recommended.

13.5 The Committee nevertheless considers that the conclusions it has drawn in
the area of taxation are no less important and relevant than its other
recommendations in enhancing the structure and efficiency of the financial system.

13.6 During the course of its Inquiry, the Committee has received suggestions
that income tax should be supplemented or even replaced by an expenditure tax.
The question of whether income or expenditure is the more suitable tax base is the
subject of continuing debate.!

13,7 In framing its conclusions, however, the Committee has made the
fundamental assumption that income will continue to be the principal basis for tax
assessment for some time to come. In its view this is a realistic judgment given the
ample scope for improving the present income-based system and the range of
problems that would have to be resolved before any radical departure from the
present income basis of taxation could be effected. The Committee does not
believe that any of its proposals would prejudice a more basic change to an
alternative tax system such as one bhased on expenditure, if desired, at some future
date.

1 The recent publication of two major reports — the US Department of the Treasury's Blueprints for
Basic Tax Reform (1977), and the UK Meade Committee’s The Structure and Reform of Direct
Taxation (1978} — is evidence of heightened interest in this subject overseas.
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13.8 . Although secondary objectives can.be involved, the primary role. of .the
taxation system is 1o raise revenue and, in the process, . effect a transfer of
resources and incomes. It would be generally agreed that this transfer should take
place in a'manner which: s o B S
° unless'spéci_ﬁ_cally designed to do ‘so, bears '_on'_dec_isici_ﬁ making as little as
‘possible, so that individuals and businesses are not given an uninteénded
. incentive to prefer one course of action to another simply because tax
. considerations make it attractive todeso; _
@ distributes the tax burden fairly, so that the tax load of individuals is related to
their capacity to pay — with those in similar circumstances bearing the same
® _is readily understood by taxpayers, and. straightforward and inexpensive to
administer,. ... .. . o T Cooe
Put another way (and subject to the qualifications in paragraphs-13.12and 13.13)
the taxation system should meet the tests of neutrality, equity and simplicity.

taxation system. Thus: - _

® if a taxation system were non-neutral, there could well be a departure from
equity as some taxpayers.would have greater opportunities to-reduce their tax
burden than other taxpayers; .. .. FEE SN L

® g taxalion system that is complex and fails to meet the simplicity test will be
more open to avoidance and evasion; that'in turn impliés some loss of both
equity and neutrality. : :

_13;9 There are of course important l_ink'z'lge's between these three tests of a good

13.10 ' The: Committee -endorses the broad concepts of neutrality; equity and
simplicity for a taxation system. Its main concern is with neutrality of funds flows
but it has also paid close regard to the implications of any tax proposals for equity
and simplicity.

13.11 The Committee recognises that governments may at times deliberately
wish to inject a tax bias in favour of particular groups or sectors, for social policy
reasons or otherwise. Where the bias is clearly intentional but nevertheless has
implications for the efficiency of the financial system, the Committee has
considered whether the objective being pursued could be achieved by means that
are more cost-effective or have a more neutral impact on the financial system.

13.12 In Chapter 36, the Committee draws attention to the benefits from
pursuing sectoral and other social objectives through fscal channels rather than
through direct intervention in the financial system. Fiscal initiatives are likely to be
less damaging to the efficient workings of financiai markets, more open to public
scrutiny and more consistent with equity and competitive considerations. As a
general rule these fiscal measures should address their objectives directly. Thus
where the object of government intervention is to transfer income or resources to a
certain sector of the econorny, assistance should be delivered directly to the
intended beneficiaries; that will ensure that as few unintended distortions as
possible are created in the market place.

13.13 The chapters which immediately follow are generally not concerned with
the use of taxation policy for sectoral or distributional objectives. They focus
principally on ways of removing apparent unintended or unnecessary ‘bias’ in the
pattern of funds flows arising from the tax system; in other words they are
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“concerned specifically - ‘with'tax reform d;rected at achrevrng greater neutraitty —
‘in the broaci sense of the word R

13 14 It is 1mportant to make ‘this ‘clear from the outset smce many of those
_mmd — such as to e'ncourage greater corporate savmg and mvestment to enhance
‘the supply of risk capital, to accord small business favourable treatment or to
promote long-term contractual’ savings. The Commlttee 5 views on some of these
issues are dlscussed e[sewhere in the Report see for example Chapter 38 on Small
Busrness ' :

'13.15 Chapter 14, on Company Taxatlon isin three parts The separate taxatron
of corporate income which presently applies is first discussed; this is followed by
parts ‘dealing’ with the*tax treatment of private' companies and of companies
belonging to a group. The discussion in the latter two parts is conducted against the
background .of the pre_sent:separate. or ‘classical’ system of company taxation; it
follows that the Committee’s recommendations in the first part would also have a
bearing on Jssues in the subsequent parts.

'13 16 Chapter IS analyses the taxation of certaan ﬁnancxal 1ntermed1ar1es — life
msurance compames superannuatlon funds burldrng soc1et1es and credit unions.

13 17 Chapter '16. contains: some. :views® and recommendatlons on the tax
treatment of specific financial transactions,  including - stamp -duty, -interest
withholding. tax, the . taxation .of short-term:‘capital’ .gains. and the. taxation of
-foreign exchange gains and.losses and related transactions.. ' :

13,18 Chapter 17 discusses some generally acknowledged implications of
inflation for.the taxation of business.income and personal investment income.
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- CHAPTER 14: COMPANY TAXATION

I THE OVERALL SYSTEM
A. INTRODUCTION

14.1 The provisions of the Income Tax Assessment Act applying to companies
and their shareholders have been described in Chapter 13 of the Interim Report;
“particular attention was drawn there to the fact that Australia employs the so-called
‘classical” or ‘separate’ system of company taxation. o

'14.2° Under ‘the ‘classical” system, the corporation and’its’ shareholders are
treated as sepdrate entities for tax purposes. Corporations are taxed at a flat rite
(currently 46%) on their income, whether distributed or net.! Those: after-tax
profits which are subsequently distributed, normally in the form of dividends, are
then taxed in the hands of the individual shareholders at the relevant marginal
rates on personal income, without any allowance for the tax levied at the company
stage; on the other hand, profits that remain undistributed bear only the company
14.3. . The following are other important tax provisions bearing on-the treatment
-of company income and the profits from-the sale of corporate securities; -
-@ Dividends received by Australian resident companies generally ‘attract a tax
. rebate ‘which' effectively ‘prevents a- further levy of tax on' the ‘profits
- represented by those dividends. When those dividends are eventually réceived
by individual shareholders they normally become Subject to tax at the personal
. marginal rates. ... . . L e
-@- . Dividends: paid: by Australian resident companies to non-residents are; " in
general, subject'to" Australian taxation in'the form ofa withholding tax at 30%,
~orat 15% if the non-resident receiving the dividend resides in a country with
_ which Australia has a double taxation agreement. . . .. | L
@ . Private companies are liable, under Division 7 of the Act, to:additional tax on
~... retained profits unless they distribute at least aspecified proportion?2 (currently
30%) of their after-tax trading income. A tax of 50% is levied on-the'amounts
by which after-tax income retained exceeds the statutory retention allowance.
Companies with common ownership are taxed separately: there is no provision
_ . for company groups to be taxed as single entities. . S
© A:share trader whose ‘normal activity’ includes. the ‘buying - and selling. of

1 The IISpe'cial'proﬁis'ions'ilffécting private companics are discussed in Part 11,
2 See also paragraph 14.50 for a more detailed description of the distribution requirements under
.. Division 7 of the Income. Tax Asscssmeni Act, - I e :
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- shares for profit is assessed in the same way as other business income — profits
‘being taxed and losses allowed. ~ = ' o o

o If shares (and other forms of ‘property’) are disposed of outside ‘normal’
business activity, any profits made therefrom within twelve months of
purchase are treated as assessable income of the taxpayer, but with no relief in
respect of any such losses. For disposal beyond twelve months, the profit
motive and the business tests are applied by the Commissioner of Taxation to
determine assessability.

14.4 Many submissions received by the Committee were critical of these tax
arrangements, principally on the following grounds:

® that the separate taxation of the corporation-and its shareholders has major
distorting effects on the pattern of funds {lows;

e that Division 7 of the Act has been unduly harsh on private’ companies;
that lack of provision for group taxation penalises company groups; and
"® that the tax treatment of ‘capital” gains or losses on share.transactions has been
~unsatisfactory — particularly in respect of transactions effected within one
year: e e P e H

14.5 T_he__ﬁ_rst three ofthesé_c'ri_ticisms_are _examinéd in this chapter. The fourth
will be touched on in the course of dealing with the first criticism but is more

particularly dealt with in Chapter 16. . . T

B. ASSESSMENT OF PRESENT SYSTEM

14.6 The fact that comipanies and their shareholders are separate legal entities is
sometimes held to justify treating them as separate taxation entities as well. The
Committee:is not disposed to accept this view. 1t is not convinced that those who
own or operate enterprises conducted under limited liability should pay extra tax
for that privilege. Ultimately. all taxes.fall on individuals? and, in the words of the
Asprey. Committee,* it .is ‘necessary. to go. behind the veil.-of separate legal
personality which the company enjoys and translate the tax formaily imposed on
company income into a set of individual tax ‘‘burdens” ’. ST
14.7 Some critics of the present ‘classical’ system describe the requirement that
_shareholders pay personal income tax.on company profits that have already borne
company .tax as amounting to. ‘double taxation’ of dividends.

"14.8 ' The use of the term ‘double taxation® is somewhat unfortunate, creating as
it does the impression that ‘Over-taxation’ has occurred merely because two lots of
tax happen to have been collected from a single income source:. In the final analysis
what is important is the. total amount of tax a particular income directly and
indirectly bears: : G e Tl e e

14.9 The earnings of a company accrue to its shareholders through several
‘channels, Current income may be distributed as dividends. Alternatively, it may
be retained by the company. The retention increases the ‘net tangible’ worth of the
company.. This element, together with the expectation that such reétention will
generate additional income, will, over time, be capitalised (with some adjustment
for a further tax factor) into the market value of the company’s shares. Should

3 This assumes that it is the shareholder who ultimately bears most of the tax — not the consumer.
4  Taxation Review Committee, Fulf Report, AGPS, Canberra, 1975, paragraph 16.6.
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shareholdersin due course dispose of their shares at a higher market value because
of these elements, a capital gain will be madé — which under present arrangements
would frequently go untaxéed. o B o o '

14.10 " It may therefore be "oversimplifying matters io talk about the ‘double
taxation’ of dividends; the relevant question is how the individual shareholder’s
overall tax burden compares with the tax he would have paid had the equivalent
‘income been received through non-corporate channels and the whole amount
been taxed at personal rates. - : :

14.11 The authorities have argued that the present ‘classical’ system of company
taxation seeks to achieve approximate equality by imposing a relatively heavier tax
burden on distributed company income to offset the lower tax burden on
undistributed. income. However, it is evident fo the Committee that the system is
both--inequitable and non-neutral in - its impact - on' companies ‘and their

shareholders.

(a) Inequity

14.12 Under present tax laws, the amount of tax effectively paid by shareholders
at the company and personal levels combined depends on the rate of company tax,
the proportion of company profits distributed, shareholders’ marginal rates of
personal income tax, and the extent.to which capital gains, on the sale of shares
attract tax. o S .

14.13 - Table 14.1 sets out, fora range of taxable incomes, the ‘excess tax’ payable
by. shareholders, under the present classical system of corporate taxation.? The
calculations are based. on 1980~81 personal and company tax rales and assume
various: rates of profit retention. They- also. assume- that no tax is paid-on: capital
gains; where such a tax is applicable, the ‘excess tax” would be greater.

14.14 It 'can be seen from the table that:

© sharcholders paying personal tax at marginal rates of 46% or less will, in nearly
all cases and for almost the full range of a company’s distribution policies, 6
bear an effective combined company-personal _income_ tax rate higher than

their marginal pérsonal income tax rate;’ and o

@ ' the ‘degree of over-taxation diminishes as-the shareholder’s income rises;
indeed for shareholders subject to the highest marginal tax rate, in companies
with very high retention policies, the combined company—personal income tax
rate can be below the personal tax rate. '

14.15 Present ‘company tax arrangements are thus both horizontally and

vertically inequitable,d in that: o ' '

5 There is also the separate ‘incremental effect’ on a taxpayer’s marginal tax rate as he moves up
the progressive tax scale. That aspect i& not deall’ with here, - o o
6 " The exception is thé combined X payaible: by o taxpayeron a 46% marginal personal rate with a
: zero dividend payout by:-the company = he breaks even; - ° HESE T
7 The calculations assume that dividends from shares ure.the taxpayer’s sole source of income.
However, the effects discussed here are still upparent even when other sources of income are
involved, the grossing.of his share of corporiie: income with his other incomes would; i his
marginal tax rate is 46% or less, result in an ‘excess’ tux liability,
8 ' The Asprey Comimittee defines these cancepis as lollows: - :
Horizontal equity is taken to require that two persons with' the same income pay the same
. taxes (at least in the first place and. *other things being equal’), while vertical equity. would
reguire that, of two individuals with different incornes, the one with the larger should pay
more by some correct amount. IR i T i
Taxation Review Committee, Fulf Report, AGPS, Cuanberra, 1975 {paragraph 3.9).
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TABLE 14.1: EXCESS TAX PAYABLE BY SHAREHOLDERS UNDER THE PRESENT; -
CLASSICAL SYSTEM OF CORPORATE TAXATION

Excess tax payable (4.)®
Sfltlreiru.'{it’rs"" _xl!frrgr‘niu!r“)" :_ 7 Payourrates af afiériiax corporaie profits
taxable income : tax rate: B SR - . - - .
G LIS R A o d0 ST R[]/
4041 o0 o : 00 46.00. 46007 46000 0 0 46,00 © 46.00
5000 32.00 14.00 18.32 2264 - - 26.96: - 3128
10000 14.00 18.32 22.64 26.96 31.28
17.239%). . : I 14.00-. 18.32 : 22.64 2696 3128
20000 . . 46.00 : e 0000 62 201242 18.63 o.124.84
125000 . e - -0.00 ) 6.21 Lo 12,42 [18.63 . 24.84
34 478fcl T L 0.00 Jo621 12.42 ) 18.63 24.34

350007 6000 TP 14.00 Ts590 0 2206 10307 18.40

{a) Personad and corporate tux rutes used are the rites announced in the 1980-81 Dudger.

{b)  Excess Tux payable equals to -+ (r(1-t) 1) — tywherete {= 46%) is the corporate tax rate, 4 is the persnn.tl
marginal tax rate and r the ratio ufdtvtdcnds puid to after-compiny-tax income. : :

{c) TGp of m.lrglndl tax bruacket range.

.Ad.mted from: P, L, Swan ‘Is there a Case fnr Cnmplete lnlcbr ition nfCorpnrd!c ﬁnd [’ersonuE lnr:ume Taxes? in
Auslrdimn Flnum:ml System [nqulry, CnrmmssmuedSr:rdu'?aerISE!erm.' Papers Plr! 3, AGPS, C.mberm 1981

@ corporate shareowhers and partners inan umncorporated busmess on Identlcai
incomes, and therefore with equal capacity to pay, will in most cases bear
d1ffere11t tax burdens; :

@' ' corporate shareowners with the same. capac;ty to pay, in the sense of‘derwmg
- the same amount of:income from eompames will pay different tax depending
-on:the distribution policies of the compdny in which-they hold shares; and :

e shareownérs further down the income scale, and therefore with less capacity to
pay, are most. penalised, implying a,general lessening in the progressivity.of
the income tax scale.

(b) Non -neutrality

14.16 'Adverse comments about the present classma[’ system in submlssmns to
the Committee have naturally focused more on its non- -neutrality in terms of
impact on the financial system ‘than on its inequity. — although of course the two
are not unrelated. Specifically: it. has been cia1med that the system '

@ encourages companies to retam proﬁts

® cncourages compames to use debt ﬁnancmg rather than eqmty ﬁnancmg, and
X3 d;scourages some individuals from investing in shares

(i) Retention of Profits

14.17 Itis said that because the overall tax burden is lower on undistributed than
_distributed profits, companies.are. influenced to retain a higher proportion of their
profits; the fact that capital gains arising: from subsequent dtsposal of shares often
g0’ untaxecl remforces this 1nﬂuence o

14. 18 It has been put to the Commtttee that [hlS partlcular b;as

@ has been a factor restr1etmg ‘the depth and breadth of the new equ;ty market
.. and, in some cases,: of the secondary market;

o ‘disadvantages new and developing businesses, WhtCh are demed equal access
“to funds ‘locked lnto gstablished companies; and
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©: may-permit:companies to put retained earnings to:less productive use than
funds acquired from the market: : - O R DN LV U

14.19 - The Committee recognises that.the present system: has the poteniial‘to
restrict .equity markets and may disadvantage. new and developing businesses.
Whether the third point is a ground for criticism depends on the view that is taken
of company sell-financing through retention of profits compared with financing by
-resort. to the market.: Studies in- this area do not conclusively show that in an
efficiently  working '.capital - market internally: generated funds are put: to less
productive use than externally raised funds.? Factors other than taxation may have
greater influence on the retention decision: there are added expensesiinvolved in
raising funds externally and companies may place some importance on maintaining
a degree of ‘financial independérice’ through retained earnings. to ensure greater
stability and fexibility of operations and planning. ~ = = .
14.20 . At the'same time, the Commitiee recognises that tax considerations may
encourage some shareholders to regard at least part:of-the return from: profit
retention as a tax saving; to the extent that companies perceive this, they may
respond accordingly. An element of non-neutrality is thereby introduced in favour
of retained earnings. This is clearly undesirable. SRR RS AR

(i) Debi/Equity Structure e T et et e

14.21 * The ‘classical” system is said to. bias corporate decision: making towards
debt financing and away from equity financing. This is because, in determining the
taxable income of a company, a deduction is allowed for interest on moneys
borrowed but not for dividends paid on equity capital. 10 SR e
14.22 ' Existing tax arfﬁngemgnts_'may therefore give companies an:;in'c::f;ntivc to
adopt higher gearing ratios than would otherwise be deemed appropriate, although
the previcusly mentioned. bias in favour of retaining earnings might move the

weight in the opposite direction, e e _ _
14.23 To the extent that higher gearing does- occur, companies are exposed to
‘greater financial. risk. However, a range of factors other than taxation may
cumulatively have a more important bearing on the financial structure of
corporations; these' include the general state of the economy, profit expectations,
perceptions of the share ‘market; and the Tisk preferences of investors. Whether
gearing -would decrease if debt and equity choices were equal  (from a ‘tax
viewpoint) is therefore open to debate. AR T R

:_(ii:').:'lfz_\iestﬁren'; ir'_i'.Sl_ra.;_és_: T T
14.24 . ‘Because of the differential impact of company tax on highand low income

9 . For-a sampling. of the extensive literature on :this subject; .see for example: W. J.- Baumol, P.
Heim,: B. G._Mallujel, and. R. E. Quandi (1970), ‘Farnings Retention, -New. Capitul .und the
Growth of the Firm®, in Review of Economics and Swatistics. G. Whittington (1972}, ‘The
Profitability of Retained Earnings’, in Review of Economics and Statistics, pp. 152-60: . Friend and
F. Husic (1973), ‘Efficiency of Corporate Invesiment’, in Review of Economics, and Statistics, pp.
1227, -*Theoretical and -Empiriéal Aspects ol Corporate Taxation’, OECD, Paris, 1974; R: R,
Officer {1980), *Company Tax and Company Finance®, in Australian Financial System Inquiry,

.. Conmmissioned Studies and Selected Papers, Purt 3, AGPS, Canberra, 1981 : S :
10 . This. may:be. of particular -relevance to small businesses operating. through-private companies.
. -There -are-.oflen - advantages for them in issuing  non-voting - preference shares,. which are
.- discouraged by. the classsical system: A solution is often-found through ‘subordinated loans’ but
these are naot always.as appropriate.if the need is-to truly fortify.the equity base.
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share;holders, different investors can be expected to hold different views on the
relative attractiveness of equity and debt investment.

14.25 The Committee has noted that the present ‘classical’ system discriminates,
in respect of equity investments, against lower income investors — relative both to
individual investors on higher incomes and to certain financial institutions. As a
result, the share yields set by the market as a whole have been relatively
unattractive to lower income investors; for this group, share prices and yields tend
not to adequately reflect the capitalised burden of the overall income tax. In that
sense, low income investors have been discouraged from direct participation in the

equity market.

14.26 A number of submissions to the Committee have pointed to the declining
presence of the individual in the equity market; it is suggested that taxation factors
may have influenced this trend. The Committee considers it desirable that all
sectors of the community be given equal encouragement to directly participate as
equity holders in companies.

C. THE OPTIONS

14.27 From its examination of the deficiencies of the ‘classical’ system, the
Committee has formed the view that closer integration between the tax liability of
companies and their shareholders would be advantageous.

(a) Full Integration

14.28 Equity and neutrality would be achieved in fullest measure under a tax
system in which there was no company tax as such and each shareholder was taxed,
at the relevant personal tax rate, on his share of company income, whether
received as dividends or retained by the company. This would amount to full
integration of the company and personal tax systems; in essence shareholders
would be treated in the same way as partners in a partnership.

14.29 Under full integration some relevant features could be that:

® (Companies would effectively pay no tax; although they could continue acting as
a point of tax collection, the tax collected by each company would be in the
nature of a ‘withholding tax’, serving as a prepayment of the shareholders’
personal tax on company income.

® Shareholders would include as part of taxable income their share of the pre-tax
earnings of the company, i.e. not only the corporate dividends they receive but
also their share of the retained earnings ‘allocated’ to them, grossed up in both
cases to include the tax withheld at the company level; any excess tax paid by
the company on their behalf would be refundable to them.!!

e Interest on debt and share of income on equity would in each case be taxed
only once — effectively as income in the hands of the lender or shareholder.

14.30 The Committee believes that full integration has much to commend it:
(i) It would be neutral as between corporate and non-corporate income.

11 To the extent that shareholders were subject to tax on realised gains or disposal of shares they
could, in calculating share gains at time of sale, be allowed to add retained earnings per share to
their cost of acquisition; therefore only share gains in excess of the retained earnings component
(on which tax has already been paid) would be liable for tax on the occasion of share disposal.
(The taxation of realised gains from the disposal of shares is discussed in Chapter 16.)
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(ii)

It would ensure a more equitable tax system:

® As the returns from corporate share ownership would bear the same tax as
the returns from investing in other ways and from personal effort, greater
horizontal equity would be achieved.

® As z_ill corporate source income would be taxed at progressive rates
applicable to the individual shareholders, there would be greater vertical
equity between shareholders.

(iii) With all earnings (retained or distributed by way of dividend) being fully
taxed as shareholders’ income, it would remove the tax bias favouring profit
retention; Division 7 tax would thus become redundant.

(iv) It would remove the present tax bias in some corporate decision making
towards debt rather than equity finance.

(v) It would eliminate the present tax disincentive to the ownership of equities,
as a form of investment, for many potential shareholders in the .lower and
middle income ranges. (The Committee recognises however that there are
other important influences at work; these are discussed in Chapter 33.) The
calculations in Table 14.2, which assume certain retention ratios and
withholding tax rates, illustrate that these groups would be relatively the
larger gainers from such a scheme as the normal progressive tax schedule
would apply to all income from all sources.

(vi) A system of full integration could be applied in such a way as to place
corporations, life offices, superannuation funds, other financial
intermediaries and individuals on substantially the same tax footing.

TABLE 14.2: COMPARISON OF SHAREHOLDERS' AFTER-TAX DIVIDEND RECEIPTS

UNDER THE PRESENT CLASSICAL SYSTEM AND A FULL INTEGRATION SYSTEM®

Classical system ($) Full integration system ($)

Share

holders’

Marginal Co. Personal Total After- With- Tax Total After-

tax rate tax tax on combined tax holding credit tax tax

(%) dividends tax dividend tax (debit) dividend

receipts receipts

0 46 0 46.00 27.00 46 46 0 13

32 46 8.64 54.64 18.36 46 14 32 41

46 46 12.42 58.42 14.58 46 0 46 97

60 46 16.20 62.20 10.80 46 (14) 60 13

(a)  Assumptions and notes

Company income = $100

50% of ‘after-company-tax’ income is retained, namely $27.

After-tax dividend receipts = company income less total tax paid less retained earnings

Full tax credit is provided under the integration system; tax payable on company-sourced income is
calculated on the basis of the individual’s personal tax rate

(b) Partial Integration

14.31

The Committee is aware that there are ways of achieving at least some of

the benefits of the integration of company and personal tax which stop short of full
integration. Some involve an imputation system, some a split-rate gnd others a
combination of the two; all depart in varying degrees from the two basic features of
the ‘classical’ system of:

® taxing companies and their shareholders separately; and

e treating the distributed and undistributed components of company incomes

d

ifferently.
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(i) Imputation Systems SO SETTITT Caie

14.32 - Under imputation systems some or all.of the tax paid by the company on
income distributed is treated as prepayment of the shareholder’s personal income
tax. The individual shareholder’s assessable income would include the dividend
received, grossed up by the company tax deemed to.be prepaid on that dividend;
against the personal income tax assessed on that.amount would be credited some
or all of the company tax deemed to have been prepaid.. Any excess of credit over
the personal tax would be refunded. '

14.33 . These systems, which involve the integration with personal income tax of

only the distributed. portion of company income, differ fundamentally -from Ffull

integration in that there is no notional ‘allocation’ of undistributed company

income to the shareholders, only dividends actually. distributed being assessed to

shareholders as personal income. As a consequence:

o neutrality as between debt and equity and as between retained earnings and
distributions is not entirely achieved; and o '

e - complete . integration. of the. shareholder’s - economic benefit from his
shareholding in the company with his' personal income is.not achieved; a

. degree of inequity therefore remains with the lower income earner being the

_....more disadvantaged. oL . e

14.34 Thus [rom the Committee’s point ‘of view, financial decisions are biased

away [rom those that would lead to the most-efficient functioning of the financial

system. ' R . = e _ :

(i) Split-rate Systems

14,35, Split-rate systems seek to mitigate the so-called ‘double- taxation’ of
dividends_under the ‘classical’ system by taxing companies at a lower.rate on
distributed as distinct from undistributed income. The shareholder continues to be
taxed separately on dividends as under a ‘classical’ system, no account being taken
in his assessment of the tax paid by the company. — although some reliefl is

provided at the company level.

1_4.36' ; _As'spli_t_—rate Sc:h_emes generally involve partial integration of company and
personal taxation in respect of only the distributed component of:company
income, there is'not complete neutrality between that and retained income.

14.37 Hence, while split-rate systems, like the imbﬁlation proposals, go some of
the wiy 10 Tectifyifig the shortcomings of the ‘classical’ approach, they fail to
achieve the degree of neutrality of full integration. B

D. PREFERRED OPTION
14.38  Full integration is the Committee’s. preferred opti_dn, succeedmg as it does

more completely than any form of partial integration in removing the non-neutral
and___in_cqui__tabi_a features inherent in the ‘classicai’ system.

14.39 - 'To facilitate - administration: and ‘to " protect ‘government revenue, a
withholding tax would need to be collected at the company fevel: The question

then arises as to what is-the appropriate rate. - oo o

o If it were set at the rate applicable.to shareholders in the top tax bracket.— i.e.
at 60% — problems couid be posed for lower income shareholders, especially
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those heavily dependent on dividend income. While they would eventually be
reimbursed for any excess tax -withheld,. there could be delays: .in the
rneantrme lherr cash flow mlght be consrderably and uncomfortably reduced

o If it were set .at say the stdndard rate.(at present. 32%) high 1nc0me
' shareholders would have to pay further tax la[er on-income they may not have
in fact received, and this also - would have certarn undesirable features —
. although it is felt that hlgh income shareholders are usually better pldced than

" low income shureholders to pidn therr ﬁndncrdE affairs in advance.

14.40  An administratively more straightforward way would be  for the
w:thholdmg tax to continue at the present.company tax rate of 46%.. ThlS would
minimise disruption to the exrstrng pattern of eash ﬂows for both companies and
shareholders in the sense that: L

e Companies would be in a position to pursue the same distribution and
retention: policies as at present; dependent debt arnortrsalron progrdms for
instance would ‘be:unaffected.

e Lowerincome shareholders would not be’ d:sadvantdged compared to present
arrangements. Assuming company distribution polrcy remained unchanged,
they could expect to receive the same: distributed ‘income’ as at present;
mereover, additional after-tax ‘income’ would be forthcoming where the tax
withheld at the company level exceeded the tax appircable to the individual,

14.41 The Committee therefore recemmends that:’

(a) - ‘The Government should work towirds the introduction-of a system ef full
mtegratlen of company and personal income tax.

(b) ‘An admmlstratlveiy suitable scheme could involve tax being collected
" (withheld) from companies at the corporate tax rate (at present 46%) and
credited against the personal tax liability of sharehelders whose taxable
income would include their share of the pre-tax income of the company
(i.e. their share of both dividends received and retained earnings, grossed

up to incionde the tax withheld by the company).

14.42 It is appreciated that to date no country has proceeded as far as full
integration, and.that there might be a number of difficult practical issues that need
to be-resolved.. While the Committee does not underrate the problems to be faced
in implementing a somewhat radical and untested departure of this kind, it is
‘reasonably confident they can be surmounted. In Appendix 14.1 some thoughts
are recorded on‘a number of specific’ issugs’ bearing on the administration of an
integrated system and on the treatment of certain categories ofshareholders under
such a system o partrcularly non resrdent shareholders

E. INTERIM MEASURES
14.43 The Committee sees merit nevertheless in proceeding to full 1ntegrat10n

by stages, in that:

o it would fac111tate commumiy education and’ acceptance of the new basis of
- taxation; : : :

@ the business and investment community and the taxation authorities would
- have more time to revise their adrnrn;stratlon and accountrng practlces to
accommodate the new system; SR
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e there could be problems for the government revenue if the tax refund aspect
of an integrated system were adopted:in full from the start. 12 : :
1444 The Committee therefore récommends that, as an interim step, the
minimum personal tax applying on a'shareholder’s ‘aliocated’ share of corporate
income could be set at the existing company tax rate- (at present 46%). A
shareholder whose personal tax rate is fess than the company rate would pay no
additional tax on his dividénd income. In contrast, such a taxpayeris (or may
be) taxed on dividend receipts under the present system. T

14.45 Such an in_terir_n'arrahgement'wou!d be consistent with the long-term aim

of full integration without'c;e'ati_ng the _sa'me'ear__ly di_ﬂ'l_culties _fc')r'_administr';itiqn.

14.46 The proposed step would still represent a considerable improvement over

the existing ‘classical’ system of company taxation in that: N L

e . low income shareowners. would be, on bhalance, better. off; although their
position wouid be unchanged in respect of the tax paid.on undistributed
company income, they would no longer have to pay additional tax in respect of
their dividend receipts; . . . . o o

© shareowners on maximum marginal tax rates would bear a tax burden

. appropriate to their.tax bracket; and . _ -

@ share investment decisions would no-longer be substantially affected by non-
neutral, non-equitable taxation applications.

14.47 Following the introduction of the interim arrangement, the Committee
envisages that there would be in due course further . moves.: towards full
integration. The next stage could be, for example, a reduction from 46% to 32%

in the _m:zfn'_imum personal tax rate on company incomes allocated to individuals.
Il PRIVATE COMPANIES: DIVISION 7 TAX
A. BACKGROUND R

14.48 - Division 7 of the the Income Tax Assessment Act draws a distinction
between public and private companies and’ requires the latter to make minimum
distributions or incur additional tax; at a rate of 50%, on the excess retention.
14.49 There is no definition of a private company as such in the present Tax Act;
5.103A defines public companies and classifies all other companies as private.
Appendix '14.2 summarises the developments ieading to the present definitions
and provides briefl background to the fundamental issue in this area of taxation,
namely the task of striking an eguitable tax burden between unincorporated and
incorporated enterprises on the one hand and between ‘closely held’ and ‘widely
heid’ corporations on the other. R Cn

12 |t should be noted. however, that while estimates of the net cost to revenuc of converting to full
integration must be somewhat,speculative, the calculations ol Professor Officer, and Dr Swan,
‘undertaken on behail of the Commitiee suggest that the cost might be equivalent to no more than
1-2% of current total income tax revenue. (See R.R. Officer, *Compuny Tax and Compuny
Finance’, and P, L. Swan, 'Is there a Case for Complete Integration of Corporate and Personal
Income Taxes?", in Australian Financial System Inquiry, Conunissioned Studies and Selecied
‘ Papers, Part: 3, AGPS, Cariberra; 1981.) The Committee's integration proposal is of course less
ambiticus initiafly than full integration. - R S T A
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14.50 Private companies wishing to:avoid Division 7 tax must distribute to
shareholders at Ieast:

® 30% of trading or business income;
@ 90% of property (‘non-trading’) income; 13and
® 100“/1 of dlvrdends recewed from other pnvate compames

14 51 - The Committee has received a number of submissions seekmg addmonal
—in some: cases total — relief from: Division 7 tax on the grounds that it is
1nEqu1table and that it:‘penalises’ busmesses operating as private compames

14.52 The majority of those submlss;ons were received befare . the retention
allowance on trading and business income was increased (in the 197980 Budget)
from 60% to 70%. In the previous year the allowance had also been raised; before
that it had been 50% for some years,

B. PURPOSE OF DIVISION 7 TAX
14.53 Division 7 is designed to ensure that the proprietors of pravale comparnies

pay income tax ‘comparable to that which they would have to pay were they
operating as unincorporated businesses.

14,54 The need for Division 7 arises because the rate of company tax which
private companies bear (currently 46%) is well below the maximum margmai rate
of tax on individuals. Ifthere were no Division 7 tax, owners of successful, closely
held companies would be able to arrange their affairs in such a way as to reduce the
tax on a significant part of their income to 46%, instead of paying ['ull marglnai
personal rates as do owners. of unincorporated busmesses '

14.55 Moreover “whereas an individual operatang an unrncorporated' business
pays tax on all his income at whatever margmal rates are prescr:bed by the rate
scale for individual taxpayers, the proprietor of a private company can draw a part
of his income as salary or interest and retain the remainder in the company to be
taxed at the company rate. In the absence of Division 7, opportunities to arrange
this mix so as to reduce tax. liability would be enhanced placmg the private
company proprietor in a more favourable tax srtuatlon than his opp051te number in
the unincorporated sector.

14.56 The 1ncenuve for pmprletors of a private company to undertake such
arrangements will of course be influenced by the degree of common..interest
(particularly family tres) among the proprietors, their margmai personai tax rates
and the gap between those and the company tax rate. Of common relevance is the
gap between the company tax raté and the maximum marginal rate of personal
income tax.

14.57 -.The- authorities. stress that while Division 7 does not necessarily ensure
thatincorporated and unincorporated businesses bear identical tax burdens, it aims
to attaina ‘degree of rough balance’ by ensuring that a reasonable proportion of the
taxable income is paid as dividends and thus bears personal income tax.

13 ‘Property income, in this context, encompasses interest on loans, dmdends on public company
- shares, royalties etc., us well as rent and. other returns from real property. To avoid possible
confusion - between these two: concepts ol *property’ income, the Committee has chosen to
describe the income covered by the 90% distribution requrremenl 05 ‘non- tradmg income (see
piragraphs [4.80-85 below), :
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C. CONSIDERATION OF THE ISSUES -

(a) Equity in ‘the Treatment of Sharehelders

14.58 The present tax treatment of private companies. 1mpacts uneventy as
between shareholders and unincorporated proprietors, An investor in a private
company on the highest marginal personal tax rate of 60% in fact pays less tax than
his, unincorporated business counterpart.- This is so whether the company retains
all its earnings and pays the excess retention lax or. complies with-the Division 7
requirements: in the former case the investor pays an effective marginal tax rate of
about 54%. and in the latter case of about 56%. On the other hand, an investor in
the :32% marginal tax bracket faces an effective rate of tax of ‘abaut 54% if the
company rétains the whole of its proﬁts and of” about 51% if the minimum
dlST.I‘ibthlOrl requrrements are observed. !4

14. 59 Under present tax arrangemerts therefore hlgh income sharehoiders in
private companies tend to be better off than their opposite numbers in the
unincorporated business sector; Division' 7 has the desirable effect of -bringing
them closer together.

14,60 On the other hand, lower income shdreholders tend to be dldevantaged by
Division 7, especially where the sole or major source ot'lncorne of the sharehoIder
is dividends.

14.61 Th15 1nequrty in the impact of Division 7 between shareholders on lower
and higher incomes has been exacerbated in recent years by increases in. the
retentton allowance whrch have tended to be of more beneﬁt to higher lnconre
earners,

14 62 As noted in Part I ot' this chapter the hdrsher treatment of low income
shareholders apphes to their equity investment in companies generally, whether
private or public. In'a full integration system the vertical inequities of the present
company tax system woutd drsappear and w1th it the need for’ Drvrston 7.

(b) anate Y. Publlc Compames S

14.63 It has been claimed that the Division ‘7" provisions penalise prlvate
cornpantes relatwe to pubhc companres whtch are not subject to these provisiorns.

14.64 On the other hand public companies, because their shdres tend to be
rather more widely held and the distinction between ownership and management
more clear-cut, are less influenced by the tax position of parttcuiar shareholders in
dlstrlbutlon/retentaon pohcnes The percentage d!SEl‘thtEOI‘l requiréments rmposed
on'the trddrng and business income of private companies under Division 7 also fall
short of the average percentdge dlstrlbuttons actuaily made by pubhc cornpames

14::.In-judging: how" the: overallitax on private company: income, including the personal wx on
. shareholders’ -dividends, compares with the tax:on.equivalent:income earned : through an
. unsncorporated business, it must not be overfooked that shareholders in prw.rte campanies will
" be subject Titer to personul tax on ‘retained ‘earnings should those earnings eventualiy be
distributed by’ way ‘of ]1qu1dutton or otherwise; However, in the case of privale comipanics —
closely. held ones in particular — a substantiaf part of the income of the enterprise is often
.. received.by the. propnetor shareholders in the form of tax-deductible interest or salary and thus
.would not be reflected in. company taxable income; 1he vehicle of a privite compuny also lends
_itself ta family income splitting. Hence, ta draw conclusions on the tax position of a shareholder in
1 .private company . solely on: the. tax paid on his share of current eompany income or on his
dividends can be misieading. . .
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over.recent years. There. is. thus said to be less need to-. 1mpose similar profit
retention restraints. (to. Division 7).on public companies.-: .

14.65 Although this argument has some broad appea! rt nght give too little
weight to the fact that the financial circumstances of private and public companies
differ in 1mp0rtant respects — not least in their degree ofdependence on retamed
earmngs to finance lnvestment growth (see below}.

14. 66 It has ‘been pomted out to the Commrttee that whrle pubhc company
distributions may on average be h:gher some public companres do, in fact,
distribute less than the D:wsaon 7 requ1rements

14.67 This poses the question whether Drvasron 7, if it were to be retamed for
pnvate companres shou!d not also app]y to public companies. 5

14.68 The Comrnrttee has given this matter serious consrderat;on in the absence
of full integration lhere would appear to be a strong case on equ1ty grounds for
such an-extension. - : REEE S :

14.69 The authorities have advised that an extension of the Division 7 provrsmns
to. public companies would -involve substantially- heavier administrative: and
monitoring costs. The Asprey Committee drew the same conclusion. Given that
the majority of public companies are aiready voluntarily making . greater
distributions, the Committee finds it difficult to justify any recommendation which
would increase administrative and monitoring costs for, at best, a small return.
However, were there to be a marked change in pubhc company distribution
pollcres the Committee belreves that it would be approprrate for the authormes to
reassess the rnatter

(c) Smail Busmess .

14. 70 Privately mcorporated smail busmesses have expressed concern that
Division 7 constrains their ability to retain funds and hence therr capacrty to
finance growth by internal funding.

14.71 They claim that in practlce they are forced to rely more heavily than large
businesses on retained earnings to finance their expansion. because external
finance facilities (partlcularly for equity) are less widely available to them and
because retained earnings as a form of proprietorship capital are more appropriate
to the risk nature of their businesses. To the extent that Division 7 has forced them
to depend more on external finance, particularly debt, their debt/equaty ratio has
been adversely affected and the cost of capital made more expensive because of the
search and horrowing costs associated with outside ﬁnance

14,72 It has also been argued that a rrgrd retentron aIlowance rnay larmt the
capacrty of prlvate companles especrally new and fast growmg ongs, to.adapt their
drstrlbutlon policies 'to changing financial market conditions. During. critical
perrods a public company may, if it wishes, reduce. its payout policy without
incurring an additional tax. Survival or maintenance of competitive position may in
fact depend on this kind of ﬁnancrng ﬂexrbrllty Private companies have at [east
equal requrrements . . _ N

15 The Commmee understands th.n ian und:smbuled praﬁts tax 0!' EU% was 1mp05ed upon. pubi:c
. .companies from 1940 10.-1951. However, this extension of.the. tax to public companies was
busically a wartime measure with the objective of i increasing governmeni revenue.
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~14.73 Division:7-does- not of course prevent proprietors ol private companies
from reinvesting [unds in the business: It seeks to do no more than ensure: that the
amount of tax paid by the proprietorsof a private company corresponds as closely
as posmbte to that, Wthh ‘would be payable on the same income were it derived
from an unmcorporated busmess ‘To the extent. that this objective is dCl‘llEVEd
Division 7 must be seen as no more an obstdcie to obtaining funds for expansmn
than is the tax payable by proprietors on the income of an unincorporated business.

14 74 In other words, D1v151on 7 hdS 11tt1e ‘bearing on the claims of shortcommgs
in the market facilities available to. accommodate the ﬁnancmg needs of smatl
busmesses these claims are dlscussed in Chapter 38.

14.75 The view has been put that . the rétention aliowance provisions, should be
g1ven a greater degree of flexibility so as to help lessen the discriminatory effect of
an:.‘excess retention’ -tax- under changing financial: circumstances. The counter
argument is that a settled: and predictable’ tax. .provision: is-more useful in the
framing of mvestment plans than one that is subject to dlscrettonary changes by
the authontles .

14. 76 The debate surroundmg the admm:stratlon of the retentlon a!lowance
“provisions: must: be viewed agamst the: background of recent increases to-the
dllowable retention allowance. - : - .

14 77 From its dtscusszons with small business, the Committee is satrsﬁed that
many find the present 70% retention allowance a workable ratio’ in relation to
“their. ﬁnancmg Heeds, With the prospect of further increases in ‘the retention
allowance. |8 the Committee s¢es a risk that {on average) the balance of tax
advantage may swing strongly in favour of private companies — at least for higher
income:shareholders. In the event that full integration were adopted, any such
anomalies. would drsappear at the same time private company sharehoiders on
- lowerincomes would galn as a resuit ofmtegratlon 17 -

(d) Revtanue Slgmﬁcance '

14.78 - 1t has been suggested that because the amount of revenue collected from
‘Division 7 tax lS so small it could be removed w;th little revenue cost to the
Commonwealth o

14. 79 However the revenue co!Eected is not a good measure of the sagmﬁcance
of the tax. On the contrary, for any given rate of retention allowance, the smaller
the amount of Division: 7 tax collected, the more eﬁ'ectlvely can the: provlsmns of
Division:7. be said to be: operatang : S

(e) Non»busmess Income

14.80 As’ po;nted out in’ paragraph 14, 50, in contrast to the 70% retentlon
allowance for trading and’ business income, the retention allowance on ‘non-
trading’ mcome19 is fixed at amuch lower figure of 10%, and on prtvate company
d1v1dends at zero

16" The Prime Msmster foreshadowed a Murther increase in his 1980 election policy smement

17 - As explained in pasagraph 14,58, an investor in the 32% marginal tax bracket faces it present an
effective rale of lax of about 54% if the company retains the whole of its profits.

18 - $20m in respect of the 1977-78 income year; which can be compared with the pnmary tax of
§703m assessed 1o privale companies with taxable incomes totalling $1716m for that income year.

- (Information provided by ‘the Australian - Taxation Office.}Also- the increases in' retention

allowance in’recent vears (see paragraph 14.52} would have helped to keep Dwssron 7 revenue
down from that which it'otherwise would have been.
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14.81 If dividends received by a.private company were to attract a’retention
allowance, an mdiwdual with a portfolio of share investments would be in a
position to secure’ mgmﬂcant tax’ savings by vesting the portfollo ina pnvate
investment company which derives the dividends on those shares, Because of the
tax rebate on dividends allowed to a company, the dividends would not be taxed in
the hands of the investment company, The effect of a retention allowance Tor the
dividends would ‘be to defer tax on'that fraction retained. The interpositioning of
one or more private companies between’ the company holding the ‘portfolio of
shares and the ultimate shareholder ¢ould’ be: used to achleve further time
extension.

14.82 “‘Non- -trading’ income does not appear to ‘Have the sdme tax deferral
potential as dividends. At the same time it differs from business income in not
being accompanied by the same degree. of requirement to retdin. funds in the
furtherance of business operations. This is generally given as the reason for ‘non-
tradang income attractmg a far lower retention allowance than 1rad:ng or business
income, e e T T
14.83 It has been suggestEd that with the'lifting of the retention allowance on
trading  and business income to 70%, there should have been a corresponding
adjustment to the retention allowance on. ‘non-trading’ income; which- still
remains at 10%, so as to restore previous relativities.

14.84 The Committee’s proposal for full mtegratlon would also have a bearing on
this issue; in effect ‘reténtion ‘allowances’ would no Eonger be relevant to ‘the
determination of tax llabtitty

14.85 The Committee makes no recommendations on the present retention
allowance for non»tradmg income and dividends received frum other pnvate
compames : : : : :

D. CONCLUSIONS AND RECOMMENDATIONS

14.86 - In its discussion on the general principles. of taxation the Committee has
sought to demonstrate that neutrality and equity of the taxation system would be
-most completely realised under a-full integration of the personal and company tax

system, where the only.taxable entity was the individual and. where company and
.other i income was attributed directly to the. individual.. e

14.87 To the extent that Division 7 seeks to ensure that closely held compames
distribute” a specified “proportion of after-tax proﬁts (whlch are taxed "in
shareholders’ hands), it seeks to achieve closer integration of the company and
personal tax system and in that sense it can be said.to lean in the right direction.

14.88° The Commtttee is however concerned that under the existing prowsmns
some lower income shareholders, particularly those whose incomes consist solely
or substant;ally of dividends from a ‘private company, may be relatively
disadvantaged compared to individuals i in an umncorporated enterpnse situation.
This may have the effect of discouraging share participation in private compames

_14 89 The Committee therefore recommends that a private company should he
given the option to be treated as a partnershlp for tax purposes w1th the
shareholders being taxed accordmgly.

19 See Footnote 13.
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14:.90-: The -Asprey'Committee-made a:similar recommendation

14 91 The Commrttee fully agrees with the’ Asprey Commrttee that to discourage
misuse of this. option, some restrictions may need to be imposed relating to
eligibility o elect that aption.. It sees (as did Asprey) the. -undermentioned pre-
condrtrons as appropnate

° . the. elzgrbrlrty to elect the opt:on be conﬁned to COI'I][Jdl’llES wrth small numbers

.. . of shareholders (not more than ten), all of-whom are individuals beneficially
entitled to their shares and resident in Australra similarly the company should
be a resident in Australia;

f°. :_to permrt ease of allocation of proﬁts to shareholders, only one class. ofshares
. be allowed '

e o safeguard the mterest of mrnorr[y shareholders the unanimaus consent af
oall shareholders be-. requ;red in the mdkmg of and in the revocation of an
~election;: : . . _ _

o to minimise scape for tax avoldance and to keep admrnlsirat:ve arrangements
simple, the right to revocation of an electron be restricted;

© ' both proﬁts and. losses be: ailocated to shareholders by reference to the darly
' shareholdrngs of Shdl’ES throughout the- year :

1 TAXATION OF TH.E’C’OMPANY GROUP =

A BACKGROUND

14 92 The Commrttee has recerved a number of su bmrssrons proposing that the
present system of taxing each company in a group separately should be replaced by
one making provision for a single lax assessment of the group as d whole.

-B NATURE OF PROBLEM

14 93 The pr0posals put to the Commrttee thdt company groups be permrtted to
be assessed as one entity were mainly, but not totally, put on grounds refating to
the treatment of tax losses. Where there is a flat rate of company income tax, asin
Australia, .and where  no .companies in a group . incur  taxable losses the
consohdauon of taxable income for the year would not alter total group. tax. The
srtuatton is. drﬁ'erent where there are. losses

14.94- The Incomeé Tax: Assessment Act provrdes lhdt a-fax Ioss mcurred ina
particular income year. may be carried forward against taxable proﬁts for.up . to
1 seven years After seven years the tax benefit of any remamrng loss is forfeited
.(except in , the, case of prtmary producers, .who may. carry forward losses
1ndeﬁn1tely) The same provisions extend to a company which is a member of a
group, even. though other members of the same group . may be rnakrng taxable
proﬁts

_.14 95 Because there is no provrsron for a group of compames w1th common
ownership, to be taxed as a common entity, company groups, claim’ that they are
being treated unfairly in comparison with a single company operatmg anng
divisional lines.
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14.96.. Group assessment, it is said,-would redress that inequity by enabling: :

~ those losses; and

tax losses by companies in a group to be claimed sooner;

 tax losses by companies in a group to be claimed which would otherwise never

be claimable because of insufficient income in subsequent years to absorb

a company group’s new investment proposals and expected cash flows to be
evaluated on the same tax premises as that of a single company.

C. CONSIDERATION OF THE ISSUES

14.97 In subport' of the .srafus i[tfa it .has bé.e'n said that:

There is no need to convert to a group tax system, as company groups already
-have the ability to transfer activilies between group companies, to enter into
joint ventures or to undertake other’ transactions which have the effect of
reorganising the pattern of reported income within the group, _

Group structures already derive substantial benefits from the separate limited
liability of individual group members and the financial protection this affords;
group companies would be placed very much in-a.‘best of both worlds’

the legal advantage of separate status.

- situation were they to have the tax advantage of consolidated status as well as

Under a system of group taxation, evaluation of the viahility of projects could
be heavily influenced by tax loss offset considerations. o

New single businesses — (raditionally 4 major source of innovative activity —
would be placed at a relative disadvantage if group taxation were introduced,
since such businesses would have to: bear the risk of losses (often heavy for
new ventures) without the ability to offset such losses against the profits of

-another company. in- the group. - .

14.98 There isa contrary view, however, which would query each of _the'se_cl_a'iﬁi_.s

and argue that: -

® Manoeuvres designed to transfer income between companics in_a' g'r'o_up to
- +circumnvent the disadvantage of the ‘present tax system’ are often costly and

cumbersome and, moreover, not universally available.

" A ‘neutral’ tax system should not influence the choice of corporate structure;

the ‘existing taxation"legislation' tends, in particular cases, to disadvantage

" those companies which, for.one reason or another, need to undertake

activities under separate corporate structures.

“*Evaluation of the viability of projects is unlikely to be dominated by tax loss

offset considerations; although these could be of significance in some cases;
where tax-loss offsets are not available; the tax system might be said to have a
bias against risky projects. .~ . _ e

Companies withoeut group links would be neither better nor worse off than
they are under the existing tax arrangements while new businesses with group
links would clearly be assisted by a changeover to group taxation; it is thus
conceivable that more innovations would be attemipted. On the other hand a

- .larger . proportion of . innovations might - well occurt: through - established

' . corporate groups -than is-now:the case;, whether such.an emerging. pattern

.would be socially. desirable is of course a matter of judgment.. .~ ...
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14.99. The Committee-has weighed both sets-of arguments carefully and lormed
the view that, on balance, allowing company groups with common ownership the
option to be assessed as a single unit would be beneficial. In particular it could be
expected o give rise to a more neutral tax system ‘because the choice of corporate
structure for particuiar operations would be less influenced by the way losses are
treated for taxation purposes Agam Ehe system would be less blased agamst ‘risky’
pl'O_leC[S

14.100 it is realrsed that the :ntroductlon ol' group taxauon would lead to an
initial loss to revenue to the extent that company losses not previously used could
now be offset against profits and other losses could be claimed earlier. It may also
lead to some new tax avoidance schemes. Nonetheless the Committée believes
that the advantages (in terms ofl greater neuirahty) outwergh the potentlai !oss of
revenue. g :

D. GROUP 'As’sEssMENT OP'Tr()Ns. o
14, 101 Appendrx 14 3 contams a summary of how some countnes treat company
groups ' .

14.102 A clear majorlty of countrres oﬂ"er some. form of group taxation; Lhey do
so either by consolidation -or by-permitting the transfer of tax losses wrthm groups
The Commitiee has examined: both options closely

(a) Consolidation of Accounts for Taxatlon

14,103, The first optron would enable a group of compames to set oﬂ" losses
agamst proﬁts in Lhe year the losses are made by taxrng the group as one entity.

14. 104 Asshortcoming of thls approach is that consolidated accounts for taxation
purposes may’ be: quite distinct-from conventional consolidations and in many
company Broups the former consclidation ‘may- represent  additional - costs.
However, this is not pertinent to the issue of whether corporate groups should be
grven ‘the option to consolidate their accounts for taxation should they Judge it to
be in thelr mterest

14 105 As well many conceptuaE and procedural 1ssues would have to be Seuled
mc!udmg how any tax.saving. resulting .from consolidation should be allocated
between .companies in_ the group — especrally if any of these were not wholly
owned. However, these difficulties are not insurmountable; for example, the US
legislation (which’ permrts consolidated returns) contains extenswe rules, of some
complexity, detailing the methods for compulmg a group’s Laxable income.

14.106. Nevertheless, consolrdated tax returns and a, consolrdated tax assessmernt
would have important advanlages mcludmg facilitating the reconciliation of the net
profit of a group disclosed in its. published accounts with its: taxable income.

(b) Transfer of Losses within a Company Greup

14.107 The second option. would permlt members of a group of compames to
surrender tax’ ‘losses to another member of the group; however compames would
conlmue to be ‘assessed 1nd1vrdually as separate legai entmes _

14 108 ThlS approach 1is fairly: srmple to administer, since the exrstmg lreatment
of companies as- separate legal entities for taxation purposes could' continue.
Moreaver, as companies would not be required to prepare additional consolidated

226



accounts records for taxation purposes, administrative and compliance costs ought
to be reasonably modest. . o L L S

14:109 On tHe_'i_)_t"hér:"héﬁ'c:i_, there are _simi_la'r_cbnce'ptlja'l'ﬁhd procedural problems
to those under consolidation (e.g. -definition of a group, existence of differing
balance dates, treatmént of overseas interests). Again these'should be capable of

solution, as cotintries that offer group taxation have demonstrated.

E.. CONCLUSIONS AND RECOMMENDATIONS

14.110 - Neither of the above options has a clear advantage over the other. The
Committee is of the view that the important principle is that a company and its
wholly owned subsidiaries should be given the option to be treated as one entity for
the purposes of company tax.

14.111° Accordingly, the Committee recommends that:

(a) A loss suffered by one company should be permitted to be offset against the
taxable income of another company in the same group.2¢

(b) - This option should be made available either by a consolidated tax return or
by permitting a transfer of tax losses within a group.

14.112 Although many countries allow group taxation in situations where
companies are not wholly owned subsidiaries, the Committee is of the view that
extending the option to groups with less than 100% common ownership could:

® disadvantage minority shareholders should their own company transfer, for an
inadequate value, the tax benefits from deductible losses to another company

~ in which they have no equity interest;

© raise complex issues concerning subvention payments;

©  be more costly to administer; and

® produce greater loss of revenue,

14.113 The Committee therefore further recommends that the options be
available only to company groups satisfying the 100% common ownership
requirement. However, consideration could be given at a future date to some
relaxation of this requirement.

14.114 The administration of group taxation would need to be kept as simple as
possible. Consideration might be given, for example, to:

e confining the ability to transfer tax losses to companies resident in Australia
during the whole of the income period and to companies employing the same
tax year; ) .
® requiring that companies fodge tax returns under one cover,
® ' requiring that the transfer of tax losses be effected by means of certification
between the group companies involved.

14.115  The Committee believes that where an overall group taxation loss has
beern incurred in any one year, that loss should be carried forward (for a period up
to seven years) against the otherwise overall group taxable income of future years.

20 Itis envisaiged that the seven-year rule (see parugraph 14.94) would remain, but this woukd
obviously be of lesser importance for company groups.
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If;;however, theiinitial ‘costs:to.revenue. of that approach: were too great:or that
method led to tax'avoidance schemes (which could not be closed)-Ssome narrowing
of the carry-forward: provisions could be considered: for the group: For. example

the use of tax’ losses for group purposes could be limjted to those incurred in the
same year of income. Losses of the separate companies not so offset within the
groupin the same year would of course continue to be ellglble for carry forward by
the separate companies against their future profits. '

14.116 ‘In-Appendix 14.1 dealing with some aspects of the integration of
-company and personal taxation, the Committee énvisaged no ‘actual allocation of
company = tax losses to individuals under an integrated system; the
‘recommendation: here on:group taxation: would Ehus have equai applacatlon under
an mtegrated system of corporate [axatlon . R
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APPENDIX 14, I

FULL INTEGRATION A CONSIDERATION OF
SOME ISSUES

ADMINISTRATION
Day of Record’

1 Because of record keepmg requzremenEs ﬂlincating corporate income m sharehelders
on a pro rata basis, where shares have been traded, based on the number of days that shares
have actually been held, would be unworkable.

2 Consequently, it would seem necessary to choose a.‘day of record’.: A shareholder on
the register at that date would be allocated a [ull year of income for the shares then held and
wnuld be ilabEe For persnnai income tax on that income.

In the Cemmrttee § view, an approprute choice af ¢ day of record’ would be the date on
whlch the share register closed for the determination of final dividend (or Jike event —
such as notice of annual general meeting), so that the additional information required by
sharehoiders eould be posted out some weeks later along wrth Ehe ﬁnal d;vrdend cheque

4 It is- recogmsed that: there could be comphcat;ons when a sale took place prror to the
‘day of record’ (the date the register closed), and the broker had not actually transferred
the scrip by the time of the register closure. However, this problem would be essentially no
different from the present one of brokers having to reassign dividend cheques ‘when the
share regisier at the date ol closure:is:not fully up to date. Procedures currently exisi to
resolve these mismatches; with the frend towards increased computerisation of the
recordmg of share transuctmns Ehese recordmg lags should dlm:msh

5 It would not be necessary to ensure that the tax lldblllty assrgned accordmg to the ‘day
of record’ was proportionale to the actual fraction of the year for which the shares were
held: share prices could be expected to take into account antu:lpated tax llablllty, just as at
present where shares are, priced. inclusive (cum) and excluswe (ex) of d;wdends A single
‘day of record’ would serve precisely the same function as a daie on which’ dl\rrdend
emltlement is deEerm:ned underthe present workings of the Share markets T

6 It is said by some that the creation of a single day of record l'or {hese purposes could
open up incentives for high income earners to.sell to:low.i mceme -edrners:just prror to.the
day of record and perhaps reverse the transaction a little later.! This avenue is of course
avallable now in respect of dlvrdends .The, possrballty is substanualiy reduced, \in. the
opinion of the Committee, by the existence of the other provisions of the Tax Act deallng
with share traders and income splitting. If these provisions were found to be mddequate zt
would nel seem all that difficult:to. remedy matters by l'urther Iegrsl.mcm ; :

Lags and Tlmmg Diﬂ'erences

7 1t would clearly be difficult to have the company § tdxable income’ [or the eurrent year
available in time to be reported in a shareholder’s current tax return. ..

1 - To a'large exient these shure disposalsare motivated by the tax-free nature of the'realised  gains

- for some taxpayers. ' Without: this tax-exemption element, the valuation of an .asset (share or

bond) by an invesior would largely: be independent of his personal tax status. (See P, L: Swan, ©1s
-1here a Cuse for Complete Integration of Corporate and Personal Income Taxes’, op.cit.) . -
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8 However, there is no practical necessity to achieve concurrent matching of individual
and company income; in fact present company tax assessment is applied on the previous
financial years: income; similarly-final dividends-are, usually_issued. and: taxed in the
following financial year, "~~~ .. e : o

9 Under an integrated system, what was included in the individual’s current tax reiurn
would effectively be his share of the company’s “taxable income’ of the previous year.
Quarterly company tax payments (withholds) would continue to be collected as they are
now and provisional iax arrangements would continue 1o apply to shareholders — with
rights, where appropriate, to have this varied. '

10 1t would not matter il the financial {or tax) years of the different companies and the
personal taxation year did not coincide. Personal tax liability from shareholdings would
arise on only.one day — the ‘day of record’ — and whether a company reported on 4
financial year or calendar year or some other basis would be immaterial as far as assignment
of personal tax liability was concerned. The individual would include his share of company

income so determined in’ his personal income tax return in the following year.

Audit and Tax Appeals
11 The reopening of company. and -individual tax returns 1o incorporate. subsequent
amendments could jpose major problems: : : o Sl e .

12 The most practical solution would be to concentrate all the édj'ustmenté. 1o company
income and applicable withholding tax payable-in the year in which the amendment was
made.. . oo T R AR - S SEER :
13 Any éhzire"bri:g:'e_'\}al_ué problems could, b_e'sﬁ'ps:t_ami_aliy '_'éliminaied if_t:here_: were
adequate reporting on the part of the company of pénding tax appeals. The Commitiee
understands that present:stock exchange: rules require that major events likely to affect
share prices be:reported. Ce T ENUE PP EEE R :
Lbss:C_om[iéhiés- L T o
14 To discourage trafficking in losses by ‘individuals, no-actual aliocation of losses:to
individuals:should be allowed.. .- <o o ST s o -
15 In all other respects, it would be appropriate that losses continued to be absorbed for
tax purposes within the company sector. LIPS LA SRR 3
o ' In Part [Il of Chapter 14 it is recommended" that a company and its wholly owned
~subsidiaries be allowed to submit a group return; the losses in one company would be
“allowed to offset income of another company within the group. =~~~ " :

 For a unitary or a non-wholly-owned subsidiary the loss would be carried forward.as is
the current practice. '

Chains of Companies u_nd_'lnterposed Companies

16 ~ The opporturity for tax avoidance through the cycling of income for extended periods

in chains of ‘companies and interposed companies would probably be reduced in an
integrated scheme.” ' T
17 If the withholding tax: rate -on company-sourced. income were set: at-the :highest
marginal personal rate, there would be no obvious advantage for high income shareholders
to seek a postponement of their tax liability through income reétention within the company
entity,. e N . . . . L Lo S - L

18 Even if the withholding tax rate on company income were to remain as suggested by
the Committee at the present 46% some tightening of potential tax deferment would be
expected. This is because under present tax rules a public company can choose noi to pay a
dividend -at.all.so as to. postpone. indefinitely. the personal income tax.on; dividends.
However, under an:integrated system shareholders would still be liable for personal tax on
the entire taxable earnings-(of the company).regardless of whether the company chose to
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paya dividend or not. An integrated scheme would thus nmiake avoidance of personal tax
liability for income earned via company sources much more dilﬁ;u[t_ than at present.

19. Mevertheless, because. the gap. between the top- personal marginal rate and . the
company. -withholding rate. would. persist,. there could still be some:incentive io retain
earnings.within an interposed company. QOne possible solution would be to subject income
passing between certain classes of companies to an additional tax which would ultimately
be credited, along 'with the 46% tax already collected, to the shareholders on the allocation
of income to individuals: : ' : e e :
Income Splitting . ST o

20 Under both the present and an integrated system scope for_ the splitting of income
between lamily and close members exists, The incentive is likely to be greater with
integration.- Remedies to discourage such activities seem equally available 'under both
systems: In‘this regard, the Committee notes the significant changes that have taken place

in the treatment ol the taxation of trusts and of minors:

Administrative Costs o .
21 In any taxation system, administrative costs will be expended by the authorities while
taxpayers will incur compliance costs.. . . o L

22 'As can be expected with the introduction of a new system of taxation there will be
initial one-off costs incurred in educating business and other taxpayers on the mechanics of
the new schemeé. R o : e

23 * The Commitiee does not expect dny significant changes in thé administration, record
keeping and accounting practices of companies to be brought about by the introduction of
an integrated system. For the ‘day of record” the company would need to compute the
tuxable income and:the tax paid by the company per share for the year. This s 4 [airly
simple mechanical exercise: Shareholders:would then-be sent a ‘voucher’ to-be included in
their tax return indicating the number of shares they held; the taxable-income allocated to
them and the tax credit on those shares::: - Tl

24 - Similarly, the Committee has no reason to belicve that the Taxation Office would face
major difficulties in their income verification nd assessment tasks under an integration
‘system. Similar tasks have (o be performed it present for:the group certificate systém and
non-wage returns. ' R ' o

25 The Commiitee belicves thal there would bé a reduced reliance on paper work with the
growing use of computerised technology. e ' :

SPECIAL CATEGORIES OF SHAREHOLDERS.

Incomes Aceruing to Life Offices and Superannuation Funds .-~ . . -
26 In Chapter 15 the Committee has recommended changes:in the taxation basis of life
offices and superannuation funds which would effectively treat them as trustees for their
‘beneficiaries™ dnd fax them on their net investment income at a rate approximating the
average of the marginal rates of personal tax of ‘beneficiaries’. Under full integration these
institutions would ‘obtain a refund for tax paid on their share of ncome from companies
equal 1o the difference bétween the' company rate (currently 46%) and the ‘trustee’ tax rate
just referred’ to. The' granting of - this “tax ‘refund ‘must be judged in the light of ‘the
Committee’s fll set of recommendations bearing on life offices dnd supérannuation fands.
If, as part of transitional arrangements, company income accruing to individuals were
taxed at a minimum rate of 46%, it should [ollow then that these institutions would
similarly not receive a tax refund for tax paid on their share of incomes from companies.

Incomes Accruing _t_o. :Cha'rities._ _ e e
27 Charities at present enjoy the status of a taxpayer with zero marginal taxirate.
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28 In their normal operation, many of these institutions. carry company shares. in their
portlolios. To achieve ;strict, consistency. . with . current. government. policy, charity
organisations should, under a fully integrated tax system, be entitled to a [ull tax credit [or
company tax withheld. To'deny them a [ull credit-would amount to subjecting them-to tax,
which might be seen:as running counter to the expressed purpose of the tax charter; as well
as disturbing:the present refative standing between charities and:taxable shareholders. -
29 However, it is.recognised that this would enable charitable institutions to earn a much
more favourable return on shares than is now the case, and the Government might wish to
maintain the éxisting structure of tax reliel; the 46% tax rate at the company level could be
viewed as fully satisfying their tax obligation. IR T

‘Incomes Accrning Overseas o _ N -
30 Werc the system of full integration to be extended unreservedly. to: non-resident
shareholders, the host country, would be placed.in the-position: of forgoing ali its. tax on
non-resident share of company income, whether distributed or not. That, of course, would
hardly be acceptable, especially lor a capital-importing country like Australia where a
significant part of the economic benefit of lforcign investment consists. of the tax revenuc
produced.

31 It would be appropriate to endeavour to ensure that non-resident shareholders bore
broadly the same Australian company tax burden as they now do. At present in addition to
the tax at the company level a withholding tax of 30%_is imposed on dividends payable
overseas and this is réduced to 15% where a double tax agreement operates..

32 The Committee suggests. that the tax credit.for Australian company (withhold} tax
‘paid should not be extended to non-resident shareholders; consequently there would be no
need fof any major change in the present tax status of non-resident shareholders:

e...-Non-resident-investors presently-have-a clear. knowledge of the tax position: in respect

. .- of-their-investments in- Australia;: that:status. quo would not be changed under an

.integration. system. Because: their weight: ol tax -has not: increased; the Commitiee
believes their incentive to invest in Australia-should remain unaltered. :

® A large part of the economic benefits from overseas investments in Australia accrue to

" 'tHe community’via the present company, tax collection; non-extension of tax credit to

" non‘residents would preserve existing levels ol economic benefits to the Austratian

' community Trom foreign investments. ' - '

33 Nevertheless, it has been. put to the. Committee. that an integrated scheme which
confined tax credits to domestic shareholders would be open to the criticism of involving
discrimination against loreign nationals.. -

34 The Committee is aware of a tax measure intreduced in the United States Congress,
known as the Rostenkowski Bill,2 which, il enacted, would -émpower the Fresident to
impose discriminatory taxes on US subsidiaries of foreign pareni companies where the
foreign country imposed a higher rate of tax on domestic subsidiaries of US parents than on
locilly. controlied corporations:: . o s va gl T

35" The Committee, however, does not share. the view that non-residents would be
discriminated against if tax credits were not available fo them under an integrated scheme.
It is belicved that what is proposed amounts to a consistent application of Australia’s
current double tax agreements with overseas countries.® The onus should be on overseas
countries to renegotiate these double tax agreements after Australia had introduced an
integrated system, only at such time would it be logical for Australia to consider extending
fax ¢redits to non-residenis as a. reciprocal arrangement with countries which. had also

2 U.S. House ol Rcﬁresenlatives 8892, 95th Congress, 15t session (August_ 5,1977). _
3 A similar . view is expressed in P.T. Kaplan, ‘Euvropsanm Distrimination’ ‘and American
Retaliation®, British - Tax Review, No, 4 (1978}, pp.- 206m22,:. - [ PTRE FURNN :

232



adopted: an integrated system and:were prepared. to. consider granting tax credits to
Australian resident shareholders of companies operating overseas.

36 Moreover; under the existing international tax framework and particularly:where the
‘classical” system of taxation: applies in: the other.country, the main beneficiaries of an
extension of tax credits to non-resident shareowners would be the foreign Treasuries. This
would create the unacceptable situation of economic benefits from foreign investment in
Ausiralia, accruing as taxation revenue, being transferred to foreign taxation authorities.

APPENDIX 14.2

PUBLIC/PRIVATE COMPANY DISTINCTION
"HISTORICAL BACKGROUND

1 When Commonwealth income tax was first introduced in 1915 provisions were
included which allowed the Commissioner of Taxation te deem that distribution had been
made where a company failed to' make a ‘reasonable’ distribution (iater fixed at two-thirds
ol the taxable income) and 1o assess such deemed distribution a5 income in the hands of
the shareholders. In practice the Commzssmner apphed the provrsmns only- to closely
conirolled companies. :

2 Following the report of ihe Ferguson Commtssmn (1932); the tax legislation was
amended to l'ormdl[y define ‘a privite compainy and conﬁne the deemed distribution
provisions to such companies. Tt was argued that unlike listed public companies, private
companjes’ dividend pD]lCIBS were more llkely to be 1nﬂucnced by taxation considerations.

3 The definition of a pnvate company was comp]ex and dld not. encompass all closely
controlled companies. In 1952, following the recommendauons of the Spooner Committee,
a new definition of private company was adopied and on undistributed profits tax
introduced, aimed at lorcing private’ companies to distribute all profits in excess of o
specified retention-allowance. However, by making sufficient distributions to a series of
related companies or lhrough circles of related companies, or by creating de lacto non-
private companies, compames were able to: avmd thts lax whl]e retammg effective control
of the “untaxed® profits: - R R .

4 In 1964, lollowing the reeommendatlons Uf the ngertwood Committee, another
attempt was made to identify a pnvale company, this time by deﬁnmg a public company
and classu"ymg all other companies as prwate The provisions allowing a tax rebate on
dividends passing between private companies were amended af the same time, The practice
of storing profits in a pipeline of companies was now made unattractive by a partial dental of
the rebate when dividends were received by a private company from another private
company. However the Commissioner was given a dascreuon to allow a full rebate, That
discretion was ordinarily exercised if' the Commissioner was satisfied that the dividénds
would reach the hands of persons, who .are not private companies, within twenty-two
months of the end of the year of income in which the dividends had been received by the
company claiming the full rebate.

5 Apart lrom some minor amendments in 1973, this represents the tax position today.
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APPENDIX 14.3

TREATMENT OF COMPANY GROUPS IN -
o -ZS'SELECTED COUNTRIES1 "

Coimntries S T o ' o o O'wnérs'hr]g

giving group required”

relief Type of grouping %

Austria- - . - - -Entire profits/losses ol joint stock companies transferable 100
to parent under proﬁt—pooli_ng arrangement.

Denmark :~ " * Consolidated return offsetiing profits against losses. = -~ * ¢ = 100

France Separaie returns lodged but profits and losses combined 95

and tax levied on the parent in respect of consolidated
corporale income; authorisation or such treatment
restricted to cases where subsu:hary resulis from
restructurmg of g group

_]'re!und' S .. 'Group reliefm FGSDECt ofprescrlbed 1lem5 mcludmg g ' . _'_75
L. losses.. : : T _
Netherlands - . Consollddted returns whereby parem.md subsrdtary sl 100
~ considered as one entity for tax purposes. L o
New Zealand _ Automaue ofiset of profits and losses within whol]y - . B6

. ownead groups. Group taxation is also available where .
~ commorn ownership is 662/;and more, but subvention .
o paymcnts must be made to minority shareholders when
intra- -group trans[‘ers of profits and losses are made.

Sweden = -Group relielin the form of‘perm:ssrble shll‘tmg o!‘proﬁts o 90
Coen i hetween groupcompames : : ’
Urlited__Kingdom Group relzefm respect of certain spec;ﬁcd expenses and ... ... IE
' ' _ oulgomgsmcludmg]osses no oﬁ'set for. capital gains and _—
e losses. : : - S R
United States:.. Group can elect to ﬁle consolldated return showmg : .- 80

aggregate ol individual members’ incomes adjusted for
1ntercompany lrdnsacilons and Dthcr 1tems

Wé_stderm'a_uy' _"Proﬁis of losseslrdnsferable to parentsubject to proﬁl/ o .50
: . loss 1ransfer agreement, bezng approved by mmoraty
N _ ,shdreholders
Countries noi gr vmg group re!ref
"Bolglum Coe
'Ca_n_ada. N
Italy:
Japan
Portugal '
South Africa”

1 Sources: Carporate Taxes in 80 Countries, Price Waterhouse Publication, 1980; Taxation of
Company Groups, A Research Paper for the Taxation Institute of Australin Research
and Education Trust, 1977,

2 DBasis for determining ownership varies belween countries,
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CHAPTER 15: TAXATION OF
~INTERMEDIARIES -

INTRODUCTION
15.1 - In-this chapter.the Committee seeks to deiermme Ehe maost eqmtabie and

neutral basis for taxing certain intermediaries which are subject, at present, to a
mix of arrangements. It examines suggestaons that: - :

] llfe offices be taxed on a trustee, basis;

@ - ‘net income’ of superannuatlon funds be taxed (wnh d:stnbutlons therefrom
* including pensions. being exempt from tax): : : :

@ credit unions’ be “taxed on the same’ basas as competmg mtermed:arles
particularly building societies.. :

1t does not discuss the social merits of tax Aarrangements designed. to encourage
particular forms.of saving. This is essemldlly a question for government. However,
views are offered..on .the.. mosi. . cost- effective techniques . of prowd_mg,
encouragement through the tax System

I TAXATION OF LIFE INS’URANCE COMPANIES
A. NATURE OF LIFE INSURANCE BUSINESS

15 2 In the process of prowdmg Iafe insurance fam!mes the I;fe offices, perform
two functlons for’ poilcyholders R P . .

e - a8 msurance unc[erwnters poolmg nsks anc[ redlstrlbutmg funds from one
group of policyholders to another . :

® . as ﬁnanc:al 1ntermedlar1es recelvmg premiums from pohcyholders and
_ mvestmg them on the pohcyhoiders behalf

15.3 Thereisa need to consu:ier how the underwritlng proﬁt and the mvestment
income. associated.with these two functions. should be treated for tax. purposes. -

15.4 In Australla the bulk of life insurance busmess is conducted by mutual life
offices.! The Committee’s consideration’ of the issues is set in- this- context,
although the situation of shareholder compames2 is exammed in connectaon w1th
underwritlng proﬁts : :

1 'AL 30- June 198I Elfe insurance: in Auslmlm wis cnnduclcd by e:ghl mu[ual llr'e oﬂ'lces thirty-
seven proprietary companies and three state: government oflices. In terms of Austrakian assets,

oo+ the:mutual offices-share represented about 70% ol the non-government; offices total.

2 The Life Insurance Act requires that shareholder companies: apply ‘not-less than 80% of the
surplus {profits} of participating policies lor the benefif 6F policyholders. o
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B. P'RESENT TAXATION ARRANGEMENTS

15.5 Present taxation urrangements of hfe oﬂices and lherr policyholders are set
out in paragraphs 13.23-32 of the Interim Reporl Generally life offices are taxed
{in respect of their non- superannuallon business) at the general company rate
(currently 46%) on their investment income, plus realised gains on disposal of
investments, aftér the allowance of deductions in respect ol

e ail expenses directly incurred in gaining investment and other assessabie
income;

e a propertron of expenses of general management nononaliy altributable to the
gaining of assessable income; and . _ .

e realised losses on the dlsposal of investments.
15.6-:.In addmon where a: l]fe ofﬁce comphes wuh 30/20 provrsronsJ it:is: e11g|ble
for:4

@ exemplion from tax (sul:uecl to certain: prowsos) on the mvestmenl d[ld ether
income and profit relating to superannuation business; ;

e a deduction equal to 1% of ‘calculated liabilities’; 1e. the present actuaraal
value of expected future liabilities-under the company s-policies after taking
. into account expected future premaums interest income, claims etc; and

® whereitisa resrdent - a full 5.46 rebate’ on company dividends received.

15.7 Premiums received in réspect of life peiames are not assessable income; at
the same time ‘expenditure incurred in  gaining such “receipts (€. g agents
commission) ‘and-claims’ pald on life pohcres are ‘not deducuble '

15.8 For completeness, rt is worth noling here that llfe msurance premrums are
included in the income tax schedule of personal expendrture ilems covered by the
general cencessronak rebate. - e . .

C. ‘TRUSTEE’ BASIS OF TAXATION
15.9 'The life offices” submissions’ argue that because the bulk’ of Ilfe rnsurance
business in Australia is written on a participating basis, life offices dre best seen as

acting ‘in“the capacity of ‘trustees’ for thelr pohcyho!ders in lhe management of
collectwe funds. . .

15.10 On the bisis of lhrs pnncrpie it could be further argued that the life office
itself should not pay lax and that' tax’ should be 1mposed on 1ndmduai
policyholders-in respect-of;:: v :

e ‘an allocation to them of the annual net mvestment income and underwrttmg
. profit earned by the life ofﬁces or . . . :

BRI :_-See Chapler 10 for a dem:[ed discussion ol'these pravisions. .
4" " Il a lile office does not comply with the 30/20 sule:
D it does not qualify for the exemption on investment income reluimg m superannuduon
business;
(ii}  the speciuf deduction under 5.115 is reduced on a sliding scale {it would be increased on a
.sliding : scale- iF the company held more than the. presenbed arnount oI' guvernmem
..+ securities)y:
(iii) :the 5,46 rebale is reduced ‘o the 1eve1 correspondmg o dwrdends denved in mcnme yeir
- * 1960—61-for that-company.; R . .
5 See also Chapter 14, paragraph:14, 3
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- the ‘net gain’ they receive.through the:r pollc1es ie. the excess of poltcy
proceeds over premiums paid.. By : e

I5.11 This approach seeks to impute the income of a life. office 10.its individual
policyholders and would be cons;stent wrth the mtegratton of company . and
personal taxatlon b .

15 12 There are dal‘ﬁculttes however 1n thts approach

15.13 'In’ respect of the annual aliocatton bas:s ;t is Jmpracttcable io determme
annually for each and every policyholder (and to have included i in their relevant
tax returns) an amount which cotld ‘be regarded as imputed income to the
policyholder. This is because of 'the very large number and range of* pohctes and
holders mvolved

15 14 In respect of the ? net gatn ba51s there are practlcal dlﬂicultles and certam
inequities arising from: :
©® the treatment of the excess of death clatms over premrums pald

© the postponement of tax until pohcy proceeds are paid, and the dlmculty of
* “taxing'in a fair manner the recelpt 1n one year of a large sum whlch has been
accumulated over a’ ‘long pertod :

o '".the treatment of cases where the pollcy beneﬁt (for example an early
) surrender) is, Iess than premlums paid; and

o :_the treatment of that part of the: policy proceeds compnsmg accumulated

.. reversionary bonuses these .could. be seen. as. repayment. of capital. sums

representing excess premiums paid. .

15.15 * The Committee believes that the practical approach would be to collect the
appropriate tax from the life offices. themselves. .In other words, the life offices
should be regarded as a conduit through which income passes to: policyholders; tax
is taken from the condutt mstead of from the pol1cyholder

15.16  Accordingly, the Commlttee agrees that the ‘trustee pr1nc1ple is an
approprlate basis for taxmg mutual life offices. To the extent that there may
stitl not be complete neutral;ty with some othier. mtermetitarles, it heheves that
comes about because of the lack of an 1ntegrated tax system '

D CONSIDERATION OF THE ISSUES

15.17 The *trustee’ principle suggests that” the ‘amount’ of ‘tax- pa;d should be
equivalent to-that which policyholders in: aggregate would have paid had it been
practicable to tax them directly on the total earnings of the life office: Applrcatton
of the principle: requires resolution of '@ number of issues tncludmg '

(i} 'The treatment of parttcular categones of expenses

(i) Whether a smgle rate of tax shouid be applied: and if so, what that rate
‘should be. =

(iii) ‘The :mpltcattons of the trustee approach for those tax prov:s1ons relatmg fo:
© the treatment of realised gains and Iosses on mvestments
o the 5.46 rebate on dtwdends recewed from companies; and
X3 the s.115 deduction allowed for.1% of calculated liabilities>.

(iv)..The tax status.of underwriting profits. '
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15:18 * It is proposed to:examine each of these matters:in turn, drawing out some
of the issues involved and suggesttng the general dtrect;on of resolutlon

(a)- Treatment of Expenses

15.19 There is broad agreement that the trustee concept lrnphes tdxrng life
office investment income net of applicable expenses; payments to pohcyholders
exceed the total premiums paid only by an amount equal to the investment income
less the operatmg expenses incurred. There is, however, dtsagreement about the
scope of the expenses Wthh should be deducted Specnﬁcally T

®. the life. ofﬁces have suggested that under the trustee concept: the net :ncorne
. base should be mvestment mcome less total expenses, mciudtng expenses
incurred in gaining premiums;

@ the authorities, on the other hand consider that the deductton should
U enegmpass only those expenses incurred in gammg taxabie mvestment
mcome.

15.20. The ld'e ofﬁces base therr case on two arguments

9 __In sohcmng life i insurance bus:ness they:are in.a sense perforrnzng the same
" role as other fAnancial intermediaries in marshalling funds.which are later on-
lent or otherwise invested. Premiums are essenttally capltai payments similar
in character to deposrts pard into. banks and building societies; commissions
paid to life insurance agents are similar to the salaries of telfers in a bank or a
building society: It is thus‘anomalotsnot to allow life offices their full running
rexpense’ ag a’tax 'deduction’ when other ﬁnanmai lnstitutlons are gwen this
deduction. : :

e: From the pohcyholder s point:of view, the commissions: paid ‘to life office
... agents correspond to:management-services fees paid {o investment: advrsers
‘which.are presently: accepted as‘a normal busmess expense of lnvestors

15. 21 The Committee does riot accept these arguments

15.22 - It believes that for taxat:on purposes the expenses mcurred by a life of’ﬁce
asa trustee forits pohcyholders must be categorrsed into those expenses which are
ofa capltal’ nature and those which are of 4 * revenue nature The Commattee sees
a life insurance transaction’ds comprising: -~ - :

® A contract of insurance — The contract and ‘the expenses incidental to its

initiation and maintenance being. {from the. pohcyhotder s_point of view) of a

. ‘capital’ nature. Accordingly profits or Eosses arising from that contract would
.be neither taxable nor deductible. . =

D_'. An mvestment comract - The contract and expenses 1nc;dentdl to 1ts 1nltaatton
. :being {again from the poltcyholder s point of view} .also-of a ‘capital’ nature:
The continuing expenses of servicing that investment.contract however might

be reasonably regarded as of a revenue nature — akin. to continuing
_mvestment management servtces patd and aiiowed |n respect of alternauve
tnvestments

15.23. Con51stent with that view. the Committee beheves that the expenses ofa
life ofﬁce should be treated for taxation as follows

e Non- deductible’ — that part- of expertses apphcable to the wrltlng of the
insurance contract in the first’ piace its continuing rnanagement and that part
of expenses: Wthh initiated: the investment contract:”

® Deductible — those expenses which are directly attributable to:the collection of
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~the investment income. together with those expenses-reasonably attributabie
:. to.the continuing management of the investments. - cot ST

There will be some expenses which will need to be apportioned-between ‘capital’

and ‘revenue’ for these purposes. - :

very much from: the: deductions presently alEowed in respect of:
© all expenses directly incurred in gaining investment income; and
e’ specified general' management expenses, - EEE

15.24 -In broad ternins, what is considered to be appropriate is unlikely io: differ

15.25 On balance, therefore, the Committee sees little need for a change in the
present treatment of expenses.’ T o '

() :Rateof Tax . : . 0 o i e . SR RN
15.26 * Acceptanice again of the: ‘trustee’ concept implies that the appropriate rate
of tax'to be applied on taxable irncome should represent some weighted average of
the :marginal -rates :of - policyholders.® It might ‘not- be feasible, -however; to
determine a precise figure for this rate, and it could well vary from one life office to
another. Additionally, for many policyholders, their rates of tax will vary during
the period of the long-term saving contract. The industry view is that the standard
(or basic) rate of personal income tax (at present 32%) should apply. It is possible,
however, that for somie life offices the weighted' average-of the various rates of
policyholders is higher than this rate.. The current rate of tax applied to life offices’

taxable income is the company tax rate of 46% — which is also the present ‘middle

range’ marginal rate for individuals. .~ . T S
15.27 * Until such time as it is practicable (if ever) to tax other than the trustee,
some compromise .in. the rate is clearly necessary. The Committee simply

records this and, having made no assessment of the matter, issues no finding as

to a fair rate for the intervening period. | . S S

15,28" Consideration of rate generally assumes that life‘assurance arrangements
are~accompanied - by ‘long-term: savings-investment: contracts.: Where these
arrangements are initiated for shortish terms, further consideration might need to
be given to the appropriate trustee rate for taxation purposes. coouTEE

(c) Treatment of Realised Gains ' o

15,29° "A number of submissions argue that the taxation of gains on the sale of life
offices’ investments is inequitable, particularly viewed in the fight of the ‘trustee’
concept. They point out that had it been practical to tax policyholders, profits on
the resale of their investments would, in most cases,.have been:-treated as non-
taxable gains. . - . oo . o Lo

15.30  Under the ‘trustee’ principle, a life office should have the tdx status of an
individual ‘policyholder conducting a similar investment activity. Under the
present tax provisions, where an individual undertakes, as ‘part of his normal
‘income-earning activity, ‘the regular and frequent teview of his investment
portfolio, with consequent -disposals‘ and ‘acquisitions, ‘it is ' generally ‘held" that
profits arising therefrom are assessable and Tosses deductible. He is taxed on gains

6  The Committee recognises of course that using an ‘averuge’ rate has distributional implications —
it makes fife. insurance: relatively more- attractive: for high income earners than low income
edrners, .. . . . e e . o
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arlsang ‘from the:carrying on of a business in buying and selling investment type
securities and from investments acquired for the purpose of profit making by sale.

15.31°* On'the other hand, where investments are acquired’ as a long-term addmon
to an individual’s portfolio as a means of producing dividend income, any profit
arising out of the eventual realisation of the investment (not being a normal part of
his income-producing activities) is generally treated.as being of a capital nature. In
this case proﬁts are not assessable; nor are losses deductible, .

15.32 Life ofﬁces are clearly both...traders -.and- long—term investors.. The
Committee notes that over recent years; many of them have engaged rn regular
and frequent ‘Tevisions of the1r invesiment portfoitos '

15.33 Itj is. the Commrttee s view that it would be desarable to strlve for greater
consistency in the treatment of realised gains and losses as between life offices
and individual investors so.that the effects of taxation on investment choices are
similar. for both groups. In. this. regard it may be appropriate for the Taxation
Commissioner 1o: judge the . ehgrbrhty for taxation of each life office on a case by
case basis, consistent with the pr1nc1p1es appttcable to 1nd1v1duals o

(d) Sectron 46 Rebate

15.34 Under present tax: arrangements the hfe oﬂ"lces hke other reSIdent
companies, are entitled to. a 5.46 rebate on drvrdend income recelved

15, 35 The purpose ofthe 5.46 rebate is to prevent the 1mposrtron of additional tax
when dividénds pass from company to company.’ Under the ‘trustee’ approach,
life’ offices: would be treated like mdlvrtlual shareholders and the 5. 46 rebate
would-no longer have.relevance,.-. - o :

15:36° In Chapter 14 the Committee has recommended a change ;n the method of
taxing corporate shareholders from the classical toan 1ntegrated system Under the
latter, taxpayers would receive credit for faxation withheld by the company on
their-behalf-in respect.of their share- of the taxable income. The adoption of that
change would need. to. flow .through’ to life. offices under.:the trustee principle —
totaliy: negatlng i these crrcumstances the eﬂ"ect of the dtsallowance of the 5.46
rebate ' R B T T R SN .

15.37 Remova[ of the s, 46 rebate would represent.a. further move towards tax
neutrahty in the treatment of given income flows. The Commlttee recognises
that, in the absence of an mtegrated tax system the relatwe attractweness of share
mvestment for some hfe efﬁces could &Iter ' :

(e)Section 115 Deductmn

15.38 The s.115 deduction currently reduces a hfe oﬂ"lce 5 taxab!e zncome by an
amount equal to. 1% of lts ‘calculated: liabilities; : L .

15. 39 Thrs section of the Act was apparently mtrodueed to gwe eﬁect to_the v1ew
endorsed in the report of the 1934 Royal Commrssaon on TaxettortE that

oA life i msurance company should be taxed on the basrs ol its, lnvestment :ncome whrch

...cannot be correctly determtned without providing for. the. interest assumed to.be

" “earned on‘the investmentsset aside to provrde for the payment of ihe liabilities of the
company to its poheyholders

7 See *Campany Income Tax: Systems Treasury Tamnorr Paper Na 9, November 1974
B Third Report of the Royal Commission en Taxation, Parllamentury Papers — General (Session
1934-35-36~37} Volume iII, Commonwealth Gavernment Printer, Nov. 1934, p. 2019, para. 858.
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15.40° .The life offices claim that this view gives recognition to the notion that the
relationship between a life office and. its policyholder is identical to-that between,
say, a bank and its depositors, and that the interest earnings assumed to'be
incorporated in the design of life insurance policies correspond closely to ‘cost of
funds’ applicable to the investment carnings.of banks. The. conclusion drawn is
thatas.115 deduction, or a similar proxy for the assumed ‘cost of funds’, should be
deductible. against life offices’ investment income, S

15.41'* The -Commitiee recognises:the apparent-similarity ‘betweén ‘the ‘s.115
allowance’ and a ‘cost of funds deduction’. However, ‘this cannot be: viewed: in
isolation from other aspects of the tax treatment of life offices. Thus in the case of
bariks, while the ‘cost of funds’ i$ ari allowable deduction to the bank, the interest
payment is assessable income to the depositors; if life offices were to be treated
similarly, it would require the recipients of the ‘interest’ to bear tax on that.income

— which means the policyholders or, under the ‘trustee’ principle, the life offices

on behalf of their policyholders. .~~~ T
15.42 It is clear from the foregoing that the 5.115 deduction is‘inconsistent with
the ‘trustee’ concept and accordingly should not be allowed as.a deduction

against assessable income within that concept.

() Underwriting Profits

15.43 . The present taxation arrangements and the ‘trustee’approach as described
above relate only to the taxing of the net investiment income earned by life offices
— ie. the surplus earned by life offices in  their: capacity 'as:-*financial
intermediaries’, Life offices also: earn a ‘profit’ in their capacity as insurance

underwriters (see paragraph 15.2), N _ o o
15.44 .- Underwriting -profits arise-when, in the longer term; premiums {less
applicable expenses) charged for insurance cover exceed -benefits ‘paid out to
policyholders. This can happen because. of favourable life office experience or
because premiums are set on the basis of conservative estimates of ‘mortality and
expenses. o oo s
15.45-:Although; ordinarily, underwriting-‘profits’in: the life insurance ‘business
are conceptually no different from the operating profits of other incorporated
businesses, the Committee sees, under the ‘trustee’ principle, the insurance
transaction as a' transaction of a ‘capital’ nature — the profits and losses on
which are exempt from taxation. While this is clearly the correct treatment in the
case of mutual life offices, it is not correct for that part of any underwriting profit
earned by 4 proprietary life office (for the benefit of its shareholders). '
15.46 At present, underwriting profits retained within the mutual life office are
not taxed. The Committee wolild see no change to this under the trustee principle.
15.47- With 'a proprietary life .office; the: Committee :considers - that the
underwriting- ‘profits’ - earned: by: these: companies and belonging " to-: their
sharehelders (as distinet from policyhiolders) should ‘be taxed at full company
rates,? The fact that these profits arise from premiums (ordinarily exempt for life

9. “The surplus ‘within® the - Statiiory “Fund- of ‘a proprietary - life- office” is shared, in different

»i- ‘proportions, by the’ policyholdets and shareholders, This surplus camiprises both netinvestment
income 'which’ hds béen’taxed:and utiderwriting ‘profits’ which hiave not been tixed, Joint stack
corporations (proprietary life offices) are presently not taxed on their share of the'underwriting
profits which passes to them — a share available to their shareholders. The Commitice seeks only
to impose tax {at corporate tax rates) on that componen{ which represents the untaxed
underwriting profits of a proprietary life office.
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ofﬁces) should not alter. that position.. These joint stock companies -are in:the
business of underwrrtlng for proﬁt and accord;ngly should be taxed on any such
proﬁ[ : . : :

E TAX INCENTIVES I‘OR LIFE INSURANCE

15 48 At present life insurance premrums and superann uation ‘contributions are
included. in the income tax schedule of- personal expendtture items covered by the
genera[ concessnonai rebate.” . e c : .

15 49 'As ihe m1n1m um’ generai concessmnal rebate 1s avallable to all tdxpayers
an individual can’ eﬁ“ectwely claim a tax’ concession for’ expenditure on life
insurance and superannuation: only if-his total expendtture on other concessional
-items: equals or'exceedsa strpulated ﬁgure — at present $1590 p.a. For taxpayers
who ‘do ‘so’ qualify. life' insurance premiums, aggregated -with’ superannuatron
contributions, !0 are rebateable, at the standard tax rate, up to $1200 p a., but only
in respect of policies-for ten. years:or longer

15 50" In 1979—80 “0.7% of taxable 1ndrv1duals recerved the full’ rebate of $1200
(covering both life.insurance and siperannuation), with a further 6.1% recetvrng a
partial rebate. il : o

15.51 - In the preceding section, the Committee has:sought to deveiop a ba51s for
taxmg life insurance companies which would as far as poss;ble be neutrai vis-a-vis
other financial tntermedlarles Lo . :

15.52 "I the Government wished 1o marntam strict neutrahty ll'l funds ﬂows the
present’ personal “concessional rebate for life insurance and superdnnuanon
contributions: would either need to be extended to other forms of savmgs - or
abolished altogether ' T i et

15.53- However the Government may cons:der it desrrable on socta! or other
grounds to give spectal encouragement to individuals to enter into and matntatn
life insurance contracts. The Committee does not-express any judgment on this
issue but.the questron of the’ best method of any eneouragement rieeds to be
addressed. x G i il S

1554 1t'is- the op:mon “of the Commtttee that any encouragement that
government w1shes to provide for life insurance should bein the present form, that
is: by way of o' tax rebate. As 1ndrcated elsewhere in‘the Report a‘tax concessron
has a number of’ attractaons asa method of provtdmg government assrstance

15.55:. ‘Should the Government wrsh to offer spec;ﬁc further encouragement for
life insurance, it could remove life insurance premiums from' the schedule of
general concessional expend;ture rebate items and from its common grouping with
superannuation -payments and. accord it. separate rebate -status.. However, ‘the
Committee oﬁ"ers no recommendat:on on the desrrabthty or otherw;se of any such
change.:. . N : . _ : .

10 Followmg ch.mges made in the i980 Budget superannuation contr]butlons by sell-employed
persons and. employees not covered by employer sponsared superannuation arrangements are
.. deductible from assessable income up to a maximum of $1200 p.a. Contr]butrons in excess of this
. _amount and aggreguted with life office premiums, are rebateabie in.the manner outlined.in this
. :pdrdgr.lph . . : . : S
11 Information. prov1ded by the Tre.lsury
12 . See, for example;: Chapter 36.
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II' TAXATION ARRANGEMENTS FOR: -

A. BACKGROUND

summarised as follows:
Contributions ro finds:

e Employer contributions to a fund for employees are an allowable deduction,
- subject to certain conditions. ! - 0 T ' R
© For self-employed persons and employees not covered by employer-sponsored

arrangements, contributions toa qualifying fund !4 made after 19 August 1980

+are ‘deductible: from  their: assessable income Up ‘to. a limit of-_$1200- p.a.

~-+Contributions in excess of $1200 (up to‘a further $1200, inclusive of any life
insurance)1are-rebateabie at'the standard rate. -0 R

15.56"_The présent taxation ‘provisions applying to superannuat'ion may be

e Contributions by employees, covered by employer-sponsored :a"rra;i'ge'méms,
- are rebateable at the standard rate, up to a limit of$1200_p_.a._ (inclusive of any
life insurance). ' o '
® A full rebate is obtainable in all instances only if total expenditure on other
rebateable items equals or exceeds a specific figure — at present $1590 p.a.
Income of fumds: _ _ SRR :
® The income of superannuation funds meeting particular conditions (including
compliance with the 30/20 rule) is exempt from tax. ' -
Benefits received from funds: . . e
@ Pension benefits are assessable income, except to the extent. that they are
matched by previously unrebated contributions in excess of $1200 p.a. :
© 5% of lump sums received on retirement or termination of employment by
“employees who are members of employer-sponsored schemes is assessable. 13
© 5% of lump sums received from qualifying funds after 19 August 1980 by self-
" employed persons and ‘unsupported’ ‘employees is assessable, to the extent
that those lump sums are derived from contributions after that date and from
earnings of the fund from the investment of those contributions. That part of
- such individual’s lump-sum- retirement ‘benefits-derived: from contributions
“'made up to 19 August 1980, and from earnings on the investment’of these
contributions, is tax free, ERLEEE SRR M SN R

15.57 " The Committee believes that thése provisions ‘involve significant
departures from tax neutrality in that the relative attractiveness of saving through
superannuation is-artificially enhanced vis-a-vis other forms of saving, including
alternative means of saving for retirement. i

15.58 It has been put to the Committee that the 30/20 rule-has-substantially
offset the tax advantages enjoyed by these institutions. Even if ‘that weré:so, as
indicated in Chapter 10, the Committee sees considerable difficulties flowing:from

13 The conditions relate primarily to the rights of members, regularity of contributions by the
employer, the avoidance of excessive benefits and the Fund meeting the 30/20 requirement.

14 A fund that qualifies under 5.23(ja) or s.79 of the Income Tax Assessment Act. o

I5 - In addition, employers obtain deductions for retiring allowances paid-direct to retiring employees
(so-calied *golden handshakes’). Usually 3% of these lump sums is assessable in the hands of the
retiring:employees.: o R S RREI PRI PR oTS :
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quid pro quo arrangements of' this kind. It is possible. that competltwe balance may
be fortuitously restored as a result of offsetting factors but this is unlikely and, in
any case, allocative and operational [osses are still imposed on the financial system.
Accordmgly the 30/20 rule and the taxation arrangements shoud. be. treated as
separate issues; the former is examined in Chapter 10 and a recommendation
made to abolish the 30/20 rule; this of course would, taken on its own, enhance the
pr1v1[eged position of most superannuatron funds now subject to the rule.

15.59 Submissions from the industry have not denied that the present taxation
arrangements . contain concessional. features -but they emphasu;e that these
arrangements reflect a deliberate government: polkcy of encouraging long-term
systemattc savmg for retirement.

15. 60 Whlle the welghts to be glven to varmus soetal ob_]ectu'es are matters for
government judgment, the. Committee nevertheless has.a legitimate interest in
the methods of assistance used to achieve those objectives and their implications
for the elﬂclency of the financial system. Therefore; an examination of possible
ways of increasing tax neutrality in the area of superdnnuatron is followed by a
consrderatlon of how any desired tax lncentrves to encourage bavrngs through
SUperannuatton mtght best be pursued.

B. TAX NEUTRALITY

(a) Departiires from Neutrahty _

15.61 Under a neutral tax system tax con51deratrons would not tnﬂuence the
choice between saving through formal superannuation arrangements and saving
for rettrement through other ﬁnanc:tal 1ntermed:ar1es or through Clil'E.Ct
mvestment L o e .

15 62 The present prowsrons are consprcuousiy non neutral m several respects

°:_._ The employer ) contrlbut;on although tax, deductible to the employer is not
_ taxed in the hands of the employee or the superannuatwn fund,!% which
. amounts in eﬁect to superannuatton funds bemg ﬁnancecl with tax free’
' "moneys N _
o The tax- exempt status of most funds alEows the deferrai of tax on incomes
" involved ('untaxed’ contrlbutlons and mvestment 1ncome earned by the fund)
until after retirement, ' G

] _Whereas pension beneﬁts are assessable income, for tax purposes beneﬁts

., taken'in the form of lump sums are substant:ally free of tax _

e - There i is:non- untformlty ot" tax treatment between the dtﬁerent categones of
“funds. il . : _ : .

15.63.- These substantral departures from tax: neutrahty 1mpact on market
_competttton and market choice-in a.variety of ways: - Cip ot e

o “The “tax-exempt’ status of superannuatron funds 1mparts n compet:twe
advantage to these t"unds vrs a- vrs other coliectwe funds

16:. Strrctly. one shouid also 1nelude thal poruon of the employees contnbullon lh.rt h.rs been
;- = rebateable; under.s.L59R.-
17 This perpetuates the tax- free eharueter ol‘ lhe lnvestrble umounts I'or these beneﬁcmrtes
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The different tax treatment. of lump-sum and pension benefits biases choice
between these types of benefits. : - SRS

® The incentives have been primarily directed towards employer sponsored
schemes (section 23F funds). Although the’ opportunities for individual
participation have been recently extended (see paragraph 15.56), the present
system still perpetuates a situation where the “benefits  enjoyed by
superannuation funds (partly paid for by the general pool of taxpayers) accrue
‘principally to a relatively small proportion of the community'8: — namely, to
those who, because of the level of their income or nature of their employment,
can take full advantage ofsuperannuatron arrangements. 19

15.64 The substantial  freedom from taxation. enJoyed by superannuauon
arrangements has inevitably attracted schemes for tax minimisation; on the
authorities’ own admission it is to curb such schemes that complex safeguardlng
provisions have had to be introduced. 20 -

15. 65 These safeguard provisions, tn turn have had the undesrrable effect of
_1mped1ng the operattonal elﬁcaency and ﬂBlellily of superannuahon funds

(b) Apprepriate Basis for Taxing Superannuation

15.66 . The departures of present arrangements from tax neutrailty wouid be
ehmlnated if e _

e flows of ‘income’ (lncludrng employer and other tax- deductlble contrtbutlons)
through superannuation schemes were ‘allocated’ to beneficiaries and taxed as
they were ‘earned’; and : :

® the amount. of tax pald on these income flows were to correspond wuh that
... which mdwrduals would ilave paad had they received: thls income. dlrectly as it
. was earned . PR ; .

15 67 Such an approach would be consnstent with our proposed integration of
company and personal taxation, whereby all company incomes would be 1mputed
to 1nd1v1dual shareholders.

:15 68 However there arg pract[cal difﬁcult:es in proceedlng 1n [hlS way

.0 1n many superannuatmn schemes the employer ﬁnanced beneﬁt is c0nd1t[onal
on the, emponee remaining with the particular employer untll retirement; thus
until the employee actually retires there would always be the possibility. of his
being assessed (elther dlrectly or on l'llS behalf) on 1ncome whlch 1n the end he

never-received,

@ in the case of unfunded schemes most notably the Commonwealth Public

Service’ Scheme pens:ons are set at a fixed percentage of final salary’ level
(w1th prowsrons for commutatlon toa lump sum) and it would not be known

18 Accordlng to ﬁgures quoted 1n a supplementary submlsslon fromthe Ltl'e Insurance Federunon of
" ‘Australia, ‘only about” 20% of - the “privale’ sectar workforde ire ‘presently “‘covered by
i+ supérannuation’ While this- proportion tap be expccted to'inciease us a result of the measures

announced by the Treasurer in August 1980, it islikely that the great bulk of the tux: benefits will
continue to-be enjoyed by a small proportion. of. the workforce, - ..

19 Employees covered by. ernployer-sponsored arrdngements cannot opt out in l'avour ol' the post-

' August 1980 arrangements.

20 Treasury' Paper No.6; *The ‘Role'of Life Insucance Compames and: Superannuat:on Funds in-the
Capital Market’, submission to the Committee ol lnqurry into the Australaan Financial System
p. 59. . L L .
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-+ - year by year during an employee’s working life what his *true” earning for that
year should be for tax purposes. R S

15.69 This would seem to leave only two alternatives: T

© io tax the income flows only when they are ultimately received as benefits in

_ the.employee’s hands; or. L :

@  to treat superannuation. funds as quasi: trustees of the income accruing to
individuals, tax being collected from the funds on behalf of ithe. ultimate

- ‘beneficiaries. - S : S oo
(i} Taxation of Benefits in Embiéjées’ Hands
15.70 ' If the'approach of taxing benefits in employees’ hands were to be adopted,

it is important for reasons of efficiency and equity that there be substantial
equivalence between the treatment of pensions and lump-sum payments.

15.71 This is not the cuse at present. While pensions are wholly assessable, only
5% of lump sums are subject to tax. The concessional element is not o apparent
when investment of the lump sum produces assessable income. Nevertheless, a
tax bias remains. T P T A . SRR
15.72 At present, the great bulk of people in Australia in superannuation
schemes (outside the Commonwealth Government sector) are covered:for lump-
sum .. benefits only.2! This. undoubtedly -importantly reflects . current tax
arrangements. ' o _ S e

15.73 - The Committee recognises, of course, that it would not be equitable for
the whole of a lump-sum benefit to be taxed at the-applicable personal rate’in the
year it was received. 1l the approach of taxing the employees themselves were to be
pursued it would be necessary to determine the most appropriate method of
spreading or notionally spreading lump-sum benefits over a series of years for tax
compuitation and payment purposes. Appropriate transitional arrangements would
be essential - VeI PR Ak, AP R et MR i SRk

15.74 It has been suggested that the simplest solution would be to prohibit Jump
sums or to severely limit their availability. However, the Committee does not
Favoit this course in 4 market economy where freedom of choice is important, and
‘more’ particularly -in situations where ‘pensions -generally are nof indexed to
En_ﬂation.- P DR O S S BEEORE D SN AL EEE S E U SRS U

15.75 Even if the tax bias arising from the treatment of lump-sum benefits were
removed by treating lump sums and pensions on a reasonably comparable basis, a
considerable departure from neutrality and equity would still remain because of
the effective deferral of tax on employers’ and other tax-deductible contributions
(which are in essence a form of wage payment) and on the investment income of
the funds.

15.76 Such residual bias is capable of partial resofution by, for example, taxing
the employers” and other tax-deductible ‘contributions at the fund level or by
specifically excluding all.or, part of the contributions.as an allowable deduction.
‘Less. effective and'less. radical. methods might seek to continue-or-extend the
present ‘tests of reasonableness’ to limit ‘the size of employer contributions or to
impose a limit on benefits that can be provided. Some taxation of the investment
income of the funds would also be necessary for. completeness. Alternatively,

21 Treasury Submission No.6, op.cit., p. 59.
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higher tax.rates on lump sums and to a lesser extent pensions would be needed to
compensate for any deferred tax advantages. Such piecemeal ‘patching up could
well add to the complexity of existing arrangements and is not in the opinion of the
Commtttee a preferred course.

{ii} Taxatton of Supe.ranmfanon Funds

15.77 “Alternatively, neutrallty could be achieved by makmg incomes” generated
within superannuation funds annual!y liable for tax in the hands of the funds at the
time they are ‘earned’. “The * tncome in this case would be;

e ._employers contrtbuttons

® .. that portion of contributions to the fund mdde by self-emp]oyed persons and
employees not.covered by -employer-sponsored arrdngements which is
- presently allowed as a tax deduction; and : o

e the net: 1r1vestment and related income:of the fund. :

15.78 TDtdI neutralrty couid not be achreved however unless the rate of tax levied -
on the fund’s various income components equalled in each and every case the rate
applicable to each beneficiary. In that event there might not he any tax incentive
for the employer to establish a superannuation fund for his employees. Again, for
the purposes of achieving total neutrality; rebates granted could be taxed within
the fund. This treatment, however, would have the effect of cancelling the rebate
incentive. The Commlttee offers some suggestrons later on how the Government
might encourage superannuatton if it w1shes

15.79- It would follow that with ‘incomes’ taxed wrthrn the fund pension beneﬁts
and lump-sum payments when ultimately received by the beneﬁcmnes from the
fund should properly be exempt from tax,

15.80 In effect the superannuation fund would be treated as a ‘quasi trustee
receiving incomes on behalf of members which are ulttmdtely paid out to them as
tax-exempt benefits: Accordingly; the rate of tax:on the ‘incomes’ of the fund
should correspond as closely as possible to that which members as a whole would
have paid had the income been taxed in their hands. Something approximating the
weighted average of the marginal rates of all members of each fund might be an
appropriate rate. As with life oﬁices (see paragraph 15.27). practical considerations
could well bear 1mportantly on determ:ntng the most appropriate rate.

15.81 From the point of view of neutrality and equity, this basis of taxrng
superannuation funds has obvious attractions. For instance:

® - Problems about chorce of forms of benefits and their different tax treatment
would be avoided. More specrﬁcaily there wouEd be greater tax neutralrty as
between lump sums and pension benefits. -

® *With incomes taxed on an’ earned basis w1th1n the funds; the tax deferment
problem would be reduced.

e There would be greater equity than at present as between employees covered
by employer-sponsored schemes and. those that are not.

® More importantly for the financial system, income from savmgs through
_ superannuatton would hear the same weight of tax, in the aggregate, as income
from savings in other forms — life offices for example

® - Many tax ' minimisation issues - ‘under - theé- present system wouid be
automattcally resolved or. substantially reduced in their effect.

® There would be uniform  tax - treatment- of the. various categorles of
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© superannuation funds; more specifically, the administrative- complexities and
the artificial segmentation of superannuation business that can arise from the
present categorisation of funds and benefits would be largely avoided.

15.82 For all of these reasons the Committee concludes on efficiency grounds
that the taxation of superannuation funds could be made more neutral and
equltable by adopting a basis of income taxation whereby the funds are. taxed on
annual ‘income recelved’ net of operating expenses, at a rate representat;ve of
the welghted average of the margmal rates of members. ‘Income received’ would
be defined as investment income plus the contributions to the fund by employers
or self-employed persons or non-employer-sponsored employees — where these
contributions are allowed as a tax deduction. On that basis pension benefits and
lump-sum benefits when ultimately received by beneficiaries from the fund
should properly be exempt from tax. The Government should consider the
implementation of such a scheme with appropriate transition arrangements toe
cater for existing superannuatmn and like commltments (see paragraphs
15.90-92).22 -+

15 83 .1t wouid be amportant that the reahsed gams on disposal of mvestments
receive the same treatment as that accorded to individuals. (See the. prewous
section for similar comments on life offices.) : . _

15 84 The Commlttee recogmses that the Governmient, in pursuit of social and
other’ objectwes may wish to use the tax system to provide special incentives to
encourage saving through superannuation. Such encouragement- could be built
onto’ the: neutral system outhned above Thts is outimed Iater (see paragraph
15.99). . PR _ G

{c) Further Issues
(r) ‘Unfunded Schemes

15.85 Under the basis being suggested “unfunded’. superannuation schemes,
such.as the Commonwealth Public Service Scheme, should in principle. be treated
for taxation purposes.no differently from private sector funds.. :

15.86 " ltis of course p0551ble to tax such funds on the investment income derived
from “the employees” contributions.” It “is not posmbie however 1o tax the
employers’ contributions and the investment income therefrom™ as’ no ‘such
contributions are annually made on account of future entitlements.

15.87 1t should follow, for many reasons, that this anomaly should be corrected
by having such:schemes fully funded on'an annual basis; that possibility should be
fully-evaluated by the authorities. Questions would arise of retrospective ‘shortfall’
and the continuing matter of maintaining the: fund.: It is: possible this form of
correction may not be preferred: as it carries with it far- reachmg fiscal and - other
ramifications. e

15.88 - One may need to look at aitemauves These might include::.
° beneﬁts to be tav;ed dlrectly as they are _rece_lved by the employee,

22 liis Llear 10 the Commmee thil the dpphcalmn ‘of tax dl sucha rate on the income’ (as defined)
will substantially redice’ the accumulaiion’ benéfits otherwise aviiluble. In"footnote 25, the
Committee. draws atiention to the implications of 1h15 for the. size of. uny tax rebate needed 1o
muaintain 1he slatus quo.

Il it praves impracticable 10 achieve the Government g 'desired level ol concession lhrough the
-rebate: mechanism, it could apply a lesser rate on the ‘income” of the Fund. :
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® . .personal entitlements:to be. received on . an after-tax basis,. with-the tax

collected [rom the ‘fund’; as trustee, as.benefits are disbursed. (In the case of

- the Commonwealth Government unfunded scheme the Government would in
effect be virtually “funding’ and “collecting’ contemporaneously.) . -

Whatever system’is chosen, it-should aim to achieve equality in the treatment
between government and private superannuation funds and between: ‘funded’ and
‘unfunded’ schemes, and hence equallly between the benefits clenved from the
various schemes. : : : S :

15.89 ' The Committee recognlses that other benefits in lump -sum form can be
paid upon retirement; thesé are presently taxed as to 3%, For consistency and
neutrality this matter may need to be addressed by the authorities. It does not
seem, however, to be an ‘efficiency’ matter with particular implications for the
ﬁnancnal system.-Nonetheless; it could be:important where the: concern is an
effective taxation arrangement for superunnuatlon :

(H) TJ"HHSIHOHG! PIOWS]OI]‘S

15.90 The Commlttee is m;ndfui of the- fact that in addressmg itse!f to the
taxation of superannuation, it is dealing. with matters involving long-term
commitments entered into by taxpayers on the basis of exastmg provisions of the
law. o N S .

15.91 Ii would be unfair to individuals already participating in such schemes to
subject them to a new system of taxation without adequate transitional
arrangements. It would also be most unwise to force changes on existing
institutions so.abruptly as to create a dlsruptwe and deletenous lmpact on the
functioning of financial markets. : .

15, 92 The' Committee sees the dewsmg of approprmte phasmg -in arrangements
as quite crucial and a matter for detailed discussion between the fund
admzmstraiors and the taxation authorities. The Commmee belleves that all past
contributions and acerued beneﬁts up to the phasing-in penod should continue to
be treated under thé ‘old’ arrangements. Transitional provisions should as far as
practical lean on the 51de ofgenerosﬂy to ease the changeover to the proposed new
taxation basrs

C. SOCIAL OBJECTIVES
15 93 Governments have frequently v:ewed lhe mcome tdx concessmns in the

superannuatlon area in_a much wider soc;al _and econormc context thdl’l that
suggested by purely efﬁmency c0n51derat10ns '

15.94 . The Commiitee - does'. not: C]LIESEIDH the - importance of such rsocial
objectives.: Nevertheless, as' indicated -earlier, it has a-legitimate interest in
ensuring that the methods of intervention chosen are those which achieve their
objectives with the least dlS[Ul‘bdnCB and distortion to the competltwe worklngs of
the financial system. - . : s ce P

15.95 1t is necessary first to identify the preci's'e"'natur'e' of the objectives
underlying present policies. While some may not be clear, it must be presumed
that the aim is not to foster saving generally If 1]‘115 were the case all forms of

saving should receive equal encouragement.
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15.96:: .For a given: national income, across-the-board encouragement of saving is
virtually impossible under an income tax regime; the basis of taxation would need
to shift-from income ‘to consumer spending to achieve the desired effect, which
would amount to replacing income-tax with an expenditure tax. This would of
course represent a fundamental restructurlng of the tax system. :

15.97:.For this and other reasons, governments. have preferred to give selective
encouragement to: particular: forms. of saving such as through superannuation
funds. It might be considered that the special features offered by superannuation
funds — financial protection in the event of death or incapacity, security in
renrement and the long-term contractual structure ofthe savings flows — justify
that seiectrve treatrnent : .

15 98.: The question is to determlne how the taxatron ba81s for superannuatron
outlined in paragraph 15.82-could be modifed to accommodate the social objective
of encouraging systematic saving.through superannuation funds with minimal
adverse consequences for the financial system. :

15.99 It is the Committee’s view that this could be achieved in the most cost-
effective way through the provision of a tax concession for the contributions made
by employees and self-employed persons to superannuation funds, rather than
through tax concessions to the funds themselves — which is a dlstsngurshlng
feature of present arrangements The fo!iowmg advantages are seen in the former
approach:

e _Superdnnuation coverage mlght well increase because the concession wouId be

. more readily accessible to individuals and more clearly perceived..

e . individuals would have full freedom of choice in respect of superannuation
facilities. In those areas where employer-sponsored schemes were unavailable
or inadequate, the employee would have the option to seek or supplement an

" ‘employer-sponsored facility with alternative superannuation facilities offered
by commercial fund Mmanagers, such as life offices and banks, and still receive
~the full benefit of the tax concession. ‘Recent changes in superannuation
‘arrangements, while permlttlng greater freedom of cho:ce do not provide the
~same degree of flexibility (e.g. see fn. 19).

) Offertng the concession in a way which allows 1ndrv1duals maxtrnum freedom
in superannuation choice would in turn provide greater opportunity for
financial institutions to participate in the superannuation business. Any
financial institution prepared to set up an approved superannuation scheme
would be free to do s0; at present, such opportunities are limited to 5.79 funds

“and to institutions invited to manage employer-sponsored schernes (It is not

envrsaged that employers would be seriously discouraged from sponsoring

' superannuation 'schemes — their ‘contributions would ‘continie to be

" deductible for tax purposes’ ‘and ‘a3 number of other reasons conducwe to
B sponsorshtp would exist, e.g. industrial relations etc.)’

o There would be greater opportunities for vesting and portability: at present,

- “particularly-in employer-managed: schemes, an employece' who resigns before

:the:prescribed retirement date often surrenders hzs claim on all or part of the

... .employer’s.share: of contributions. . :

e By focusing the tax concession at the :ndrvnduai level wrder access to the tax
beneﬁts would be achieved.?,

23 In thrs sense ‘the basrc 1l1rust nl‘ 1he changes announced in lhe 1980~ 81 Budget in rcSpect or
o superannuailon arrangements [or sclf-cmplnyed persons and unsponsnred employees would Sll"
be retained in the Committee’s proposal.
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15.100- ' The- most cost-effective method of dispensing social assistance in the
superannuation area depends to a large extent on the nature of the social objective,
For.a given budget outlay, a taxation concession by way of a tax.rebate benefits a
wider section of the community (and in particular the lower income groups) than
an income tax deduction. On the other hand, a deduction will obviously provide
greater incentive to those individuals whose marginal rate is above the standard
rate.

15.101° As explained earher the exzst:ng tax provisions aiready contain an
element of a tax rebate system but 11 is a very modest element benefiting only a
small percentage of the communrty 4 Present specific deductions are brased away
from those on low income. A first basic step would be to remove superannuatron
contributions from the présent schedule of ‘general concessional expenditure’ and
accord them separate‘tax rebate status. The extent of the rebate would of course
depend - on the degree of encouragement the Government wished to -provide,
having regard to other policy initiatives it might take {such as removal of the 30/20
— see Chapter 10). As with life assurance, the Committee does not itself express
any judgment about whether special encouragement should be given to saving for
retrrement and it makes no recommendanon on the issue. 25 :

15.102° ~To sum up, if the Government wishes to continue to encourage saving
through superannuation it could more efficiently do so through a tax concession
on individuals’ contributions to superannuation schemes.

D.  RESOURCE ALLOCATION IMPLICATIONS

15, 103 The Comrmttee has consrdered the 1mphcatlons ofa new basis of taxatlon
ofsuperannuatlon on the pattern of funds flows and i in-particular on the availability
of long-term capital. It has focused on this question, in part, because of the concern

expressed in the various submissions that Australia faces a potential shortage of
long term caprta[ in the 1980s (See Chapter 35. )

15. 104 It should be stressed 1mmedaateiy that the Commrttee has not taken any
view on-the appropriate level of government involvement in superannuation: it
has only explored the form whrch such involvement should take startmg frorn a
suitable neutral base. : -

15.105 The suggested change in the form or method of encouragmg savmg for
retirement need not mean any decline in the overall volume of investible funds
generated by those institutions. If, for example, the Government decided to
allocate the same amount of revenue for the Commrttee 5 proposal as it does
through the present arrangements, the net averall impact on retirement saving
could well be favourable. In particular, the benefit of the concession would be
available directly to individuals over a broader spectrum of the community and any
financial mstrtutrons prepared to set up approved schemes would be encouraged to
do $0. :

24. See section on ‘dedl:on of Life Insurance COI‘l‘lpdeS

25 | A concession in this lorm would need to be consrderﬂbly gredier than that whlch present[y exists
il it were the Governiment'’s wish not to reduce’ substantially the benefits presenl]y en;oyed by
most beneficiaries under employer-sponsored, Jump-sum schemes.
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15.106 On the other hand, the Government could choose to. pursue a policy of
greater neutrality as between various forms of saving and reduce the value of the
concession available for retirement saving, if so, there could be a reduced level of
saving. through superannuation funds but this would -not necessarily mean a
reduced overall supply .of long-term: capital.- Any assessment.would need to take
account.of;:: . - : SO : o S PR
® The use made by the Government of the additional revenue gained. The
Government could, for example, use the extra revenue to provide general or
. . specific incentives to save or simply reduce the tax burden on households and
_ businesses, or it could, choose to finance a larger proportion of public
investment out of revenue. In any of these cases there would be at least a
. partial offsetting effect on the supply of long-term capital. -
© .. The use of funds. that might be attracted: to other institutions. For example,
.. some. institutions like banks might lengthen their. portfolios while others like
. .investment trusts might widen the range of long-term investments they might
~undertake. - : : : . .

15.107 Moreover, the Committee’s suggestions in regard to superannuation
should not be viewed in isolation from the other recommendations in the Report.

15.108 For example, in Chapter 10 the abolition of the 30/20 reqgiirement is
recommended: this would give superannuation funds greater fiexibility in their
portfolioc mix. More scope would exist for higher ultimate returns, long-term
project involvement and so on — all of which should improve their competitive
position relative to many other financial ‘intermediaries: Other recommendations
in the Report are also of relevance — e.g. removal of controls on banks might
facilitate their participation in long-term lending. More generally; the Committee’s
recommendations would make it'easier for financial institutions to respond flexibly

fo opportunities in all parts of the capital market. ;

15.109 The Committee sees no basis for concern about future shortages of long-
term capital:provided the financial system is not shackled by too many restrictions.
It has no evidence of an existing or impending structural imbalance in the capital
market-and- sees no justification for government intervention on the basis of
spurious or at best uncertain projections of future supply and demand f{or capital.
But even if an imbalance in the demand for long-term capital were to develop some
time in the future, an efficient, competitive and resilient capital market would be
able to respond effectively to it. (It might of course mean’ an_increase in the
relative cost of long-term capital which would in turn inhibit the more marginal
long-term investment projects at least for a time, but this would not necessarily be

15.110. To.sum up, the Committee does not accept that the Government should
resile from moving towards greater neutrality in the tax treatment .of
superannuation simply because of supposed implications for the existing pattern
of resource allocation. It is recognised, however, that the Government may have
broader’ social and ecoriomic reasons for favouring superanniation relative to
other forms of saving. If so, the suggestion for a more generous tax rebate (or
deduction) scheme would be the most cost-cflective ard equitable method of

promoting such objectives.. ..
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IIT . TAXATION OF BUILDING SOCIETIES
AND CREDIT UNIONS

A. BACKGROUND

15.111 Under the Income Tax Assessment Act huilding societies (which meet
the relevant tests) are treated as ‘co-operatives’ and credit unions (which again
meet -the. relevant tests). are. treated as ‘mutual - associations’. These
instrumentalities are, to a degree, taxed differently from joint stock financial
corporations and from each other.26

15.112  In the computation of assessable income, co-operatives:

e may deduct all dividends, rebates, bonuses and other distributions to members
as well as interest on borrowings;

@ are treated as publtc companles for the purpose of s.46 rebate on dlwdends
received from companies; and

® are taxed at the company tax rate on what effectively amounts to retained
net income.

15,113  The difference with mutual associations is that the latter are not taxed on
their retained net income (operating surplus}, Credit unions failing to meet the
criteria set out m the Income Tax Assessment Acl” are taxed as Cco- operative
societies.28

15.114 The présent tat( basis accorded bui[ding societies and credit unions largely
reflects the historical mutual, co-operative or self-help character of their
operations.

15.115  Some SUblTllSSlOHS 10 the Commtttee have called for a review of the way
these mstttuttons are taxed: They argue that;

® the present tax treatment has the effect of encouragmg the growth of these
institutions beyond their traditional roles; and

@ the acttwttes of building societies and credit unions in recent years have
_ become. 1ncreasmg1y._ cominercial in character, with a weakening in the
mutuality concept; in particular they are now engaged in banking-like activities
and services-in a:manner very akm to other mtermedtanes but w1thout the
correspondmg burdens.

26 See Intertm Report pardgraphs 13. 10—22 L
27...-8.23G of the Income Tax Act specifies-the criteria that huve 1o be sattshed by credtt unions. See
paragraph 13.20 of the Interim Report for a summary. Other *mutuals’ are governed by the
common law principle of mutuality. which requires: that. the transactions carried out by these
~bodies be ‘non-profit’ in character. . :
28 Without the need to comply with the other requ:remcma of bemg a co- Opemuve
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15.116 On the other hand, building societies have argued that'they enjoy no tax
advantages and indeed are disadvantaged by the tax treatment of statutory reserve
allocations — at least by comparison with credit unions.2?

15.117 Credit unions have argued that they are still essentially mutual or non-
profit in character and should continue to be taxed on a special basis. .

B. ASSESSMENT

15.118 The Committee maintains that the taxation system shouid not disturb the
competitive' equality of financial intermediaries’ unless there is some clearly
identified economic or social justification. : :

15.119 In a competitive financial system, financial institutions will be
encouraged to market different financial products and packages to meet the diverse
preferences of investors and borrowers. Essentially this means the development of
financial institutions with characteristically different financial structures.

15.120 The usual investment options offered to investors' by a joint stock
financial corporation are (i) fixed (non-withdrawable) share capital (equity}, with
returns in the form of dividends (and capital gains or losses); and (i) interest-
bearing deposits or loans (debt). ' o

15.121 A co-operative building society’s main products generally comprise
withdrawable share capital (which is similar to debt) and interest-bearing deposits
and -loans. The. ‘dividend’ received on such ‘capital’ is akin to an :‘interest’
payment.30. - . :

15.122  Credit union participants receive mainly interest on deposits and loans
and some bonuses or rebates. ! '

15.123 For co-operatives and mutual associations (which meet the tax tests)
there aré no true beneficial owners of thé equity in the same sense as that which

29 The savings banks — the principal alternative provider of finance for housing — are also expected
to maintain a salisfactory reserve base and are {axed on the surplus income used to support the
- . reserve base. {The Committelk noted in paragraphs 13.8-9.of the Interim Report that trusiee
savings banks and banks which are established s a public authority under a state Act ure exempt
[rom taxation. The separate taxation treatment of these banks is obviously anomalous but the
issies involved dre more relevdnt Lo the discussion of povernment-owned institutions — the
subject of discussion in Chapters 26 and 27.) =7~ RS e LRI
30 A building society’s; liubilities may ulso comprise non-withdrawable shares. In NSW a building
" society registered under, the Pernianent Building Societies Act, 1967 must, on formation, huve
minimum funds/capital of $2 millior of which $1 million must be share capital and other Minds of
“at least SF million of which $500 000 is not withdrawable: [or teri years afier establishment. In
" addition, it may nat commence business until at.least ten members (including all the directors}
contribute $5000 each of share capital; this capital may not be withdrawn within seven years [rom
the date ol alfolment, except with the written consent of the Advisory Commitiee. No new
societies have registered under the Act since 1973. Most of the remaining societies are registered
under the Building and Co-operative Societies Act, 1901, which latter Act has been repealed,
except in respect of the few femuaining sacieties, these societies are now subject to the Co-
aperation Act, 1923, and have a permunent non-withdrawable cupital base — speciakrights may
attach 1o these shares: The Registrars in each stale have a discretion 1o permit the establishment
of fixed-capital building societies. o T IR U
31 Credit- unions do not issue non-withdrawable share capital; A
(Information in footnotes 30 and 31 provided by the Depariment of Housing and Co-operatives,
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exist in joint stock- corporations As a consequence there is no provision for a
return via- capital gams in the case of building sccieties or credit unions, even
though retained earmngs are a feature of both:

15. 124 The tax snuation of building societies and credit unions vis-a-vis other
financial intermediaries needs to be examined against the background of these
differences in the financial products being offered.

(a) Building Societies

15.125 A comparison of withdrawable building society shdres w1th shares in jomi
stock corporations. reveals certain basic differences. :

(i) - The generally perceived view of the 1nvestmg member in a building society is
-that he is lending money — not acquu—mg an equity posmon as is the case in
© a joint stock corporation. -

(i) The ‘dividend® (or interest) on withdrawable shares is regulated by state
- authorities (at least: in NSW and Queensland) No such regulatlon generally
-applies to-joint stock corporations. .

(iii) Building societies” withdrawable shares are generally 'repayable at’ the option
of the holder. (The amount received is limited to the capital sum invested
_plus any accrued ‘dividend’ or interest). The ordinary capital of a joint stock
‘corporation is not repayable at the initiative of ‘an |nd1v1dua11 shareholder
{(court consent to reduction etc. is requ1red)

(iv) The Income Tax Assessment Act:

. 'requ1res that the number of shares which may be held by or on behalf of
* any one shareho[der of a bu1ld1ng somely (bemg a co- operatlve) be
limited,

N @ prOhlbllS the quotauon of the socxety s shares and
.o _seeks-to ensure that.it operates as a true co-operative..

No such taxation requirements exist in respect of joint slock corporatlons
although certain characteristics may dictate whether they ‘are a pubhc or
prlvate company for taxation PUrposes. : .

15 126 A key issue is the differing tax treatment’ of dmdends as between bualdmg
societies and joint stock*finaricial corporations. Joint stock corporations are taxed
on profits before dividend distributions and these dividend distributions are taxed
again in the hands of shareholders. Conversely, building societies pay tax only on
retained profits (after “dividend™ distributions) = their distributions, whether in
the form of dividends or interest, are taxed in the hands of the recipients.

15.127::The Committee “ has ‘ already indicated that withdrawable shares of
permanent ‘building societies are more akin to debt capitdl. The differential tax
treatment is thus' relevant only" in respect:of that'part‘of the building society’s
capital‘which is'non-withdrawable — the- distinction being that thg dividends of
joint'stock corporations aré non-deductible for tax purposes; while the dividends
on non-withdrawable shares of building societies; which are more akin to equity,
are deductible. However, non-withdrawable shares constitute only a very small
proportlon (0 2%), of the aggregale capltal’ and llablhtles of all bu;ldlng
societies. 32

32 This figure is the average lor 19751980 and based on the figures provided in Permanen: Building
Societies, Assets, Liabilities, lncome and Expenditure, Australia, various issues, Australian Bureau of
Siatistics.
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15.128. A related point made to the Committee is that corporations have to
service -an . equity base, :whereas: building . societies do not.. However, the
proportionate size of non-withdrawable share capital and reserves base of building
societies overall is somewhat similar to that of joint stock financial corporations in
like competitive businesses, such as savings banks (see Tables 5.11, 5.26 and 5.27
of Interim Report) — although differences do exist from society to society and
bank to bank. It should be noted, nevertheless, that there are fundamental
differences in the beneficial ownership of their respective capital bases:

15.129 In summary, a tax anomaly appears only. to exist in: respect of the
dividend deductibility on non-withdrawabie shares. Notwithstanding the relative
insignificance of non-withdrawable share capital, the Committee does not wish-to
see that anomaly perpetuated. [t recognises, however,, that the. Government may
not wish to make retrospective changes affecting established capital structures.

15.130  The Committee, therefore, concludes. that there. is no need (on
competitive neutrality grounds) to change any aspect of the taxation of building
societies, except to the extent of disallowing the deduction. for dividends on
existing, but more particularly new, capital of a non-withdrawable nature. .

(b) Credit Unions = R o _
15.131 The non-neutrality of the tax treatment of credit unions as compared with
building societies and other intermediaries is more easily identified; credit unions
unlike building societies are not taxed on their retained profits.

15.132 However, the Tax Commissioner presently monitors profits (retentions)
of credit unions to ensure they are not, in his view, unreasonable given their
‘mutual nature™ to the extent they are deemed unreasonable the profits are subject
to tax at the rate of 46%. The competitive advantage gained by credit unions over
building societies and other intermediaries thus does not appear to be particularly
substantial at this- stage.: Nevertheless, again the: potential exists -and the
Committee notes that untaxed retained earnings of credit unions have grown from

$1min 1972 to $81m in 1980.34

15.133 The Committee is mindful that the Government may wish to offer an
incentive to organisations fulfilling certain co-operative and mutual cbjectives. It is
concerned, however, in this regard at the current trend to extend the ambit of the
‘common bond’ to the point where, in some cases, it is difficult to differentiate
credit unions from other intermediaries providing general financial services. The
application of the mutuality principle.in these cases gives the credit union an unfair
‘trading’ advantage.. . . - et e o B e

15.134 . . The Committee sees a need to neutralise the tax privileges enjoyed by
these organisations when they are. in ‘commercial’ .competition with taxable
organisations, including building societies and savings. banks. This is particularly
important where the. common bond is so.loosely defined, for example covering so
wide .a- geographic. area and . cross-section- of .the- community, .that the . unique

identity and purpose of its mutuality is lost.......:

13 I which case the Income Tax Assessment Act should be amended to permit d corporale
shareholder who owns non-withdrawable share capital in a co-operative company a 5.46 rebate in
its assessment in respect of dividends paid to it by that company. This aspect has [urther

- yamifications,-of course; under an integrated:system-of company and personal. income {ax.

34... Source: RBA. Statistical: Bullerin,-Financial Flow: Accounts: Supplement 195354 — 1973-80, June

1981. s

256



15.135. The Committee concludes that:

On competmve neutrahty and efﬁuency grounds it. wouid be appropnate to
put credit unions on the same tax basis as other financial mtermedlarles in
respect of the treatment of retained earnings.

Should the Government decide to retain the present tax treatment for social
or other reasons, the membership of credit unions should be closely and
continuously monitored to ensure that the principle of mutuality is strictly
applied.
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- CHAPTER 20: INVESTOR -
PROTECTION LONG-TERM SAVINGS
INTERMEDIAREES

20.1 This chapter deals with the prudential regulation of institutions
characterised by their long-term and/or contractual” relationship with  their
policyholders and contributors. As well, some aspects of general . insurance
regulauon are drscussed _ o ' '

I LIFE INSURANCE COMPANIES

A BACKGROUND

20, Z Over the years governments have shown speczai concern for the stabr!rty of
the life insurance 1ndustry because: of its role in mobrlrsrng long-term household
savings, traditionally in conjunction with the provision of death cover.

20.3 By its very nature, most life i insurance involves a long-term commitment by
the policyholder. For such a'commitment to be made, the policyholder must have
a high: degree of certainty regarding the benefits he expects to receive when the
policy: is - terminated.. Regulation has thus been con51dered essentlal for
policyholder confidence. TIPSR . ¥

20 '4 The Life Insurance Act is designed to lessen the likelihood of life insurance
compames becommg insolvent, whether as the result of fraud or mismanagement,
and to minimise losses that may be.incurred in the event of a company being
wound up.!' It does not, however; guarantee that individual life offices will aiways
remain-solvent or that pohcyholders will never suffer any loss:

20. 5 ‘The ex1st1ng approach to regulation. of life i insurance companles is broadly
consistent with the general approach to prudentral oversight outlined in Chapter
18. In particolar:

® failure is not prec!uded (:n the broad sense of a smooth exrt from the
©~ ‘industry); :

o the Ilabrlltres of a life'i 1nsurance company are not backed by government

e actuaries employed by life offices. have a srgnlﬁcant prudentlal role particularly
: _in certifying premrum scales to apply and in:the valuatron of pollcy liabilities;
..and .

@i -the market is aiiowed to operate ina freeiy competltlve manner

1. The requirements ol the Life Insurance Act are set out in some detail in Chapter 16 ol the Interim
Report. o
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20.6. A key ingredient of present policy is the Minimum Valuation Basis (MVB)
prescribed in the Fourth Schedule to the Act, which provides the means of testing
the.solvency of life offices at the -date-of valuation. ‘Its :purpose ‘s to_facilitate
assessment of the financial:strength of a company and to identify situations where
it should come under closer control, investigation or direction.

20.7 - Both Treasury and the Life Insurance Commissioner feel that the MVB
provides an adequate basis for valuing policy liabilities and thus a safeguard for
policyholders within which companies can carry out their day-to-day operations
reasonably freely.

B. PROPOSALS FOR CHANGE .

(2) Approach te Regulation” =~~~ L .
20.8 The industry feels that no change in the existing approach to regulation is
warranted.. It believes that, in seeking to protect policyholders, the Government
should not restrain reputable life offices from.carrying on.business which they see
as being in the best interests of their policyholders. Treasury would like to'see a
gradual reduction in government regulation and restrictions and the
encouragement of greater self-regulation.? e

20.9 'On the other hand, governments in many other countries have gone further
in protecting policyholders than is:the case.in. Australia: . - fon ;

e 'some have sought fo'prevent failure by closely regulating-the activities of life
insurance’ companies,’ including such: matters 'as their investments; ‘policy
. conditions and premium rates.(e.g. the United States); .. .. i
e . others have-endeavoured to ensure that.policyholders do. not suffer:major loss
. as-a result:of the. failure of, a.life: office, through.  the:introduction: of
policyholder guarantee -arrangements {such as exist under the Policyholders
Protection Act in the United Kingdom). I T TR

20.10 - So.far as the first approach is concerned, the Committee believes: that
closer regulation would-interfere considerably. with the-business: decisions of life
insurance companies and with the_efficiency of :the :market; without:necessarily
guaranteeing the protection:of policyholders. It ‘might-also adversely affect. the
competitiveness of these companies -vis-a-vis other financial intermediaries and
impair their ability to respond to changing market circumstances; regulation of this
kind could thus generate the very instability it was designed to avoid. It would carry
heavy administrative costs for the authorities and’the life ‘offices themselves and
could be very subjective in its application. 5 Eetiyen d
20.11 The second approach, to the extent that it involves government-sponsored
policyholder guarantee arrangements, would also conflict in several important
respects with the general approach outlined in Chapter 18. This issue is explored in
somedetail in paragraphs20.37-43:Briefly'the Committee does not-favour-direct
government involvement in policyholder guarantee arrangements.: However, it
believes life offices should not be discouraged from supplementing existing
regulation by developing:their.own support.schemes if; at-any . stage, this were
considered desirable to enhance the stability of the industry.

2 '.Treﬂ'su'ry Pupér No: 8, *Regulation of the Insurance: Industry’; submission 10 the Inguiry, Aprii
1980, p. 3. L E
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20:12 . In summary, the Committee sees no need for any fundamental change in
the approach to the regulation of life offices. However, it does:suggest that a:more
flexible method of valu1ng assets and liabilities for the purposes of. the solvency
test mlght be adopted It is proposed that life ofﬁces should be permitted to value
their policy liabilities at a rate of lnEerest that is adjusted regularly to reflect rates
prevalllng in financial’ markets One suggestion which the Committee believes
warrants consideration is. that the rate.used should.be determlned automatlcaliy in
reiauon to. the Commonwealth long-term bond rate.

20.13 The interest rates used in vaEumg policy llabl]atres were ‘last changed in
February 1978 so as to:bring them *more in line with present-day conditions;?
With: the interest rate changes that: have: occurred since that t:me, further
adjustments are clearly necessary. Srin :

20.14 Notwrthstandlng the failure of some smal!er life offices to. 1ncrease their
bonus rates significantly following the substantial surpluses released as a result of
the 1978 adjustment, the Committee ‘belicves that retention of an inflexible
approach 'to the valuation of policy liabilities is an example of undue emphasis
being placed on policyholder protection at the cost of efficiency. Tt should be left to
the [ife offices to determine the rate at which surpluses should be released having
regard to possible ﬂuctuatrons in mortalaty rates expenses or mvestment results

20.15 The adoption of a more ﬂexrble dpproach should generate greater
competitive pressures than might be expected from discrete changes at irregular
intervals.  This would be of -advantage’ to’ ‘policyholders,  particularly if the
recommendation in paragraph 20.61 regarding disclosure of life offices’ past
performance and policy in respect of bonuses etc. were adopted:’

20.16 It will be amportant also for assets to be valued at current market prices as
there must be a’close relationship between the two sides of Lhe balance sheet,
pamcu]arly in relation to fixed-interest investments. :

20.17+ In-the light of the foregoing, the-Comimittee recommends that the life
insurance industry and the Life Insurance Commissioner should consult. with
the objective of recommending amendments to the Life.Insurance Act to provide
for a basis of valuation. related to current market.rates of interest and current
market values. :

‘(b) ‘Asset'Restrictions™ '

20.18 The proposa[ to extend the role and powers of the’ ere Insurance
Commissioner over life ‘office rnvestments has caused the hfe msurance mdustry
considerable concern.

20;19 “The Life" Insurance 'Act ‘was amended in 1977 to provrde for- the
Commissioner to'impose restrictions oo ‘investments’ by life' offices in' related
companies, other companies carrying on life insurance business, investment
companies or undertakings and unit trusts.? The relevant section of the Act has not
been proclalmed and the Treasurer has stated that it will be amended, before it is
proclaimed,. in the direction of making the. provisions less restrictive. . .

3 Press slalemem by 1he Treasurer 28 February 1978 e o
4 The proposed restrictions are outlined in Chapter 16 of the Interim Repon
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20.20- The: Commissionerbelieves. there are three main - areas where ‘some
izmliattons onmvestments are necessary5 ; wieiay e v :

o investments in related- companies or w1th related or assoctated persons. Here

iihiss mam ‘concern 'is-with ‘upstream’ investments (i.e. investments with ‘a

“i+ parent or Holding: company), where thie life office may riot have independent

:ft':ontrol over’its assets and the activities or investment policies of the parent
“may not necessarily be in the best interests of poilcyhoEders He regards Cross-

~“stream’ investments (i.e. in another company related to the’ parent) as rarsrng
- similar problems.®. b : .

‘@ - Situations where all ora maJortty of a company 5 assets are given to somebody

.+ else to manage, e.g: investments in unit trusts or investment companies: This

is.understood to be common among small life offices in the United Kingdom;

- itislessofa prob!em in Austraha poss;bly due to the use of suasion by the
. __Commrsswner

Q.. .Investments in enterprtses such as _]OlI’l[ ventures where 1nvestors 1ncur an

' _ unlimited Itabthty The Commlssmner cites investments.on a partnershrp basis
_;-F— rather than through a company. — as an example of this kind of situation;

. his concern is mainly with smaller. life offices. He believes that no matter, what

" .. steps are taken to limit liability, the legal.nature of a partnership is such that a
“life ofﬁce S ltabthty could be unItmtted inthe ﬁna[ anaIysrs

20 21 The l:fe insurance rndustry has. crltrmsed the proposed rnvestment
restrictions as not being in the best interests of policyholders or the efficiency of
the capital market, However, the Life Insurance Federation of Australia (LIFA}
acknowledges that life: oﬂ"tces should not automatically. enjoy the right.to:.

@ investina company carrying on, or in a company related to a company carrying
on, life i msurance bus:ness where control over rts affairs would be obtained; or

© make upstream or ‘cross- -stream’ lnvestments

20.22- . LIFA sees. the proposed restrictions as posing a number of problems

.@ - the flexibility of life offices to arrange investments would be prejudiced by the
=i+ operation of the - various tests and- procedures which ‘might be laid ‘down,
placing life offices at'a“severe’ disadvantage in-a- compet:twe and changtng
investment environment;
o indiscriminate limitation on investment in reEated companies would inhibit the
establishment of subsidiary companies as a technique: for :.co_nsu_rnmatmg
_investments; and

d_ﬁ 'restrrcttons on. partacular 1egal forms could have unfavourable taxatron
implications and other disadvantages. :

20.23 It follows from its earlier comments on the need to avo;d an 1nterventlomst
:approach to prudentlal regulatlon that the Commlttee beheves that the Life

s "' While the Commissioner does not have Tormal powers to regulate investments in these dreas, as
the relevant section has not been: practaimed, it is understood that he seeks to discourage such
investments,

6 - - *Downstream’ investments (i.e. in subsidiary companies) pose different problems: while life
offices have control over their subsidiaries’ activities, the Commissioner does not and this may
constrain his ability to protect policyholders. For example, while the assets of a statutory fund
may 'i:f(in be mortgaged no such rcstrrctrons apply to the nssets ol'a who!!y owned subsmmry ol'a
life office. : ;
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Insurance Commissioner; with-certain’ limited exceptions referred to- below,

should net have overriding powers in respect of life offices” individual investments

or investment strategy. There is no reason o expect that the Commissioner would

be any’ more successful than life offices'in ensuring the safety of thexr anvestments
As the UK Department of Trade has observed

We are. not rnvestmenl experts we would get it wrongjust as the tnsurdnce companres

" sometimes gef it wrong, but if we got'if wrong we would'be responsible, and I think we
would be puttmg pollcyholders unfatrly at r:sk 7

20 24 Whtle LIFA beheves that lrfe ol’ﬁces ‘have a very’ keen sense of the need
for asset diversification’8, consideration needs to be given as towhether the
Commissioner’s responsibilities would best be dlscharged by ensuring that life
offices spread their 1nvestments Thts can be done in one of three ways:

o _outrrght prohrbrtton on the holdmg of individual assets, the value of which
exceeds a specified percentage of total assets; :

© the setting of limits on the holding: of individual assets for the purpose. of
_ meetlng the soIvency test; or,

e _disclosure to the Life Insurance. Commtssroner where the holdtng of 1nd1vtdual
assels exceeds a specaﬁed percentage of -total assets. :

20. 25 Cons1stent w1th the views expressed above and the prtnczples set out in
Chapter 18, the Committee does not favour the first of these. On the other hand, it
feels that the third alternative is not sufficient to ensure that the Commrssroner can
satrsfactor;ly d;scharge hlS prudenttal respons;btlmes

20.26 ° The Committee therefore favours the setting of percentage limits on any
individual investment, for the purpose of meeting the solvency test. While it
would be possible for the limit to be exceeded, the requrrement that the life office
meet the solvency test means that poltcyhoIders would :n fact be less at risk’
than 1f there were no such lrmltatzon

'20 27 This broad approach is followed in the Unrted Ktngdom where detailed
hmrtatrons are imposed on the extent to which certa;n assets can be taken into
account in determtntng a company 5 solvency

2__0.28 s The.; Commmee does not belreve, however, that: there is.a need for
.prescribed restrictions on classes of investments, so.long as there are constraints
on.individual assets and life. offices disclose fully to their policyholders the sectoral
spread ol‘ thetr investments,:as is recommended later by the Commlttee

12{] 29 Havmg regard to the comparable ltmttatlons recommended in respect of
:investments by superannuation funds and general insurance companies, and the
desire for reasonable balance between flexibility in life office operations and the
need to protect policyholders, the Committee recommends that:

(). For__the purposes of actuarial solvency valuations, the value of any

7. Mr P. A:R. Brown; Deputy Secretary, Department of Trade; in evidence to the Commitiee to
Review the Functioning of Financial Institutions (Wilson Committee), 12 ‘December 1978

<iwo{p. 45); Second Stage Evidence; Volume 5; HMSO. London, March 1979,

8  Supplementury submission by LIFA to the Inquiry; 26 June 1980, p. 16.
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- individual:asset: (including ‘closely related: assets’)? should be taken mto
e accuunt 0n13r up to 5% of a life office’s total assets. Lo

(b) - "lue of an 1ndlv1dual asset exceeds .this ﬁgure (arrsmg, for
" example, ‘from an asset revaluation or a change in the market valuation of
““an investment}, a life office should be allowed a period of twelve months to
" conform with’ the appllcable so]vency test dlsc1plme in respect of that
Tasset.10
() :_.Where any of a life office’s assets exceed the 5, limit at the tlme these
ey arrangements are 1mplemented an exempt permd of three years should be
- permitted. . . : R

20.30° While it is acknowledged that any limit 1rnposed may impact more heawly
on the smaller life offices, the Committee considers that'it would be imprudent for
any exception-to be made (other than that suggested in footnote 9). Any. easing of
this requirement for smaller life offices could put policyholders ‘at risk’ just as
much as it would in the case of larger life offices.

20.31 - Although this approach would appear to lessen the need to apply
investment controls, the Committee acknowledges that there could be a case for
imposing a further ceiling — in terms of acceptability for-the solvency test — on
upstream and cross-stream 1nvestments in related companles or w1th related or
assoc1ated persons . : SR : -

20 32 In summary, the Cornrnittee be!:eves that the. 1nterests of pollcyholders
are best served by allowing life offices considerable flexibility in determmrng their
asset portfolios, while protecting policyholders against the ‘fringe operator’. This
will be ensured by the approach recommended above, coupled perhaps with: some
dasc1p11nes zn respect of upstream and * Cross- -stream’ mvestments '

{c) 30/20° Reqmrement

20.33 It has been argued that, to a degree the 30/20 requ1rement may have
helped maintain the quality of the assets held by some 'life insurance compames
particularly the smaller ones. If a policy with a twenty-year run to maturity is
‘matched by government securities of similar maturity, _1t is suggested that
ﬂuctuattons in the market price durlng the time to matunty are lmmatena!

20.34 The Commitiee does not accept this view. The matchmg of assets and
liabilities by termwould be of little:comfort if, in times of high interest rates, large
numbers of policyholders sought-to surrender-policies backed by-government
securities issued in the past at low: interest rates. It should also be recognised that,
by forcing life offices:to accept something less than a market rate on a substantial
proportion of their investments, the 30/20 requirement has impacted adversely on
‘the:competitive:position: of life offices in:financial-markets. This may, in af least
some:instances;:have led them to undertake more rrsky but hlgher yaetdrng
investments.: : : L : SEan

"G This recommendation’is ‘concerned ‘primarily with invéstments in‘any singleé company'ar project
A{or reluted group of companies or projects). So as not to discriminuie against smaller life
insurance companies, the value of a life office’s own office building might be excluded from this
test. {or accepted up to a higher percentage for the puspose of the test}. It is'not intended that

..‘holdings of government securmes and debt clalms on banks and: uuthonsed dea]ers shou]d be
. subject.to:this test o
10 However; the tweélve-month exempuon shuuld not- upply in sume specml CUSES, for exdmpie
where the excess comes-about through deliberate porifolio acquisitions: :
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20,35 The recommendations and suggestions in Section (b) above wouid in-our
view; provide’ adequate safeguards for policyholders :

20.36 The Committee recommend’s therefore that the Government s decision
on whether to abolish the:30/20 requzrement should not be: lnﬂuenced by the
prudentlal lmpllcatlons for the life insurance lndustry :

(d) Pollcyholder Guarantees .

20.37 In its discussion paper ‘on ‘Insurance Contracts’” the Law Reform
Commission suggested that there was a need for policyholders to have guarantees
at least as extensive as those afforded policyholders ‘under the Policyholders
Protection Act in the United Kingdom. This Act provides that, when an authorised
insurer: fails, -its liabilities to pblicyholders will be secured to the extent of 0%
from alevy on: other insurance companies.  Levies are caicu!ated on premrum
income, subject toa: rnaxrmum levy of 1% in any one year.® :

20. 38 The erson Commrttee generally endorsed the exrstence ofa safety net
of this kind, rejecting the argpument that properly effective’ supervisory
arrangements would make it unnecessary. It considered that no system of
regulation: could :prevent failures altogether; particularly where lnst:tutlons were
pern‘utted to compete farrly freely among themselves : :

20.39 The W:Ison Commrttee acknowledged Ehat such a safety net reduced the
level of competition in terms of the combinations of risk and return offered to
customers; and that ‘requiring sound businesses:to underwrite the:activities. of
their less sound competitors: was ‘a thoroughly bad: principle’.!? However, it
believed -that the. externalities: 1nvoived :n ensurlng pubhc conﬁdence were ol‘
paramount tmportance - : : RS

20 40 Grven the rrnp!ementatron of other recommendauons in thrs chapter
there should be no need in Australia for such a ‘safety net’ — or at least one
established under government ausp;ces and with an element of compulsion. The
present: Life: Insurance : Act:is in part predicated onthe need: for confidence of
policyholders in the:stability of life: offices,: but not to the-extent of guaranteeing
life offices against insolvency or policyholders:against loss; Itis:-believed that the
benefits of ‘competition-and- diversity of cho:ce are most llkely to be preserved
where. some degree: of .risk is retarned R Pl :

20.41 - While a degree of risk may be preserved,' in theory, "by ' extending
guaranteed cover to.something less:than 100% of a life office’s liabilities: (as ini the
United: Kingdom), in practice- the Government or-stronger members: of the
industry may still be called on to meet the liabilities.of an:insolvent life office. If the
Government were. to. become -involved, important questions of competitive
neutrality would arise. If it were the industry whose support were compulsorily
required, one has to consider the fairness of the arrangement for the stronger and
better managed life offices and, indeed, its possrble impact on their stability. More
generally, the existence of a ‘safety’ net may.reduce the incentive for responsrble
prudent management and thus constitute a rnoral hazard’. . :

11 [Tusurance Contracts, Discussion Paper No. 7, The Law Reflorm Commission, October 1978, p.16.

12 This view wuas expressed by:-the Committee of London Clearing -Bankers to the Wiison

- Committee.- Report of the Committee to Rewew the Funcnomng of Financial Institutions,
HMSQ, London, June 1980, p. 294. e . o .
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20.42. -Accordingly,:-the .. Committee.: concludes that: there..is no-..need: for
government invoivement in any arrangements: along the lines of those provided
for in the Poitcyholders Protectmn Act in the Umted Ktngdom

2!] 43 Neverthetess itis: of. concern. to the Commtttee that the general public
may not:be fully. aware that existing regulatory arrangemerits. do. not:guarantee
solvency. .. The  Committee . therefore considers that the Life Insurance
Cummtssmner should seek to explain, in his Annual Reports, the extent of his
responslblhty for the protection uf polleyholders no : L

(e) .Dlsclosure to Putentlal Puheyhuiders

20 44 “Section.- 77 of the Life Insurance Act requnres life of’ﬁces to SleITllt to.the
Commissioner any form of proposal or policy ordinarily used by the company.in
Australia, -or any-form. of written ‘matter ordinarily so used and. describing the
terms or conditions of,.or the benefits to be.or. likely to be derived from, policies’.
It only empowers him to object to the use of such material where he believes that it
is ‘not in complianice w1th the Act or is- [tkely 0 mlsiead a pntenttal or ex1st1ng
pohcyholder :

20.45 - The Commxsswner has mt‘ormed the Commxttee of the l1m1tataons to hxs
powers that the present wording of this section imposes. He noted: that while he
can act on any positive statement made by a ltfe oPﬁce he cannot requxre it to
dwulge anythang that it does not w1sh to.

20. 46 Section 77 does not permit the Commlssmner to: requ1re Itfe ot’ﬁces to
disclose -information. on. their past investment. performance so . as to-enable
potential policyhclders. to. make. comparisons. The .Commissioner believes -that
comparison of returns on similar policies is long overdue in Australia: This:view is
shared by the Law Reform Commission, which suggested that the Commissioner
be’ emplowered to take steps necessary for the pl‘OVlSlOl’l ot‘ such tnformatton to the
pubhc I

20 47 In the oplmon of the Comm:ttee an essent;a[ ;ngredtent of an: efﬁment
market in life insurance is that potential pohcyholders should be able to compare
the terms and conditions-of policies: and: past- and expected benefits. This would
reduce: the incidence of ‘twisting’!4 and, more .generally, reduce the level.of
forfeitures and surrenders of policies. For a number. of:reasons, .these-have.been
htgh and rrsmg m recent years, as Table 20.1 shows. .

2!] 48 There ‘arey unfortunately, pl’aCtICdl difﬁcultles in: makmg compartsons of
the performance of different.companies: the terms and. conditions:of policies are
not uniform as between:different.companies, past performance is/not necessarily- a
guide: to- future performance and there are w1de1y dlﬁenng methods of valumg
assets.: - : . S : RE ca ;

20.49 ‘In view of these dtﬂ"lcuttles the Comm:ttee does not believe it is’ feasrbte 10
make detatted compansons of the performance of dtﬁerent life otﬁces '

20. 50 It understands that: LIFA has:made: considerable ‘efforts ‘to:communicate
tnformatlon_on various aspects of life insurance to potential policyholders through
the widespread dissemination of booklets and folders, including through schools

IJ L.tw Rel'orm Commtssmn Insuranre Cmuracrs op citi, poi10.: 0 e fe
=T wisting?: is-thei cancellution-of ‘an:insurance policy by w an:cyhnEder wanttng 10 take out a
different policy, generafly with another life office. i 2
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TABLE 20.1: LIFE INSURANCE COMPANIES: FORFEETURE AND
SURRENDER RATES (%) '

Year eaded 30 June el G AR 1975 977 7y ;4980
Fa:rfemirés“" SRR R S T SRR s
Ordinary business’ 1 ST 00 30 e AT 8 8
Superannuaifon business - o o oceen o DT o 091 A A N .
Surrender rtes® . :_ S e s R L T e S
Ordinary business SR e g SRR T EER R v AR U ‘1.6
Superannuation business e .. 88 106 112 107 . 9.6

{a) " Policics'written ol 4§ the rasult of non-payment of a'premium before 1he policy has aeguired a surrender vitlue,
.Rates are expressed -us the percentage: of lnml unnual prcmiums drsconhnucd by forfeiture to:new: annual
preimiums. .
(b) ** Policics written off| bul with it surrender v.rlue Rates for nrdmary busmcss are exprcssed as the pcrcent ape of
“ 1+ total annual premiums discontinued by surrender $o'the mean of the annuat prémiums in:foree il the beginning
of the previous year and the year previous. to that, Rates for supernnnuntlnn business are expressed as. the
percentage of 1otal annual premiums discontinued by surrender to annual premiums in force at the bet,mnrng of
- the.year. . R . . e

Source;. l9HU Repart of the ere ]nsumnce Cnmmlssmner _'

and’ aduIt _groups. The Comrnrttee nevertheless beheves tha.t'_ad_d'i_t_ienai
rnformanon could usefully be provided. ' '

20. 51 " The Commrttee belleves that LiFA and the Life Insurance Commlssmner
should work toward the deveIopment and ma:ntenance of a document provrdlng
up-to- date rnforrnatlon on: :

e the roEe and responsrbrlmes of the Life Insurance Commrssroner

“the drstrngurshtng features of the various types of policaes avarlable w1th1n the
life insurance industry; and I

0:- how additlonal information:can be obtained

20 52 The usefulness of Such a’ document would be consrderabiy enhanced if
there’ were * also. provision for a; coolang oﬁ' pertod durmg whach potentral
polrcyhoiders could cancel contracts without incurring any penalty: T

20.53 It is noted that the Life Insurance., Commtssaoner ‘has already. requested
that hfe offices incorporate a note in all rndrvrdua[ly issued life policy documents
provadmg for a fourteen- day ‘free look” period. While'the Comm;ttee understands
that most life offices now include advice to, this effect in therr documents,_rt
consrders that this request should have legrslatrve support : :

20, 54 The Committee therefore recommends that the Llfe Insurance Act
_should be amended to prnv;de t'nr a fourteen-day cooling-off’ permri durmg wlnch
the policyholder may cancel lns contract w1thout penalty '

20.55 A related rssue is whether a potential pohcyholder has sufﬁcrent
_mformauon on thé main charactenstlcs of the pohcy he i is tak;ng out and on the
operatrons of the lrfe ofﬁce '

20 56 LIFA has advrsed the Comm1ttee that Austrahan hfe ofﬁces are already
increasing the:extent of information freely disclosed: to: potential :policyholders.
Practice varies, but some form of written information is-usually made available:to
prospective pollcyholders ‘This ranges: from«very comprehensive consumer:buying
guides covering a range. of policies:through detailed brochures explaining specific
policies to short explanatory leaflets. The policy document is also a basic source of
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informatjon, outhnlng the"™ rrghts and- obhgattons of the lrfe ofﬁce and’ the
policyholder. : SRS
20; 57 The Commrttee weEcornes this trend toward 1rnproved disclosure.
However,:the diversity. of practice by life offices leads it to believe that there would
be:merit in extending such-disclosure to include information on other matters of
vital'concern to policyholders, 1nclud1ng such matters as the payment of bonuses,
the surrender value of policies, voting in connection with annual meetings etc: as
well as: rnformatlon on the structure and sectoral spread of its investment portfolio.

20 58 The .Committee . attaches . particular. importance. to. the disclosure . to
potentral pohcyhotders of information relating to surrender values. While a Select
Committee . established by the: Life Insurance Commissioner, and comprising
mdustry representatives, recommended in 1979 that certain. 1nformatton relating
to surrender.values should. be included in pohcy documents the. Comm;ss1oner
has only been able to request that thls be done :

20.59 Whtie most lrfe offices are understood to be complyrng w1th thts request it
is reasonable to assume that it will be the fringe operators which do not comply and
that, in time, this may discourage compliance by others. The Committee therefore
believes that there is a strong case for authorising the Commissioner (o require
that life offices disclose information on| ‘their pohcy in respect of surrender values

20,60 Present problems could be overcome by amendrng the ere insurance Act
However as the changing practrces ‘of life offices and needs of pohcyho!ders are
likely to generate déemands for other disclosure in the future, the Comm:ttee
believes it is preferable that the Commissioner have the flexibility to amend
disclosure requirements as the riced arises withiout formal amendment to the Act.
On _the-other hand, some.safegard against the 1mpos1tton of excessive. drsclosure
requrrements is desirable. . . :

20.61 The Committee recommends that where life offices do not 'already do so,
they. should be required to issue new pollcyholders with a booklet providing
information on past and current performance in respect of such matters as
earning rates, honuses etc. and in respect, of surrender values. '

(f) Dlsclosure to Extstrng Pol:cyholders

20.62 - Any person is entrtied to. obtain from the Life. Insurance Commissmner
copies. of the annual accounts and actuarial returns which life offices provide to him
under s5.141 of the Act. Under s.53, these are also avaiiable to shareholders and
poltcyhoiders from the company on request

20. 63 As weli pollcyhotders often recetve mformauon about thetr irfe office with
their premtum renewal notices and most’ partlcrpattng potrcyholders recetve
addrtzonal rnformatlon w1th the1r annual bonus certtﬁcates

20 64 The Commrttee has been 1nformed that Erfe ofﬁces are responsrve to the
demands for information by their different types of policyholders ‘and are
providing suc_h information as the return on funds employed in different categories
of investment and major investments in which funds are employed. Nevertheless,
it‘considers:that policyholders of ali kinds (including ‘those with term insurance,
which: has no savings element) should be provided with a report annually,
providing -an' averall: view of :the life office’s activities. As well as providing
rnformatlon on performance such a report should be desrgned to facrlttate rtsk
assessment: R : : :
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20.65  Accordingly, the Committee:recommends that; where life offices. do not
already do so, they should be required — in sending their premium .renewal
notices or annual bonus certificates — to- provnde policyholders with a short
sumnmary, of their Annual Reports. These summaries should, at.least, contain
meamngful details of the 1nvestment spread of the relevant statutory fund..

20.66 Under the Companies-Act,’ life: offices ‘are’ permitted” to- ‘lay: before the
annual general meeting accounts which comply with the Life Insurance Act rather
than with' the Companies: Act. As a consequence of the trendin recent times-to
require increased disclosure by companies generally, life i insurance companies are
now requrrec[ to disclose less information at annual general meetings. than other
companies. For example, life offices are not requrred to_disclose details of the
market- value of listed  securities, although some ife offices do provide such
infermation in respect of broad groupings. Nor are life offices requ1red to dtsclose
loans to d:rectors or details of the accounts in the immediately precedlng yedar,

20.67 The disclosure requirements of the Life Insurance and Companies Acts
have . different objectives. The life insurance lfegislation returns are, of course,
designed to. assist -the authorities to protect the interests of policyholders by
enabling them to ascertain whether a company. is complying with. the relevant
financial requirements. On the other hand, the. accounts provisions- in the
Companies Act are designed primarily for the disclosure of mformatlon to
shareholiders, creditors and the pub ic generally. :

20.68 The Committee believes that life offices should be required to prowde all
relevant information in their accounts that other compames are obliged to disclose
under the Companies Act. However, the nature of life insurance is such that it
seems.appropriate that life offices should continue to. meel the spectal dlsclosure
requirements laid down in the Life Insurance Act,!15 IR I

20.69 Accordingly, it is recommended that life offices should contmue to meet
the special disclosure requirements laid down in the Life Insurance Act, but the
requirements of the Act should be revised to ensure that life offices maintain a
standard of dlSCIOSl.lI‘B not less than that’ applymg under the Companies:Act.:

20,70 The Companles Act also exempts: dlrectors of-a registered life insurance
company from presenting a directors’ report settmg out prescribed information,
although directors of a. number of life. ot’ﬁces in fact do present such reports to
annuat generai meetings. : B : i .

20 71 There 110. Eonger appears to be any clear ratlonale for thzs exemptlon
whatever-may have been the original case for it. The withdrawal of this exemption
would represent one further, if small, step-towards greater life office accountability
1o shareholders and polzcyholders ‘and would i impose a relatlvely l:ght additronal
burden on, hfe ofﬁces '

20 72:--The Committee therefore recommends that the prov&sron of the
Companzes Act -which: exempts- directors of - life .offices  from -presenting a
Directors’: Report : setting. out. prescribed information should be repealed,
However, the nature of disclosure in such reports shoultl reﬂect the special
nature of hfe ;nsurance busmess ' -

15 There may also be room for lmprovement in disclosure nf:nformdtlcm that relates spemﬁca]ly to
life office activities, e.p..concerning. the return to policyholders on d:ﬁ'erent kmds of policies, the
basis on which bonuses are determined ete. . e S

339



(g) Votmg R:ghts of Pohcyhalders with Mutual Life Offices

20.73 Unhke"lafe ”fﬁce ‘which have sharehoiders pol1cyho!ders with mutual itfe
ofﬁces incorporated:in Austraila have the right to elect the boards of . cln'ectors to
alfer the Articles Association’ and to pass motions at general meetings. Section
140°6f the Life Insurance Act seeks to facilitate” such participation by requrrmg
miutual life‘offices to make proyision for the establishment: of a postal voters’ roll.of
policyholders. However, the Act also authorises removal of the name of any
member who: is enrolled,. but. fails. to exercise hiS right to vote by post: on three
consecutive occasions.. : : . -

20,74 The percentage of po!rcyholders currently on. the postal voters roll is very
modest indeed, as Table 20.2 testifies. It ‘should be noted, however, that while
those on the roll might be small in number, those actually votmg can represent a
far greater proportion by value (e & superannuatwn trustees) '

TALLE 20.2: MUTUAL LiFE Ol'l'ICES YOTING !]Y [’OLICYHOLDERS 1980 .

" Ordinary FoT Voters a ‘Nunihers

- policies 3 Yo on'postalt .- P veting af
[ : . o issue S vorers' ol . annual meeting
AMPW) 2374608 sse1S. 17300
Natlonai Muiual“” : SRR e S1112866 T 6523 o {c)
T&GH ) - ‘ Chevisans o BRGYTY A S 1 Ae)
Colonial Mutual® @ i : . 599099 62 ()

Gity Matall® - 77 et 99920 9S00 T (o)

(u) ;. Figures us at.30.December. 1980.

i “Figures us at 30 June 1980, . }

{¢)' " “Palicyholders'not required o vile on any issue I10ITIlI1 m:d in the Life Insurance Act. However, for City Mutual
ubout 100 voted by show of hands. / PET A ER T A P N

(d) Fzgures as at 30 September 1980

_20 75 As tndicated m the tabie the percentage of polacyholders enrolled w:th the
different mutual life offices varies cons;derably ‘This reflects dlfferlng approaches
to soliciting the interest of policyholders in voting.... - :

20.76...The Treasury has crystall:sed the: :mphcattons of the exrstrng provrsaon as
follows: . .y o

: Slnce a mutual company does not have share capttal it would be. much more: dtl’ﬁcult

for it. to be taken over even where there was obvious potential for a more.effective

. utilisation of assets. As the takeover mechanism is an imporiant vehicle for the entry

“into and exit of companies from an industry, and a force operating for a more efficient

allgeation of reSources; it coiild be argued that a mutual company is not subject to the

.. same pressuresio operate efﬁcrently as are other compames L . .

20,77 The Comiiiltee sees a competmve market and an informed consumer as
‘providing the most effective incentive for mutual life offices to operate
efficiently.!. Nevertheless, ‘it views -the. conspicuous absence: of policyholder
participation with:some concern and favours some: tightening of 5.140 of the Act to
_make the. boards of mutual life offices more directly accountable 1o poltcyholders

2078 The: need for ‘such action s also’ suggested by the’ growrng drrect
:_tnvoivement of rnutual life offices in major resource development projects and in

._.Iﬁ Treasury Faper No. 8 op:cil:, pidl. : oo Clabl i
=+ Mutuuf offices claim that in'a hlghly competmve envrronment therr market shdre has meraased
compared with non-murual offices.
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the.taking over of listed:companies. The change in emphasis from an arm’s-length
investment: role. to .one: with: greater. entrepreneurial'.and -management
responsibilities can be regarded as a normal and acceptable aspect:of an efficient
financial system. But it does underscore a need for the life offices concerned to be
quIy accountable to theu‘ pollcyholders

20.79- In the Committee’s view, the very 1arge number of pollcyholders in each
of the mutual life offices makes it impractical, for cost reasons, to send . voting
papers to each pollcyholder

20.80: To ensure that pollcyholders have a more du'ect opportumty to partnnpate
in determmmg thelr life offices™ p011c1es the Comm:ttee recommends that: -

(a) Mutual hfe oﬂices should be requlred to:

e send a formal application for ‘inclusion on the voters’ roll to all
pollcyhoiders at the time they take out a poltcy,

o advertise their annuai meetlngs prommently in the newspapers and
. melude in the advertlsement an appllcatlon for reglstratmn on the roll
: and a votmg coupon that pollcyholders may complete

(b The provision that the name of a pohcyholder who does not exercise his
right te vote on three consecutive occasions may be removed from the
~voters’ roll should be retained, but this action should only be taken if no
" response is received w:thm fourteen days of notlﬁcatmn of the lle office’s

' mtentmn

20, 81 The - Commlttee is very much aware that as s. 140 does not apply to
overseas-based muiual. life -offices, the latter have no responsibilities. to their
Australian - policyholders in: this: particular connection.: In common: with the
Australian policyholders of Australian-owned - or .overseas-owned: shareholder
companies, these poilcyholders do not have the abthty to 1nfluence management
poltctes

II SUPERANNUATION FUNDS
A. BACKGROUND

20.82 : [n this chapter ‘the Committee is-concerned -only ‘with the  prudential
aspects of occupational. superannuation It has not sought to address itself toall the
major issues that were:considered in the reports of the National Superannuation
Committee.of Inquiry. (the Hancock Committee)-in 1976 and 1977.18 ln parttcu[ar
the Committee has not considered issues relating to: :

e a national compulsory superannuation scheme; ;
® .the adequacy, as distinct from the security, of beneﬁts or: -
® schemes for government emptoyees R

20. 83 The ﬁrst of . these lssues although it has. obvmus 1mphcat10ns for the
volume. and pattern of funds ﬂows within the ﬁnanctal system clearly falls outside

18 OQccupational .S'upemnnuatian iir Australia, FmaE Repart of the Nanonul Superannuat:on Commitiee
of Inquiry, Part-2, AGPS, Canberra; March 1977,
. All:references to the Hancock Committee in this-chapter.afé to the -majority ﬁndmgs
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the Committee’s terms:of reference. In the: discussion- that follows, it has been
assumed that a national superannuation: scheme: will not be introduced in the
foreseeable future; bearing in mind the-Government’s rejection, in July 1979, of
the Hancock Committee’s recommendation.: .+ vt s s

20.84 Similarly, it is not believed that questions regarding the ‘adequacy of
benefits:under private or government superannuation schemes.are matters for this
20.85 Finally, issues relating specifically to superannuation schemes for
government employees: are not considered: in::this chapter as no prudential
questions-appear-to-arise: (Of course, some of the more general comments — €.g.
in respect of disclosure — have application in respect of these schemes.) -
20.86 Superannuation. funds sponsored by private employers are of two basic
types: e R O O S
© accumulation schemes (also known as allocated funds), where employers and
“ % (usially) mémbers contribute on a regular basis to fund members’ retirement
benefits'and where each member’s entitlement is ‘ultimately represented by
the accumulation of those contributions, together with the investment income
- earned therefrom:-and 00 T T T s S
®  benefit pronise schemes (also known as unallocated funds), where the
" retirement benefit is related not to contributions but to pre-retirement salary.
“'If required by the employer, a member contributes to the fund at a specified
rate in the same way as with allocated funds. However, employer contributions
- may be adjusted'periodically; usually after actuarial investigation,'to determine
.. the: appropriate rate of contribution necessary to cover the residual cost of
.. benefits . after . allowance has been  made : for. employee. -contributions,
- investmentincome and eXPEeNSes, -1 iiilo T T e i

20.87 A 1972 survey by the Department of Labour revealed that some two-thirds
of funds operated on the benefit promise principle and that there was a trend
toward this form of superannuation, particularly among larger schemes. No later
published data are available,. but.a survey in, 1977 by .the..Association of
Superannuation Funds of Australia (ASFA}) of its member [unds is understood
broadly to confirm that larger schemes predominantly operate on the benefit
promise principle. , EEREEEE
20.88:. Superannuation funds are generally managed in one of the following ways:
o Through direct: investment by ‘the ‘trustees  in particular - assets, e.g.
-:government ‘and other debt securities, equities and property. This' is often
- supplemented by:group life‘insurance to provide death and disability benefits;

‘such funds are generally referred to-as ‘self-administered’ funds.
e Through the purchase of individual policies fromlife offices.”

o By the payment of money tolife offices under deposit administration contracts.
The amount accurnulated may be guaranteed by the.life office or the trustees
..of a fund may nominate the proportions to be invested in different classes of
assets in’ which case their policy participates on a“day-to-day bdsis in any
““‘niovement in the capital-valiie of the assets backing the policy. In either case,
group life insurance is usually taken out.
e By the payment of money into pooled funds operated by institutions other than
“life offices. Gains and losses of the pooled funds are applied in the same
manner as:for-linked life poiicies, and group life insurance is usuaily taken out.
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20.89 A broad indication of the relative importance of the different approaches to
investing the assets of superannuation funds can-be gauged from the results of a
survey undertaken by ASFA in 1980. This indicated that 32% of its member funds
managed their own investments, 35% were invested through life offices and 33%
managed by banks, merchant banks or other professional.managers. The fact that
ASFA members tend to be larger funds suggests that the latter two figures may
considerably understate the position for all superannuation:funds. -

20.90° " As noted in the Interim Report {paragraph 5"127) the aSSets of public and
private superannuation funds increased from around 5% to 9% of the total assets of
financial institutions over the two decades to: 1970, and currently stand ‘at about
B%. As a result, they are'an important source of funds (especmlly equnty funds) for
business. — an issue:taken:up elsewhere in this Report i

B. CURRENT APPROACH TO REGULATION

20.91 Superannuation schemes operated by life offices are included in their
statutory funds; members and bereficiaries thus receive some: protection under
the Life. Insurance ‘Act:!®. With this exception;: such protection as is’ afforded
contributors' to-superannuation schemes is: by way: of requirements under the
Income - Tax “Assessment” Act and lhro'ug'h trust:deeds -and the  dctivities of
trustees.?’: Relevant details are outlined in Chapters'13 and 16 of ‘the Intenm
Report; however the following principal featuresshould be noted: ' :

@ . Any fund w1shlng to qualify for income tax .concessions has to satisfy various

: dlscretnonary tests imposed by the Commissioner of Taxation. The tests are

designed to ensure that the schemes do not merely constitute tax avoidance by

- the employers; they.are also designed to. ensure . that welfare. objectives are

. .achieved but without the untaxed.benefits to. employees  being excessive.
Prudential considerations tend to be of lesser importance. .

e The great majority of private superannuatlon funds are admlmstered by
. persons or Compames actmg as trustees:. the essentldl nature of private
“superannuation schemes is the setting’ ‘aside’ of money in'a trust fund which is
administered by trustees for the benefit of members. Trustees are usually
appointed pursuant to the terms of the trust deed?! and frequently include one

or more dlrectors of the empioymg compames and employee representalwes

LI -Whlie the powers of the trustees may be su bJBCt to the. requirements of state
- trustee: legislation, in ‘practice superannuation funds:usually:have their own
-trust deeds. These commonly exclude the mvestment restrictions’ imposed by
state Trustee Acts and are usually drawn in such a way as to. g:ve the trustees

19.. Members‘- inierests are prolecled io lhe_exleni that the Lile lnsuranee Commissioner. can take
cerlain action in the event that a life office is unlikely to meet its liabilities. However.. individual
- superannuation funds included in a life office’s statutory fund are not normaily supervised by the
Commissioner.;While the Commissiener requires each life office to:send:him:a list of *benefit
-promise’ lunds it administers, together with the actuarially calculated contribution. rate, he has no
- power -lo.require: that any, such rate .is. in. fact paid. — i.e.-he canno! ensure. that :funding
arrangemienis are appropriate to the benefit promised. This is a matter. for. the fund trustees. .
20 :In his 1980 report -the Life . Insurunce: Commissioner. reported an - increasing number of
: comphuan concerning:the management ol superznnuation schemes by lrustees, but noted that
- -the management of such schemes did not come under his jurisdiction:.:: :
21 . The terms and conditions of trust deeds vary. [rom empioyer to employer in lhlS dﬂd m.my other
respects. o
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fairly-wide discretionary powers. As well, the trustees are sometimes subject to
- direction by the employers-on particular matters. .. .. e :

C. ALTERNATIVE APPROACHES TO REGULATION .

20;92:_ vaérnmems:in'other--couﬁtries have generally chosen: not to rely’ solely
on self-regulation by superannuation funds but have sought to protect employees
through the imposition of: pfat it bt

(i), minimum requirements as:a pre-condition [or favourable tax treatment . —

o awith c'_ompliange}sqp_e:r_vis_ec_l_by the taxation authorities;: _ U

(i) tax-related requirements: as in: (i), but with compliance supervised by an

o ‘independent authority, or

(iii) prescribed minimum prudential standards (unrelated to the tax treatment of
superannuation funds), compliance with those standards being supervised by
an independent authority. | |

20.93 - The first:approach is that followed: in Australia and, in part; in the United
Kingdom. In the United Kingdom, to-secure tax relief, a scheme must.be approved
by: the..Department. of Inland. Revenue.: The conditions. of - approval .include
requirements. that the fund be. gstablished - under irrevocable-trust, .that. its sole
purpose be the provision of ‘benefits to employees and their dependants, that the
employer contributes to the.scheme.and that.benefit.provisions be observed. ..’

20.94  In‘the United Kingdomithe second-approach also applies to @ large number
of schermnes which have contracted out of the earnings-related benefits provided by
the G overnment under the Social Security Pensions ‘Act-1975: These schemes
have 'to be dpproved by the ‘Occupational ‘Pensions ‘Board (as well"as by the
Depariment of Inland Revenue). Thie: Occupational Pensions Board is primarily
responsible for the preservation of benefits legislation’ and other contracting-out
T_EQUiIEmentS.'- e e . L . e o e e -

20.95" The second approach is also used in Canada, New Zealand and the United
States. The third apgroacl‘i___i_s__u_s_ed in W_c_jst_'gér_mapy.??'_ o S

22 In Canada, Federal und some Provincial lepislution provides for the registration of
.+ sUperannuation schemes by:a Pensions Bourd. :To qualify fos tax concessions, 4 superannuation
".«;.scheme must be:registered: with the: Department of National:Revenue; which will.only register
..schemes registered with Pension Board or which conform-1a the investment requirements ol the
'_"'fn_:lé__\"'u'm'__F_ed'er_al_legis_Ia_t_ion_J- i Arc o ne & e AR

S n New- Zealgnd, upproval Tor fivourdble taXation™ tredtmeérnt is o responsibility” of the
Government Actuary. Regulations made under the Superannuation Schemes Act 1976 lay down
statutory criteria to be observed us a condition of approval by the Actuiry. The Regulations set

-+ down-various reguirements; including a range ol muterial that must-be incorporatediin’ the trust

cdeed, veeienid perhEeR R e A e S e L o e
- In-the United: States; superannuation - funds: must- meet & range of:requirements  under the

:Employee Retirement Income Security: Act-to gualify- for:tax concessions’ Responsibility-for the

.-controt: of occupational 'superannuation :is divided between the Treasury, the Department of

*: Labor and:a:Pension. Benefit. Guaranty Corporation; Sanctions;: including: liability for: special

- excise {axes,apply ilcertain rEqUITEMEN{S arg ROLMEL 5 7F /il sims s 2 e
2o Ine s West: Germanyy-pension funds: must be-approved ‘before they commence business, and are

i supervised and subject to requirements set'by a:Federal Supervisory-Office under the terms of the
Occupational Pension:Aci:-Pensions: must be insured against:loss-due to bankruptey ‘of the

i1 SPONSOTINg - company -unless.they are provided: through insurance company-funds-or-separate
‘pension funds. : SRR
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20.96 . It -should be :noted . that,. under - existing .arrangements.- in.. Australia,
members of superannuation funds, (other than non-unit-linked funds managed. by
life offices) appear: to ‘have only .a. minimum of protection:: against. possible
diminution in value of accumtlated funds: the trust deeds of most schemes permit
employers to discontinue contributions. Notwrthstandrng this, the securrty of
:beneﬁts of superannuants has not generally been a problem to dale '

20 97 The Hancock: Commrttee consrdered that comphance wrth specrﬁed
standards should be induced by the granting and withholding:of :tax: advantages.
This approach was favoured because it represented an extension of existing
arrangements,’ lent itself to ﬂexrbllrty, ‘avoided the use of miore cumbersome but
_possrbly less effective penal sanctions, and was more likely to gain acceptance
among those anvo!ved in ‘administration of superannuahon than more’ diréct
methods of control. Reinforcing this preference was greater certainty regarding the
scope of the; Commonwealth s, taxat;on power under the Constrtutron than:of :its
insurance power.* ; s e : :

20,98 The Hancock Commrttee I'B_]EC[ed the ‘idea of ‘the Commissioner of
Taxation -and Government “Actuary’ sharmg responslblhty for’ approvrng
superannuation schemes. It saw no justification for the ¢reation of a newauthority,
or for transferring responsibility. for superannuation-schemes: to.the Government
Actuary. Howeyver, it acknowledged that the latter might have been recommended
had there been a strong lndustry preference for such a course.

20.99. A]though the Hancock: Commrttee favoured a continuation: of the present
approach lo regu]ataon of superannuation: funds; itzadvecated .various.changes to
the:existing requirements of the Commissioner. of Taxation. [n: particular, it
proposed that the emphasis given hitherto to the.protection, of-the:revenue would
need to be modified, with equal weight. being given lo securing compirdnce with
‘certain minimum standards. It considered that the’ ‘Taxatlon Ofﬁce can and will
make the necessary adjustments in rts assumptrons u

20 100 The Cornmlttee does not share thrs vrew it doubts whether the
Commissioner of Taxation can reasonably be expected to be concerned about
prudentrai as. opposed to.revenue, consrderatrons partrcuiarly grven the empha51s
.placed by rnment on’ the Eatter - ' -

20.101 However whtle the Commlttee sees a need for greater prudenttai
.oversight of, superannuation funds, it does not. advocate an, approach to regulatlon
‘totally comparable to that of life offices. =~

+20.102 .One ‘alternative. considered: was: for tax. beneﬁts to be subject to the
registration (or approval) of superannuation. funds : by ‘the . Life -Insurance
Commissioner. This would involve regulatlon along the lines of approach (ii) in
paragraph 20.92 and is similar to that in New Zealand regrstratron would be subject
to the rneetrng of prescrlbed prudentta! cr;tena o .

20 103 Such an approach would:nat:be mconsrstent wrth the pr;ncrple of co-
regulation’ endorsed by the Cammittee in other chapters. On the contrary, the

21.. The.insurance power {(section 51 {(xiv}: of the Constitution} explicitly excepts state. insurance
. unless jit-extends beyond. the:limits of the-state concerned. Legal:advice received: by the Hancock
.Committee suggested thal some schemes-established under; state -legislation: would therefore
2.~ probably not full within the. Commonwealth’s insurance: power. - : :
24 Oecuparional Super‘armuanon in Awstralia, op. cit., p. 56, :
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Association:'of ‘Superannuation ‘Funds ‘of ‘Australia (ASFA) could be actively
involved-in ‘the. dévelopment of minimum -standards and:in* ' monitoring ‘their
adequacy: As weEI there could beacontmunng, and p0551bly strengthened role for
trustees. Wizt

20.104 However whlle such an approach has its. attractrons the Comrmttee does
not see any need to increase the overall level of ongoing government regulation
‘and supervision:in:order-to ach1eve the desrred level of protectron for members of
-superannuatron funds. R : LN

20, 105 The Commrttee has noted that there may be constitutional dlfﬁcuines in
'regulatrng superannuatron ‘funds other than by way of the taxation .power, It
therefore favours an approach to regulatton involving the. taxation power and the
use. of audltors to. ensure m1nrmum prudentta! requrrements are met

20 106 “This ‘assumes, of course, that ‘some :tax -concessions conttnue to be
available to’superannuation funds or their contributors. (In Chapter-15the
Committee recommends the adoption of a new basis for taxing superannuation
funds, with any desired concession being provtded through an addttlonai tax rebate
on tndlvlduais contrtbutlons 10, superannuatton schemes )

20.107 Accordmgty, the Commlttee recommends that: -

'(a) ‘Only “contributions to an approved’ superannuatlon fund should be
rebateable (or deductibie) for income tax purposes.zé

() An: approved‘ fund. would be one that met certain minimum' prudential

* . requirements. These should be set (and reviewed regularly) by the Life
‘Insurance Commissioner (who would not, however, have any ongomg
: super\'lsory responsrbtlltles) ' : B

(¢) ‘The ‘requirements ~ should he mcorporated m the trust deeds of
e “superannuatron funds.._ '

(d):  The auditor for each superannuatlon fund should provlde the fund w1th a
SR certlﬁcate eaeh year conﬁrmmg that the mlmmum requlrements have been
- met. :

'(é) “The superannuatmn ‘fund should ladge this, certtﬁeate with its annual tax
return; this would prov1de the basis for rehateablllty (or deductlhrllty) of
:contnhutmns.. Lo . fo A ;

20.108° The Comm:ttee beheves that such an approach wouid have several
advantages. It would:- :

@ permlt a‘reduced. role for: the Taxatton Ofﬁce in the oversrght of observance of
mmlmum prudentlal standards :

‘e make use of the expertence and expertlse of the L1fe Insurance Commtssroner
" but without adding to his ongoing supervisory respon51b111tles in_turn; this
would ensure that regulation of all superannuation funds mcludmg those

: operated by life ofﬁces :was on a con51stent basts and :

25 in New Zealand many of the requirements for approval by the Government Actuary comprise
o proad’ requlrements ‘a5 to what ‘should beincluded: in trust deeds. I such an approach were
pursued in” Australia, trustees; auditors and {where dpproprldte) actuaries would have particular
s responstbrlrtlcs for the observance of those standards.: 7
26 If no tax concessions aré offéred to contrlbulors, the Governmem mrght need tu :unsrder
al!ernanve legislative action.
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@ .avoid a dispersion of regulatory responstblitty between dlfferent government
.authorities. - iy . g : R

20.109 In the above discussion the Committee has not 'sought to distinguish
between unds contributed by members-and employers and those contributed only
by employers; as the beneficiaries need protect:on in both cases.?’ As well, while
contributors to public funds are unlikely to be ‘at risk’, public superannuation
funds should be required to.abide by the same standards s0. that beneﬁcrarles are
treated ona neutral basis.. . S .

20.110° The Committee does not seek in thls chapter to outhne all the various
standards and disciplines:that might be required. However,’ it-.comments on some
of the specific problems arising out of the existing arrangements, and potnts to the
dlrection of change that is consldered desrrable

D SPECIFIC PROPOSALS FOR CHANGE

20 111 There are a number of areas where contrlbutors to superannuatlon funds
do not appear: to' be adequately protected. Aithough most:of these have already
been considered by the: Hancock: Committee, it:is beheved to be also necessary to
deal briefly with them i in this report : : :

(a) Employers Commltment and Fundmg Standards _

-(1) C'omphance with Actuarial Recommendatrons

20.112 -As-indicated ‘in paragraph” 20. 86, actuarial’ 1nvestrgat1ons of beneﬁt
promise  schemes are undertaken from ‘time ‘to time, "with the actuary
recommending a rate’ of contribution by the empioyer necessary to ensure that the
accrued benefits are being fully funded RRERE

20.113 However, while the actuary is requlred to adv:se the trustees on the
appropriate level of contributions for each scheme, havmg regard to the benefits
promised, responsrbthty for seeing: that the scheme is adequately funded often
rests with the trustee$ and, subject to the terms and condmons of the relevant trust
deed somettmes w1th the employer ' :

20 14 The Hancock Comm:ttee rndrcated it was not aware of any wrdespread
failure by employers to comply with actuarial recommendattons Nevertheless it
thought it appropriate to make approval of a benefit promise scheme by the
Taxation® Commlssmner sub_lect to the: receipt of an undertakmg by the trustee
that: e

® benefits would be funded by a policy effected w;th a hfe tnsurance company, or
o the employer’s contributiorn rate would be reviewed by an’actuary at intervals

““riot'éxceeding three years; with the employer bemg requlred to contrlbute ata
rate certified by the‘actuary as appropriate.-

20,115 The Committee does not favour such a proposal. In the case of benefit
promise schemes the employer should be free to determine -the:level:of
contribution and benefit he feels is appropriate, subject, of course, to.compliance

27 !t is recognlsed however that’ prudentlal sa!‘eguards are 1ess necessary where thc owners or
“-partners ol the firm are’ the' sole’ contributors  ‘and * beneficiaries. The comments and
recommendations in this chupter do not generally apply to such-lunds:
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with the trust deed. The imposition of requirements on employers as to minimum
funding standards is likely to inhibit them [rom providing superannuation,
_especrally of the beneﬂt promrse krnd . .

20: 116 dtis belleved to be. essentlal however that members should be aware of
the level of funding. by employers and the relatronship of that fundmg to promtsed
or.indicated: beneﬁts s R : :

20 117 Accordlngiy, the “Committee recommends that ‘a8 a condltzon ‘of
quaIrﬁcatmn as an ‘approved’ fund, the trust deeds of superannuatmn schemes
:should require that members:be kept regularly informed of the level of funding
‘in:reiation.to the obligations of employers under trust deeds...... ;- .o

(it} Discontinuation of Emplover Contributions

20. 118 Employers are permitted under the trust deeds of most superannuation
schemes to discontinue their contribitions, subject.to giving:prescribed notice. As
both members and employers contribute to accumulation schemes on a regular
‘basis, members will still receive the: entitlements which have accrued to that time if
'employers take : such ~action.. However, " the :IHancock Committee - has drawn
-attention to the fact that; in:the case of many:-benefit promise schemes; employers
are not required to make up any shortfali that exists at the:time notice-is given so as
to secure members’. accrued benefits. Employers may simply terminate
contrtbutlons leavmg the members of such schemes to bear any deficiency.

20 119 Employers should not, of course;-be requ1red to' continue schemes that
become :.too.-onerous:.-However, while benefits_associated with. future service
should be revocable rt is belleved that the same rtght should not apply in respect.of
‘benefits accrued. in .respect. of: previous service, except: where the. trust. deed so
provides..So long as the rights of employers.and employees are clearly defined; it.is
not belreved that any actton by government 1s requtred

_20 120 It is possrble that an empioyer wrll be unable to meet all. accrued
.entrtlemertts because: of, msolvency :In: the. Umted___St_a_tes a. Pension Benefit
Guaranty:: Corporatton seeks .to .overcome . this: problem. by - provzdmg -plan
termination insurance on 4 compulsory basis for. allocated fund-type- schemes.
However,. the. Hancock Committee rejected the establishment of such a body in
“Alistralia” because of the undesrrable level of mterventron that thls would

-'mtroduce

__'20 121 "The Commrttee belreves lt would be mconStstent wrth the genera[
‘approach’ outhned m Chapter 18 for the Government to establish such an
_authorlty ' . o .

.20, 122 In the lrght of the above the Commtttee recommends that heneﬁts
.accrued in. superannuanon schemes in. respect of previous service should not be
revocable by the employer, except where the trust deed so provides. .

: (h) Asset Restrlctlons

“20:123 “The -Committee “has already dtSCUSSE:d the possrble apphcatron of
restrictions on’ specific life office investments and recommended against them,
.aIthough it suggested that, for the purpose of calculat:ng the solvency test, the
.value.of any individual mvestment should be taken mto account only to the extent
of 5% of a life office’s assets. R : T PR
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20.124 - The Hancock Committee recommended: that no attempt be made ‘to
regulate -the investment:decisions of:trustees-and: fund managers.  While: the
Committee is not-generally in-favour of investment:prohibitions; it:is concerned
that the security of members’ benefits may be impaired if the value: of any
individual investment comprises an undue proportson of the assets.of a
'superannuauon fund This is consistent wrth the vrew expressed in respect of life
and general msurance companies.

2(] 125 Accordrngly, itis recommended that in order to qualify as an approved
fund:

(a) A superannuation. fund (other than one administered by a.life office or
_other. pooled. fund) should be required.to restrict its: mvestment in any

.- single asset to-not. more: than 5% of the total assets. of the. fund?8, both
.o values:to. be. current market values..A pooled fund should be requlred to
__observe the same constraint in respect of its overall. portfolio.?? - fn

(b) - Where:the-value of an individual investment exceeds this ﬁgure (arrsmg,
.1 for example, from the revaluation of an asset-or:a:change in the'market
- 'valuation of an investment); the fund should be permltted twelve months

to reduce its holding to the 5% level. : ;

(d) Where any of a fund’s investments exceed.the 5% limit at the time these
arrangements are 1mplernented a transntronal perlod of three years should
he permrtted '

_20 126 Submrssrons have drawn attentron to one area where the securrty of
members’ benefits may be seriocusly impaired in the absence of spec;ﬁc limitations,

namely investment in the employer’s business. Among the arguments put forward
for imposing restrictions on such investments are that: :

o - :if the company:fails, the employees could Eose therr superannuatlon beneﬁts as
- ~-well as.their jobs;: = . . :

the 1nvestment may not be at! arm K length’

o the domrnant motrve for establlshmg and marntarnmg the re[evant schemes
may be to reduce the company’s taxation and improve its quurd;ty rather than
to provide benefits to the company s employees upon retlrement

20 127 The magnrtude of this problem 1s not clear but it would appear to arrse
more partrcularly with_the smaller;. private. companles ‘While no statlstlcal
evidence is available, ASFA has suggested that such arrangements have been
mcreasrngly used in recent years as a méthod of ﬁnancrng such, smali busrnesses
ASFA endorsed the view of the Hancock Committee that no.more than 10% of the
assels of a fund, measured in book values, should consist of equities.in or loans to
the employer’s business unless the investment asset 1s so secured that rts va]ue is
not dependent upon'the employer’s survival.}l = =

28 A ‘single asset” will need to be defined to include  fefated ‘invesimenits. 1{ 4§ desirable that

.. :.investments which constitute singie exposure should be aggregated. .

29 'This recommendation i§ concerned primarily with investmenis in any single company or prDjECl
(or related group of companies or projects). 1T 5 not” intended that holdings of government
securities and debt claims on banks and authorised dealers shou]d be mcluded m the 5%
requirement.

30 The growth of the Mund itself should facilitate o comlortuble adjustment WIthln this ume I'rame

3t Occupational Superannuation in Australia,-op. cit.;.p. 105. : RN i
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20.128 . In line with the recommendation in-paragraph 20.125, the Committee
further: recommends that. in-general, not more than 5% of the assets.of a
superannuation: fund should consist of an mvestment (equlty and/or. ]oans) in

the employer 5 husmess.3_2.

':20 129 To the extent that employers have turned to their superannuat:on funds
as ‘an important source of finance, it would clearly not’be in the interests of
members to require repayment over the short term; this could well precipitate
:collapses if: such loans could .not be reﬁnanced elswehere at acceptable rates of
interest .

'20 130 Whereas the: Comm;ttee ‘has" advocated that superannuatron funds be
‘given three years'in'which to reduce’ their investmients in’any one:company or
project to'the 5% ceiling, it believes that; to enable employers to rearrange their
financing, a longer transitional period should be permitted, befare the 5% ceiling
is applied, than‘is proposed in respect of otheriinvestments. This might be as long
as ten years where the investment is at present, say, 25%; with the discipline being
progressively, applied in-accordance with a prescribed, but not inflexible, formula.
The natural.growth of the fund should generally ensure that this: requlrement does
not impose an unreasonable burden on affected employers.: ;

ey Dlsciosure and Accountablilty

20.131 The Committee attaches considerable rmportance to the mamtenance of
close communications between the trustees of a fund and its members. It beheves
that, to'a certain- degree d1sciosure by superannuauon funds can serve as a
substrtute for reguiauon S :

(i) Reportmg Requrrements

20.132. . There are no specific requrrernents for superannuauon funds to report
regularly to their members {(other than those imposed by their trust deeds) or to
any government authority. The only reporting requirement is under the Income
Tax Assessment Act, where notice in writing of the existence of ernpioyees and
dependants rlghts rnust be grven to an empioyee when contrrbut:ons are made for
ihe first tlme ' : .

20. 133 The Hancock Cornm:ttee concluded that whale the day to- day operatron
of superannuation funds must be left to trustees and administrators, their actions
should be open to informed scrutiny. Specifically, it recommended the adoptron of
proposals made in" 1975 by the Occupational Pensions Board in the United
Kingdom, regarding disclosure by funds.3! Under these arrangements the trustees
or managers would be’ required to prepare annual reports to be made avaliable on
request to rnembers and beneﬁclarles comprlsmg B

_(l) ‘the funds’s annual accounts together with.a report on the accounts by a
‘professionally qualified auditor; .

(i) the investments of the fund;
(iii} actuarial statements {in the case of benefit promise funds) prepared at the
... . mMost recent valuauon showing;. .

__.' ~ the extent to which'accrued benefits would be secured on the lmmedrate
discontmuance of the scheme;, and .

32::-But:see footnote 27. v :
33 Occupational Superannuation fn Ausrmlm op. crt pp. 105-6.
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@ the rate of contribution recommended by the actuary, the basis used in
. making the recommendation and the level of funding which it was
.. intended to achieve.

20.134  The Hancock Committee recommended that the annual report for an
accumulation’scheme should also include: o

0__ statements ofthe methods used il valuing members mterests m the fund and
he accumulated benefits of each member..

20.135 For ‘schemes where contributions are used to buy mdwrdual life
insurance pohcres the Hancock Committee recommended that the trustees be
requ;red to give each member annuai statements of the sums assured and bonuses
in force.”

20.136 The Wilson Committee also saw disclosure as preferable to sta_tut_ory
controls, It'proposed that there should be a ‘clear and systematic™ statement of the
legal duties and obligations of employers, trustees and their advisers and that ‘it
should ‘be made easier for' members and  their representafives t¢ monitor a
scheme’s management and solvency. It recommended that there should be a clear
statutory obligation on trustees to make regular disclosures to members.

20.137 The Committee accepts, in principle, the need for improved disclosure to
members of superannuation funds. It notes that ASFA has published' minimum
reporting  standards for superannuation funds.* ‘These ' broadly [lollow the
recommendations of the majority: of the Hancock Committeé and require, for
example, that::

@ - the annual report ofa superannuatlon scheme should comprlse reports by the
trustees:and-the actuary {where approprrdte) as well as financial accounts and
-an auditor’s report;, :

@ ‘members should be pr0v1ded with ‘an’ abbrevrated report containing

information on the financial position of the scheme 'expressedin a simple and

_ strarghtforwurd manner; the report should include a table of investments of
. various types, at market value; and . : . -

o members should have access to a copy of the full report if they wrsh and be
provided annually with a statement of accumulated contributionsand beneﬁts

20.138 However, there is no compulsion on ASFA members or other
superarinuation funds to adopt these reporting standards as normal practice. It is of
concern that the fundsleast likely to conform to the standards may well be those
where there is greatest need for members to be aware of their funds’ operatzons

20.139  Accordingly, the Committee recommends that observance hy funds of
reporting standards, along the lines of those advocated by, the Association of
Superannuatmn Funds of Australla, should be made a condltmn of quahﬁcation
as an approved’ fund.> : A B _

34 .S'uperarmuarron Scheme Practice and Reporting in. Australia, the Assoc:dt:on of Supemnnuanon
-+ Funds of Australin, Booklet-No. 10, -December 1979.
35 . The AFSA suggestion that the annual accounts should disclose det.nls oi investments in any one
organisation which, in aggregate, exceed 5% ol the fund’s assets would; of course, be unnecessary
if the recommendation at paragraph 20.128 is adopted.. ; . .
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(i) Participation of Members.

20:140 " A related issue which the Committee believes warrants consideration is
the participation of members in‘the running of their superannuation funds. The
trustees of a.fund are usually, but not always, chosen [rom the management of an
employing company or its directors, and are sometimes subject.to. direction by the
employing company on particular matters. Representatton of members (other than
managers) in fund management does not appear to be widespread. Of 703 schemes
surveyed by the Department of Labour in-1972; only 118 (or 17%) made provision
for non-managerial representation. Members elected some or all trustees in 70% of
such schemes with the firm’ s management appointing at least one non- managertal
employee as a trustee in the remamder The 1977 ASFA survey indicated that 35%
of its members made provision for employee participation in the management of
schemes 36

20 141 In a report published. in 1975 the UK Occupatronal Pensnons Board
advocated. the direct participation by member representatives.’’. The Wilson
Committee also favoured the idea.and prOposed that the membershlp of governing
bodies of funds above a minimum practical size be composed, in equal numbers, of
company appointees. on. the. one hand and of members and pensioners on the
other.38

20. 142 The Hancock Comm:ttee thought that empioyees couid contnbute
usefuily to decisions taken by trustees on various matters, but feit that legislation
to make member participation obligatory would be premature. .

20,143 The Commtttee believes it would minimise potential conﬂlcts of interest
and strengthen the independence of trustees if one or more employees, including
(but not:only) management, were to- become trustees of superannuation funds. It
couid also be expected to lead to funds being administered: more clearly in the
interests of members, and an improvement in communications between scheme
admmlstrators and members : : :

20.144 Accord_tngly,- the' 'Committee' ‘recommends’ 'that ‘a condition of
qualification as an ‘approved’ fund should be that the trust deed provide for the
annual election of at least one representatlve of non- management employee
members as a trustee of the fund. : : o

III GENERAL INSURANCE COMPANIES
A. BACKGROUND

20.145 The: general rationale ‘for government regulatton of general insurance
companies is consumer protection: those seeking insurance cover would generally
find it difficult to make reliable comparisons of the financial position of insurers.
Chapter 16 of the. Interim Report sets out the main features of the current
approach to regulation of general insurance companies.

36+ The:higher proportion probably reflects the lact that‘larger funds tend to provide for employee
participation to a greater degree than small funds; with the former predominating within ASFA.

37+ Solvency, Disclosure of  Information: and Member Participation in Occupational: Pension Schemes,

£2:7-Report of the Qccupational Pensions Board, Cmnd 5904, HMSO, -London, 1975.

38 Report of the Committee Yo Review the: Funcrioning of Financial [nstinutions, op. citi, p. 325.°
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20.146 ' Without attemptlng an exhaustive coverage of the topic, the Commitiee
has focused on three broad issues regarding the ‘prudential regulatlon of general
insurers:

e the adequacy of the [nsurance Act 1973 as it applies to general insurers;

e the lack of a uniform, consistent approach to regulation of insurance
companies by the Commonwealth and the States;

© the appropriate method of regulating mortgage msurers._

B. 'ADEQUACY OF THE INSURANCE ACT

(a) Approach to Regulation

20.147 The Insurance Commissioner has expressed concern that premlum rates
are being set at levels which do not reflect sound underwriting practice and that, if
this were. to continue, the consequences for insurers and policyholders could be
serious, particularly if there should be any srgmﬁcant natural disasters or a decline
mmvestmentyletds b HICarii faitia Bisdatt g Getdiis

20.148 The Treasury belleves that mcreased dlsclosure of data prowded under
the Insurance Act would facilitate caveat empior, and encourage companies with
higher standards to publicise the fact, using it as a competitive weapon. Such action
would lessen -the need for increased government regulation. .

20,149 The failure of one, or ‘even several, general insurance’ companies is
unlikely to cause ‘widespread financial distress or thredten the stability of the
industry to the same extent as the failure of one or more life insurance companies;
the ‘need for ‘extensive regulatron is accordmgly diminished. However, the
Committee is conscious that some of those with claims outstanding at the time an
insurance company. fails may well experience severe financial- hardshlp Thus,
there is clearly a case for some. government regulation. . S

20.150 Possible amendments canvassed’ in a Treasury Paper circulated to the
insurance industry in fate 1978 included an increase in the minimum’ paid-up
caprta! required of an authorised insurer from $200 (00 to $500 000 and an
increase in the solvency margin so that the excess of an authorised insurer’s assets
over liabilities should not be less than $1 mililion ($100 000 at presert) or'a
specified percentage of premium income (e g 20% compared with 15% at present)
whichever. is the greater. : . : : .

20.151 The following table provrdes an outline of the pOSlthﬂ of generaE
lnsurance compames m relatlon to Ehe solvem:y margm

20. 152 It is. clear that there has. been a srgmﬁcant rmprovement in: the solvency
margins of  insurance: companies: generally since - 1975-76. Compames with
solvency margins in excess of 30% accounted for.84% of the premium-income of
direct underwriters in the private sector in 1978-79 compared with only 22, 3% in
1975~76. e : : o : .

20.153 Notwithstanding this improvement, the Committee endorses the
suggestion that the minimum paid-up capital and the solvency margin of
general insurers should be increased along the lines indicated, as it believes the
present requirements may be inadequate to enahie the. Insurance Commlssmner
to achieve the objectives of the Insurance Act. -
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TABLE 20.3: DISTRIBUTION OF SOLVENCY MARGINS OF DIRECT UNDERWRITERS IN
. THE PRIVATE SECTOR

Percontage of total
premium income

Ninber of companies in each category o Writien in each
LR ViR : ol : S ) B s caregory
Solvericy margin JOTE-T6 - 1976-77 . [97F-78 197879 197576 197879
Less than 15% orless than ~ :
%100 000 {a) . - 3 5 4 5(b} 3.7 1.0(b)
Statutory:minimum
(5100 0om 65 52 53 52 0.7 0.4
15-20% 32 RN T B.. 6. 338..- 50
20-25% 21 SR B 4 14.1 2.8
25-30% 19 14 10 254 0.7
30-40% 14 23 57712 18:1 181
o A0750% s S TR INUECERPRPS § DN I 16 . - L8 171
.-_50-'100% o oy e 3R 4 0.4 . 449
) _Over 100% . o o T 6 7 13 1.0 39
Tatalici: oo vl e 1690 . 139~ 160- - 161 21000 - FOCLO

(a) The figures in this row include companies that did not meet the minimum sovency redunremedls F:bdres for
. the years 1975776 10.1977-78 only.include companies that had o solvency margin of less than 15%.
(b} Four nt’ these cnmp.\n;eh subsequcmly comphed with the solvenn:y mdrhm reqmremenls

Snun:e Annual !{eporl ol’%hc Il‘thll‘dllCC Comm:ssmner. 1979"”8[]

20 154 In coming to T.hlS view, the Commlttee is conscious: that in'the event of a
51gn1ﬁcant underwriting loss {e.g. as a result of a natural dlSdStGI’) a 15% solvency
margin may. not prowde sufficient protection against msoivency In practice, it
would expect that insurers. would seek to maintain a solvency margin well in excess
of the required level if they are to be certain of maintaining an adequate margin in
the evem ofa major. d:sturbance w1thm the mdustry

20:155 - However; care needs to be taken in requiring adherence toa solvency
margin. An increase in premmms -which ‘might be necessary for: the: future
v1ab1hty of an insurer, will in fact reduce its solvency margm because of the way
this is calculated 39 Thus if an insurer is close to the minimum solvency margin, it
may. in fact be. discouraged from. increasing. its premiums in case it breaches the
solvency requiréments. This highlights the desirability of d;slmgu:shmg between a
fall in the ratio that is caused by underwrmng losses and one that reflects remedial
acnon m the form of mcreased premtum rates

20.156 In coming to the view expressed above the Committee has only looked
at_the implications of the amendments for the stability of the industry and the
interests of policyholders in the light of the present objectives of the Insurance
Act; it has not, for example, considered what impact they might have on the
structure of the industry or on the level of Australian ownership and controlin the
industry;: If. it were: true ‘that many: small. Australian-owned: insurers would. be
adversely affected (as has been alleged);, a:short-term conflict might arise between
efficiency and other -government objectives. However, such:a conflict may, to a
degree, be mitigated by a phasmg—m period.

39 17 iis o result of an Underwriting loss, in insurdnée company’s solvency margin is only 20% and it
“then seeks'to rectily the situation by increasing its premiums by 25%, its solvency margin will fali
to 16% (2%/,45) until such time as its.increased:profitability is reflected in increased reserves, . -
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20.157 It has.been suggested by one section of the insurance industry that long-
term. siability. in the industry could best be achieved: by allowing a degree of self-
regulation of premium rates — a practice not permitted.under the Trade Practices
Act. The Committee does not support this suggestion, even if rates were to be set
after. consultation with the Insurance.Commissioner and he were to monitor
pricing practices to protect the public interest. . : : :

20.158 The Committee believes that, on efficiency grounds, sélf-regulation of
premium rates should not be given special exemption from the Trade Practices
Act. In any event, such action would set an unfortunate precedent for other
industries.

20.159 Consistent with the views expressed in Chapter. 18, the Committee
considers that insurers, like other intermediaries, should not be preciuded from
failing. This points’ to the need for greater risk-awareness on the part of
policyholders. At the same time, the Commissioner has a responsnbaltty to take
prompt action to ensure that the failure of general insurers does not generate a loss
of public ‘confidence in the industry as a whole. On the latter quesnon the
Committee notes the criticism by the liquidator of one insurance company
concerning the inability of the Insurance Commissioner to take immediate action
{0 investigate the affairs of an insurance company.f® . . .. : SR

20.160 1n the light of these considerations, and recogmsmg that the Insurance
Commissioner has 1mp1emented an early warning system to ensure that doubtful
situations concerning an insurer’s financial condition are brought to.notice at the
earliest.possible time, the Committee's views can be summed up as follows:

©  the’' objectives of stability and - industry rationalisation would - best: he
" achieved by encouraging increased: dlsclosure hy msurers and greater nsk
awareness among the insured; T

@ greater risk awareness might be promoted if insurers that observe high
prudential standards were. to. publicise this fact and if information were
. included in policy documents: on- the: rele’ and- responsihilities of the
Insurance  Commissioner, -.similar. to . that. which. the Committee has
propo)sed in respect of the Liie Insurance Commlsswner (see paragraph
20.51 ' SR :

o consuleratlon should be | glven to amendlng the Insurance Act to.enable the

" Commissioner to take prompt action to facliltate the qmck exzt from the

industry of failing insurance companles — .50. as_to minimise losses to
policyholders and avoid adverse eﬂ'ects on puhhc confidence.

20.161 The Law Reform Comnnss;on has suggested a ‘safety net for
policyholders along the lines of the policyholders protection arrangements.in the
United Kingdom. 41 Broadly speaking, these involve arrangements similar to
deposits -insurance, with- a government-established. solvency ‘pool’ funded by
levies on insurers, from which policyholders® claims would be met in:the event of
the: failure - of an insurance company. The arguments made against similar
proposals in respect ol fife insurance (see paragraphs 20: 40—42) apply equaily in
the case of general insurance companies. .

40 The proced‘ures ‘which most be followed by the’ Insumnce Comrmss:oner dre outlmed in
paragraphs 16.71=74 ol the Interim Report. -
41 fnsurance Contracts, Law Relorm Commission Dlscussmn Pdper No. 7, Qctober 1978 p. 16, -
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20.162 ‘As with life offices, however, the Committee sees no reason why general
insurance companies ‘wishing'to establish some form of post-insolvency guarantee
arrangement to meet insurance claims against an insolvent insurer should not do
so; provided it is organised by the industry itself. Such an arrangement might well
enable the Government to reduce the overall level of regulation. Whether the
potential benefits {including the lesser costs of complying with the requirements of
the Insurance Act) outweigh the costs would, of course, have to be assessed by the
industry.- ‘However, the experience of the American Insurance Guarantee
Assocrauon suggests that the direct costs would be very small.

(b) Asset Restrictions ~

20. 163 "The financial relatlonshrps between insurance compantes and insurance
brokers bear substanttally on the stability of the former. The Insurance
Cornmrss1oner has noted that some Austrahan insurers are owed such substantial
amounts by some individual brokers that the failure of even one such broker
would almost certainly result in. the hqurdatlon of the insurers.

20; 164 In Part IV of this chapter the’ Committee considers the need for
government regulanon of insurance brokers.: It now- turns to- consider whether
some tightening in the prudential requirements of insurers is necessary to.limit
the:r exposure to the failure of insurance brokers ‘and the form this might take

20.165: It'is common practlce for insurance companies not to requtre brokers {0
pass on' to them premium income at the time it is received. Thus; in addition to
commission income;. brokers are able to. invest funds for a:period,. which. in the
normal course. of: events would: be passed on.to insurers.: The Treasurer has
foreshadowed a possible amendment to the Insurance Act to-circumscribe this
practrce :

20,166 - The Commrttee understands that in the context of the present hlghly
competttrve insurance: environment;' there- las: been pressure’ on “insurance
cornpanles to extend the pertod hrokers are permltted 10 hoid premrum 1ncome

20.167 The retentton of 1 premtums by brokers and 1nvestment of these funds on
their own account is clearly not in the best interests of policyholders or insurers.
The lack of clarlty in legal relattonshlps between insurets and brokers. also ‘means
that the hablllty ofa policyholder where a broker has not passed on prenuums to an
insurer'is unclear m the event of that broker faaltng

20.168 One poss1ble course of action is to require brokers to hold such funds in
trust accounts. As dtscussed in Part IV of this chapter, the Comrmttee supports the
deveIOpment of co- regulauon in respect of such matters o

20. 169 However this may not be: enough Under the Insurance Act unpard
premiums do not; at present, count as an asset for solvency purposes if they
‘become due more than twelve months prevrousiy, the Insurance Comrmissioner’s
approval is required before-unpaid: premiums: which  become due more than six
months (but not more than twelve months). previously: are -admissible.

20.170 For the reasons outlined above, the Committee believes this limitation
should be replaced by a more stringent requirement.  Accordingly, it is
recommended that premiums should not count as an asset [or solvency purposes
under the Insurance Act where they are unpa:d three months after becommg
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20.171 The Treasury paper circulated to-the insurance industry in late 1978 also
raised the possibility of limitations on the investments of insurance companies.
This reflected concern that some companies have invested in certain areas,
particularly real estate, to an extent that the liquidity and financial stability of the
insurers could be threatened. It was suggested that:

(i) for the purpose of determining ‘required assets’, investmeénts in the
following classes that exceed in value the 'specified percentage of required
assets should not be allowed:
® any single rtem of real estate: 5%

) real estate in aggregate 15%

e debts secured by registered first mortgage on real estate: vatued at more
than the amount of the debts, in aggregate: 15% : :

(ii) companies should be granted a reasonable transition period within which to
- comply with the proposed requirements. . . o

20.172 In its discussion of the regulation of life insurance ‘companies and
superannuation funds earlier in this chapter, the Committee empha51sed the
desirability of spreading investments. While, in the case of gerieral insurance
companies, official concern is confined to real estate, the Committee believes that
— as a general.principle — all .such companies should maintain. a. diversified
investment portfolio. There is a partrcular need to avoid a concentration of
‘upstream’ investments in parent or holding companies or with associated persons,
where the activities of the parent ete. may not be 1n the best mterests of
potrcyholders

20,173 Havmg regard to these arguments and those expressed in the drscussron
of life-insurance, the Committee: recommends that: - :

(a) For the purposes of calculating the solvency test, the value of any
.. -individual: asset (including related assets) should be: taken into account
.onlyup to 5% of an insurance company s total assets.42: o

(b) Where the value’ of an’individual asset exceeds this figure (arising, for
example, from an asset revaluation or change'in the market valuation of
an investment), an insurance company should be exempt for twelve
months from the applicable solvency margm dlSClplll’lE in respect of that
asset. 3 L .

(¢) Where any of an insurance cempany s 'as'set's exceed the 5% iimit at the
time these arrangements are lmpiemented an exempt period of three years
should be permltted C .

2{l 174 ' Consistent 'with ‘its’ view in respect of- lrfe insurance’ ‘companies (see
paragra_p_h 20:28), the Committee does not propose any _hrnrtatlons on: partscnlar

42 *'This recommenddtmn is cancerned primarily with 1nvestments in dny smgle compdny ‘or project
“"{or relited group ofeompun:es or projects}. So as not-to discriminite againist'smaller insurance
companies, the value of an insurance company’s own office building: might be excluded {or
accepted up to a higher percentage for the purpose of meeting the solvency test). It is not intended
that holdings ol government securities and debt claims on banks and authorised dealers should be
subject to this test.
43 However, the circumstances where the exemption applies should be narrow; the exemption
should not apply, for example, in the case of portlolio sequisitions during the year. ..
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classes: of:investment:such-as real estate; so long as adequate information ‘is
provided on the:investment spread of the assets (see paragraph 20.65).

C.. RATIONALISATION OF COMMONWLALTH/STATE
GOVERNMENT REGULATION :

20 175 The need [or certain classes of insurance companaes to compiy w1th both
Commonwealth and State government prudential requirements has been criticised
because of the extra costs of compliance and because of anomalies and
inconsistencies between: the various requ1rements state requlrernents are also
usually more onerous. Lo

20.176 ~The Committee would hope that any increase in the capital and solvency
requirements under the Insurance Act would remove much of the pressure for
state governments to develop their. own. requirements. in. respect of particular
classes of insurance. In the Committee’s view, it would be preferable for insurance
companies to.be subject only to regulatron at the federal level under the Insurance
Act, .

20177 The Commntee is concerned about the tendency toward fragmentatlon of
regulation of insurance companies because of the adverse implications this may
have: for efficiency and competrtave neutralny it therefore recommends that:

(a) Where State Governments impose prudential requirements in. respect of
insurance companies transacting business in their States, the Government
- should endeavour to secure their agreement to greater uniformity across
the States and greater cons:stency with requirements under the Insurance

. Act.. : : -

{(h:.To the extent that dlﬁerent arrangements contmue to apply at State and
Commonwealth level, ‘the .Government :should : seek to: establish a
: .consultatlve mechanism to co-ordinate regulatwn and supervision, so as to

) mlmmlse costs of admmlstratmn and compllance :

D REGULATION OF MORTGAGE INSURERS

20 178 "The lnsurance Cornrmssroner believes that the Insurance Act does not
contain any provisions appropriate for the satisfactory’ ‘financial assessment of
mortgage insurers for authorisation purposes. or their, continumg supervision,
having, regard .to the long- terrn nature of mortgage insurance contracts. He has

expressed concern about the potential losses that mortgage insurers could incur,
particularly in times of severe economic downturn.

20.179 The Commissioner has put forward tentative proposals for amending the
Insurance Act. He suggests that mortgage insurers should be subject toa number
ofstatutory requnrements reiatmg to minimum paid-up capital, unearned income,
contlngency reserves etc o S . _ . :

44" Attachment to letter of 28 June 1979 from the Treasufy to all general insurance companies.
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20.180. . The Treasury, however, has advocated:
& self-regulation; : o
@ the exclusron of mortgage 1nsurance from the ambit of the Insurance Act;

o 'prohthmon of mortgage 1nsurers from undertakmg generai 1nsurance
business; and :

® the provrslon of financial and stat1stlca1 returns as prescnbed

20 181 The self—reguiatory arrangements envrsaged by Tredsury would 1nvolve

@ the deveIOpment ofsu:table ﬁnanctal standards to'be observed ona voEuntary
basis; : : : : :

e ‘the pubhcanon of standards and a list of companles meetmg them, and

® occasional reports by the mdustry body to the Treasurer on the operatlon of
the arrangements

20,182 It was suggested that standards governing the nature and terms of
mortgage insurance contracts should be avoided and that, more generally, the
arrangements should comply with the Trade Practices Act. Companies wishing to
offer mortgage insurance cover without cbserving publtshed standards would not
be prevented from so doing. : . -

20,183 Although indicating that they are amenable to either the statutory or self-
regulation “approach, private mortgage insurers have.. stressed that the crucial
consideration in determining the form of regulation is the treatment of HLIC.
They -are -prepared. to observe higher prudential standards; provided these also
applyto HLIC; however; they only see self-regulation as being: feasible il HLIC
were sold. The Government has now indicated its firm intention to proceed wrth
the: sa!e of HLIC (See Chapter 300 : . o

20 184 The Austrahan Assoctdtron of © Permanent Bu;tdrng SoCtettes
commissioned a Teport on this subject from the former Australian Government
Actuary, Mr 8. W. Caffin.** Its main conclusions were that:

(‘_i)'- self—regulatlon would only be practu:dble where ; o _
° .all mortgage insurers operate on a common bas:s in reEatton to pressures
from government and the industry; ... o0 o L
@ statutory recognition is provided for the self-regulatory measures;
@ adequate powers of enforcement ‘exist; -~ : :

(i} all mortgage insurers (including.the HLIC) should be regulated under the
: _Insurance Act, whlch should requ1re

& .a separate mortgage tnsurance fund to be ma:ntarned by each mortgage
insurer; L

© a mortgage insurer to obtain an annual aetuanai report.on the adequacy of
reserves, with a copy belng prov1ded to the Insurance Commlssroner

® the completion of specrally formulated statutory. statjstical . returns and
annual accounts;

'(iii) the Insurance Commissioner should also be’ grven ample powers under the
““Act to deal with unsatrsfactory features drsclosed in the actuary 5 report of 1n
the financial and statistical returns. '

45 Re_aorr on Regulation of Mortgage Insurance in Al.a.r!rolfa., Septern ber :1980... e
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. 20.185 While generally favouring co-regulation, the Committee believes sell-
regulation may be appropriate for mortgage insurers because. purchasers of
mortgage insurance are financial institutions which should be expected to have
sufficient expertlse to evaEuate ihe financial Standlng of a mortgage insurer.
Nonetheless, Mr Caffin’s proposed system of regulation should be consrdered if
that were clearly the course preferred by the industry.

20.186 ° The Committee notes the view of Mr Caffin in hlS report that disclosure
in annual reports is-inadequate for-deriving one or more measures of the adequacy
of reserves and provisions established against future claims or the profitability of
the business. He also drew attention to the inadequacy of information relating to
investments and the failure of one company to separate out claims from
administrative eXpenses. Clearly, sufficient information must be ‘available to
gnable a'meaningful assessment to be made by the financial mstltutlons concerned

v INSURANCE AGENTS AND BROKERS
A. BACKGROUND

20.187 'There is little regulation of i 1nsurance brokers or agents in Austraha and
self—reguiatton has been fragmented '

20. 188 Until recently, Queensland has been the only state whrch has provrded for
the licensing of brokers. In:that state, ‘requirements are laid down for the handling
of premiums and the delivery of documents and the state Insurance Commissioner
has powers of supervision extending to the suspension or cancellation ofa licence.
In other states the actions of both agents and brokers are constrained, by and large,
only by common law.% (In August 1981 llcensmg requrrements were rntroduced
for brokers in Western Austra!ta) :

20,189 The Law Reform Commtssron pubhshed zts report on Insurance Agenrs
and Brokersin September 1980. A number of its recommendations relate to issues
which have been raised ‘with the Committee’ or'which: bear on. the stab:hty and
efficiency of this sector of the ﬁnancral system y

B. APPROACH TO REGULATION

(a) Agents D S _
20.190 The Law Reform Commtssxon cites various state Consumer Affairs
Departments/Bureaus’ as notmg compla:nts in regard to mlsrepresentanon by
agents of:

premrums payable for ‘motor vehicle insurance cover,

-“the size of surrender values for life instirance pohcres and

:8' the type of life insurance policy being bought:~
20,191 Netther c0mmon law.. for statute_are clear regardmg the insurer’s

responsrbthty for the actiors of thelr agents thls confusion has been compounded
by attempts to exclude liability via contractuai exclusrons

46 Details of the requirements applyam, in Queensiand and of the efforts of agents and brokers to
regulate themselves are outlined in Chapler 16 ol the Interim Report.
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20.192 Inits report, the Law Reform Commission recommended that insurance
companies should be responsible for loss or damage caused by misrepresentation
or other conduct of their employees, agents and brokers operating under a ‘binder’
which is relied on in good faith by an insured or intending insured in relation to any
insurance matter. o T ' :
20.193 The Commission recommended against the regulation of agents because
the costs, particularly direct organisational and supervisory costs, and indirect
costs resulting from inhibitions on the operation of frec market forces, outweigh
any possible benefits.

20.194 The Committee does not express a view on this subject. This should be a
matter to " be resolved through* consultation “between  the industry and the
appropriate ‘duthorities, having ‘regard- tg the suggestions put forward later on
insurance brokers; © - TT :

{b) Bl‘OkEl’S_i : B R AN S SEEDURSEI

20.195° A survey of insurance brokers conducted by the ‘Australian Bureau of

Statistics in 1977-78 showed that the brokers handled more than $55 million in

premiums-for householders-and house owners . insurance; and more than:$113

million in premiums in motor vehicle comprehensive insurance. These comprised

16.9% of all brokers’ premiums paid or payable.to authorised insurers in that year.

20.196 The Law Reform Commission pointed out in its Report that the insured

may incur a foss: ¢ T e o

@ upon the insolvency of an insurance broker who has received premiums from
his clients but not paid them to the relevant insurer;: - o B

® as a result of professional negligence when the broker has no professional

- indemnity insurance;or © U B o

@ arising out of conflicts between their inierests and those of their clients

. inherent in the form of remuneration of brokers. o

20.197 The problem revolves principally around the relationship between an

insurance company and an insurance broker and the broker and. his .client.

Whereas an agent represents the insurer,.d broker. represents the insured; the

broker is responsible for the'payment of the insured’s premiums to the insurer; if

he does not do so, but is allowed by the insurer to invest the premiums on his own

behalf, the insured is not; in fact, covered in "_th'e_evém that the broker fails.

20.198 The Law Reform Commission identified two main practices ‘which

increase the risk of insolvency of brokers and thereby cxpose the insured to risk:

© the mixing of funds received on behalf of the insurers (premiums) and on
behalf of the insured (return premiums and claim proceeds) with a broker’s

“general business funds; and o R I o

® ' the retention of prémiums, often for lengthy. periods, and their investment by
a broker for his benefit, =~ ¢ o ' - )

20.19% It recommended that a system of statutory regulation-be introduced for

brokers. Under this scheme; brokers would be required: ot

@ to register with the Insurance.or Life Insurance Commissioner, as appropriate:;

@ to maintain an’ appropriate’ level: of professional indemnity and_fidelity
guarantee insurance; . . . o '
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e - to'make good any’ shortfall where premrum 1ncome is mvested in prescrlbed
“-securities but a loss made E

N otherwrse to hold in’ trust accounts att moneys recerved in conneetron w1th
- their. busrness as insurance brokers, ©

° 'not to invest, for their own beneﬁt funds recerved from rnsurers as settiement

“+iof claifiis or return of premrums

o submrt to, annua! audlts and be sub_|ect to poss:ble inspection by h} regulatory
“body; and

'é'-."_to drsclose to chents detarls ot" commlsszons recewed from msurers

Ztl 200 Representative mdustry bodtes earher advocated a scheme of self—
regulatton backed by Commeonwealth legislation, 1nvolvmg a broker registration
body, the {icensing of brokers and the establishment of an insolvency fund. (The
brokers felt that a government-sponsored licensing system was necessary because
self-regulation or voluntary accreditation would be too weak; the public would still
be exposed ta the risks of dealing with a ‘non-accredited person.) However, more
recently they have broadly . endorsed the Law Reform Commission’s
recommendatrons .

20201 ' In June 1981 the Treasurer announced that the Government drd not
believe' that a’ clear: need for: Commonwealth regulatory legisiation had' been
established; ‘Losses fton broker -insolvéncies were: said tohave: represented’less
than 0.1% of premiums handled by brokers over, the ten years prior to the Law
Reform Commission’s report, with businesses rather than mdmdual consumers
berng predornmantly af‘fected : : :

20.202 The Treasurer suggested that the most effeetrve approach was the
development of sound and appropriate self-regulatory practices. He noted that the
Confedération of Insurance Brokers of Australia (CIBA) and the Insurance
Brokers Association of Australia (IBAA) which are thought to account for around
75% of all insurance brokers, impose membershrp requirements’ similar in a
number of respects to the controts recommended by the Law Reform
CDmmlSSlOH 47 AU SO L : .

20. 203 The Commrttee has not sought to expiore in full the issues pertamrng to
the regulatron of insurance brokers On the on¢ hand, it is conscrous thdt certam
consrderatrons pomt to mrnrmal drrect government rnvolvement

o the bulk of prem;ums handled by brokers is on behall of busrnesses which

- should be in a position to evaluate risk;

Q_-"'freguiatory practrces have already been es_tablished by the two prmc1pai bodles

' representing the industry (see above);” S .

o 'regulatlon might be’ costly to adrnmlster and o

® wide-ranging statutory regulatton of the kind proposed by the Law Reform
~Commission would interfere with competitrve market forces by dascouragtng
‘the exit’ fron the industry of less efficient brokers i

47.  Members, of both bodies are required- 107 ;
® " Keep a separate premium account into whrch all cllem moneys are pard
o maintain professional mdemmiy insurance; and’
e havereferénces {rom oiher members:atiesting to their- experlence and:professional standards.
.. As well, CIBA members must present an auditor’s report on their accounis 1o the Confederatron
guch vear, while TBAA members must present dn annial certrﬁcate frorn an aecountant stating
that their assets (excluding goodwill} exceed their liabilities. :
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20,204  On the other hand, the Committee wolld:not favour:sole reliance on self-
regulation. Governments cledrly have a role in protectmg 1ndivrduai consumers
against fraud and misrepresentation. ; : E

20,205 The Committee also:stresses the - desrrabrirty of consxstent regulation.
This has been récognised by the Treasurer, who has expressed the hope that any
state legislation will recognise the benefits of the existing self-regulatory
arrangements and have regard to the advantages associated with unrforrruly in
controls. He has indicated the Government’s readiness to assist in achieving
uniformity between the States in this area.

20.206 The Committee favours a system of ‘co-regulation’, with government
legislation laying down the ground rules for:an arrangement basically involving
self-regulation by .an appropriate industry body on which there would be some
government representation. It believes early action should be taken by the
Government to ensure that appropriate co-operative national legislation is
developed. This could provide- for the: holding-of funds in-trust- accounts in
connection with-their business as brokers; as recommended by the:Law-Reform
Commission.

20,207 It is also desirable that guidelines for the disclosure of information by
brokers to their clients should be developed, as this would fao;h{ate caveaz emplor.
Such guidelines might cover disclosure of such matters as:

@ the nature of any contractual relationship between an insurer and the broker
.and

® the remuneration recelved by a broker from the insurer in respect ofa olzen[ 5
business. .

20,208 On the latter question, as the broker represents the pohcyholder not the
insurer, it is reasonable to expect that such information should be made available.
AS well details oft brokerage fees in other areas of the economy are mvar;ab!y
available to-those using brokers (e.g. stockbrokers, real estate agents).

20 2(}9 The Law Reform Commrssron has suggested lhdt dlsclosure of sueh
mforrrrauou would:
prowde a concerned client with lhe mformduon wh:ch is CSSBnlld] I'or a check to be
. 'made on whether ‘the broker’s remurneration 2 appears unusua[ly hrg,h a lact which miay
itself supgesi that a broker has been moirvated more by his commission than by his
client’s needs. Disclosure would also encourage and promote informed assessment
and, perhaps, questioning by the client of the cost ol the services of an insurance
broker. It might well Iead to a client’ comparmb ‘the cost of the services of different
brokers. There are limited opportunities for inquiry and comparison when the client is
not told of the amount pard to his broker.:Asthe:-amount: of remuneration is already
determined as between insurer and broker, disclosure to; the insured would not itsell
involve mgmﬁcanl costs and might in due course even encourdge a reduction in the
““total costs of insurance. The market forces which operate i favour of competition can
be most effective when the consumer is made aware ol the cost of services rendered on
his behalf. .

20.210  The Commrttee endorses thrs vrew

20. 211 ‘The Treasurer has 1ndreated that consrderataon w1lE be given to dmendmg
the Insurance Act so as to circumscribe dependence of brokers on what amounts to
extended credit and to ameliorate the consequences of broker failure for insured
persons and insurers provided this can be done without undue regulation. or
administrative cost. This issue-has. been dlseussed already in Part III of this
chapter. -
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CHAPTER 21: INVESTOR
PROTECTION: COMPANIES AND THE
SECURITIES INDUSTRY

21.1: - Government regulation bearing ‘on'the protection of investors in deposit-
taking-institutions -and.long-termcontractual savers is-discussed in Chapters 19
and 20. In:this chapter the-Committee examines the protection:of investors who
place funds either:directly with corporations:as debt or equity or indirectly through
collective investment vehicles such as:unit trusts;. it also looks at the question of
how:to ensure: that dealings in securities occur in fair and informed markets.

A. APPROACH TO COMPANIES AND SECURITIES INDUSTRY
REGULATION

21.2 At the outset it is useful to consider the principal features of the regulatory
framework for companies and the securities industry, and whether the present
approach to regulation is appropriate.

(a). The National Companies and Securities Commission

21.3 - The Formal Agreement executed by the Commonwealth and the States in
December 1978 laid down a framework for a co-operative Commonwealth—State
scheme providing a uniform system of law and administration regulating
companies and the securities industry. The National Companies and Securities
Commission (NCSC) is responsible to the Ministerial Council for the relevant
legislation and its overall administration, but administration of the legislation
within each State and Territory is delegated by the NCSC to the relevant state
Corporate Affairs Commission (CAC).!

21.4 The aims of the national compames and securities scheme may be
summarised as being:

@ - to achieve greater uniformity-in the law and its administration;

@ - to promote commercial certainty;

@ to reduce business costs and increase the efficiency of capital markets; and
@ to enhance the confidence of investors in securities markets:.

21.5 The NCSC seeks to achieve these aims by ensuring that:

® information which is made available to investors in securities markets is
sufficiently: accurate, timely and objective to enable investors to make rational
investment decisions;

1 For details of the schemie and, in*particular, the responsibilities of the NCSC, refer to Chapter 17
and Appendix 11 of the Interim Report.
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® an open and informed stock market exists so that all shareholders have equal
access to information bearing on investment decisions;

® the efficiency of securities markets will be encouraged by regulating the
conduct of securities business to promote desirable market practices;

® high standards of corporate behaviour are maintained, and there are adequate
remedies and penalties for breaches of company law.

21.6 The establishment of national legislation and the NCSC should do much to
meet a major criticism by the Rae Committee? of the prevailing approach to
regulation that -the lack of uniformity in the law. and: its- administration had
hampered investigation of abuses in securities markets and enforcement of the
law.

21.7 It is not always sufficiently well recognised that the regulation of corporate
practices, whether by government authorities or by self-regulating bodies, may
impinge on the efficiency of companies’ operations or securities markets and
reduce the potential benefits to investors.

21.8  As noted in Appendix 11 of the Interim Report, the NCSC has substantial
discretionary powers.> The Committee accepts the need for such powers:{and
indeed recommends their extension below in one important respect) ; as flexibility
and speed in responding to .developments in the market are essential for effective
regulation of companies and the securities industry. However, it is important that
the exercise of such wide and flexible powers should not lead to excessive
regulation, and that the actions of the Commission should be subject to maximum
public exposure and discussion.

21.9  Accordingly, the Committee looks to the NCSC to consult closely. with
companies and participants in- the market in the development of investor
protection arrangements.

(b) Self-regulation and Co-regulation of Securities Markets

(i) Stock Exchanges

21.10 General responsibility for the surveillance and regulation of the stock
market has traditionally rested substantially with the individual stock exchanges
and the Council of the Australian Associated Stock Exchanges (AASE).

21.11 = A number of advantages are generally ascribed to self-regulation:
® it offers speed and flexibility in administration;

® regulation is initiated by, rather than imposed upon, the controlled group,
increasing the likelihood of compliance;

® it goes beyond the ‘letter of the law’ by providing ethical standards of conduct
and behaviour;

® it eliminates the need for large government bureaucracies, the self-regulating
body being responsible for much of the routine administrative tasks; and

2 Australian Securities Markets and their Regulation, Report of the Senate Select Committee on
Securities and Exchange, AGPS, Canberra, 1974.

3 These discretionary powers include wide powers of inspection, the power to make certain orders
including the suspension of trading in particular securities and other powers under the relevant
Codes for which it is responsible.
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@ - it-allows the stock exchanges to-draw on'their-collective skills and expertise,
enhancing the effectiveness of the regulatory process.*

21.12 " However, self-regulation has its shortcomings. Some of these were

enumerated by the Rae Committee and, more recently, by the Wilson Committee

in‘the United Kingdom. In particular:

@ the lack of investigatory powers, appropriate sanctions or authority to enforce
rules.-means that- the. success of self-regulation depends heavily: on the
voluntary acceptance of the power of the self-regulating authority;

@ there is a possibility of :self-serving, anti-competitive regulation or non-
enforcement of rules;

@ activities and organisations tend to develop outside the jurisdictional power of
the self-regulatory body; and

@ the increasing: complexity -of financial- markets -may be:less amenable to
informal,. non-statutory ~methods of regulation, particularly by part-time
committees.

21.13: It is in recognition of these shortcomings that the focus has shifted in
recent years towards more direct government: participation in' the regulatory
process, . e.g. -with the enactment of Securities Industry -Acts: and. increased
regulation- of : takeovers and--other market  practices.: Essentially, - what has
developed — and is currently being extended by the NCSC:— is a framework of co-
regulation: under which the stock exchanges are-responsible for ensuring that
requirements set under legislation or by the exchanges themselves:are enforced.

21.14  Co-regulation offers many advantages that are not available either with a
statutory:or self-regulatory ‘approach. Given the Committee’s view that there
should' be' close:consultation “with industry: representatives in: relation: to: the
exercise: of NCSC’s discretionary- powers,  co-regulation- should: reduce  the
rigidities usually associated with legislative approaches. Moreover, meaningful
participation by industry representatives in the policy-making process should
encourage co-operation and thus reinforce the legal basis for the exercise of the
NCSC’s powers.

21.15:. The Securities Industry- Code provides that the Ministerial Council may
approve the establishment of a new stock-exchange, subject to it being:satisfied as
to its business and listing rules and that approval will be in the public interest
(s.38). So far as existing stock exchanges are concerned, the authorities’ power is
more limited; the ‘Ministerial -Council-may. only disallow.an amendment: to an
Exchange’s business or listing rules. (s.39). The Committee considers that this
anomaly unduly limits the scope of co-regulation. While .it is envisaged that the
stock exchanges should continue to retain responsibility for their business and -
listing rules, the authorities'should have the power to require an amendment to
those rules if it considers this to be in the public interest.

21.16 = The Committee therefore recommends that the Securities Industry Act
should be amended to provide the authorities with the power to require a stock
exchange to amend its business or listing rules where this is considered to be in
the public interest.

4 See'the’Report of the Senate Select Committee on'Securities and Exchange, op. cit., Chapter 16,
for a detailed discussion of these points.
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21.17 - Even after this recommendation is implemented, the stock exchanges will
retain: significant ‘responsibilities for the terms and.-conditions to which. those
participating in stock markets are subject. Some benefits, including greater
impartiality, might be achieved from the greater involvement of other interested
parties in the decision-making process.® An extension of the number of outside
directors of the AASE would be a move towards this. The Committee, however,
makes no specific recommendation on the matter.

(i) The Futures Exchange

21.18 The Sydney Futures Exchange was established in 1959 to deal in greasy
wool futures. Currently, trading occurs on the Exchange in wool, live cattle, gold,
boneless beef, interest rate and currency futures. The Exchange enables those
dealing in these commodities, whether as producer or buyer, to obtain protection
against future price fluctuations.® As with a stock exchange, if there were scope for
market rigging and other manipulative practices, the confidence of participants
would be affected and the effectiveness of the Exchange would be impaired.

21.19 The regulatory framework of the Sydney Futures Exchange, while broadly
similar to that of the stock exchanges’, is not as developed and has distinctively
different features.

21.20 The Board of the Exchange is responsible for supervising and monitoring
the conduct of members. Proposed new rules for the Exchange have recently been
released. :Subject to-confirmation by members,; the rules are to take effect on
I January 1982.

21.21 The proposed new rules provide for:

® floor members to have net tangible assets of $100 000, with associate members
who deal with the public being required to have net tangible assets of $50 000;

— members to place clients’ funds with certain approved corporations and, in
particular, not to use these funds to finance their own trading or that of
other clients;

= members to meet regular reporting requirements;

= the calling of deposits and margins from clients (margins are to be called
when deposits are impaired by 50%); and

— the Board to require members to contribute to a Fidelity Fund or indemnity
insurance scheme.

21.22  The Committee believes that there should be a national approach to the
regulation of futures exchanges. In the absence of such an approach, any efforts to
regulate the Sydney Futures Exchange could be frustrated if this were to lead to the
futures market being relocated in another state where there was no comparable
regulation.

5.... In_the United Kingdom a Council for the Securities Industry was established. in 1978, with a
broadly based membership. It is responsible for co-ordinating self-regulation among all users and
practitioners in the securities industry and endeavours to ensure that the supervision of the
securities markets operates satisfactorily and in the public interest.

6 In"essence, a futures contract is an agreement to buy or sell'a particular commodity at some
specified future date, butat a price determined now by competitive bidding.

7 Legistative support for the Exchange’s business rules is provided under the NSW Futures
Markets Act. Details of the relevant provisions of this Act and the thrust of self-regulation are
provided in paragraphs 17.158-170 of the Interim Report: -
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21.23 The co-regulatory approach adopted in respect of the stock exchanges
should also apply with futures exchanges, with the Ministerial Council-or NCSC
having similar responsibility for ensuring the adequacy of the Exchange’s articles,
business rules etc: ‘

21.24 The Committee recommends that the Sydney Futures Exchange, and any
other futures exchange that might be established, should be subject to an
approach to regulation comparable to that applying to stock exchanges, with the
authorities having responsibility for approving and requiring changes to the
exchange’s articles and business rules.

(c) Regulation of Market Practices and Participants

21.25 The Rae Committee detailed various instances of improper practices in
securities markets. As a result of its work, greater emphasis has been placed on
adequate and timely disclosure as well as on the regulation of a range of market
practices. Examples of the latter include the introduction of:

@ restrictions on insider trading and short selling;

e prohibitions of manipulative practices, such as market rigging®;
e takeover regulation; and
(-]

licensing requirements for market participants and certain ongoing supervision
by the Corporate Affairs Commissionsin the various states.

21.26 Market practices should be as free of regulation as is consistent with the
objective of maintaining investor confidence. So long as they are given the
information necessary to make soundly based investment decisions, investors
should be free to invest according to their risk/return preferences. While some
regulation is necessary, an active, broadly based market and an informed public
will ‘do much to reduce the incidence of undesirable practices; ‘an-effective legal
system should also provide investors with remedies against fraud and other
malpractices where these do occur.

21.27 At present, some of the restrictions (e.g. the insider trading provisions)
may not be fully effective; others (e.g. restrictions on short selling) may not be
compatible with efficiency. A number of specific issues in relation to the present
regulation of companies and market practices are discussed later in this chapter.

(d) Role of Disclosure

21.28 The principal method adopted in the companies legislation for the
protection of investors with and creditors of companies is a required minimum
level of disclosure through annual accounts and in connection with public
borrowings.

21.29 In general, while disclosure protects investors and creditors by reducing
the opportunity for fraudulent activities, it is also an account of the performance of
the corporation. As such, it helps investors and other members of the community
assess risks and make decisions. As noted elsewhere, accurate and timely
disclosure also has an important role in the mobilisation of savings and the pricing
and allocation of funds to efficient users.

21.30 However, the Committee recognises that, while there is some scope for
substitution, direct regulation .can:never be fully replaced by disclosure.

8  See the Interim Report, paragraphs 17.82-122.
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B. COMPANY REPORTING AND ACCOUNTING STANDARDS, AND
ACCOUNTABILITY

(a) Reporting Standards®

21.31 The information provided by a listed public company influences trading in
its securities and is thus essential for a fair market. It is also in the interests of
creditors that reporting standards ensure that the ‘true’ financial position of a
company is revealed in its accounts.

21.32 Information disclosed by companies may also be relevant to the decisions
of others beyond the immediate group with a financial stake in these companies.
Such information may, for example, have a bearing on government policy
decisions in respect of industrial relations.

21.33  Some commentators have argued that there is a tendency for companies to
take statutory requirements as the maximum reporting obligation. The Committee
does not accept the generality of this statement; many companies in fact disclose
considerably more than they are obliged to.

21.34 The Committee is aware of the significant progress voluntarily made by
many corporations and institutions in this area under the auspices and influence of
the Australian Institute of Management..Under that influence, corporations and
others are encouraged to prepare and report information well beyond the statutory
minimum. While indicative standards are set, the adjudication process is highly
conducive to innovation. Awards are given for high reporting standards in respect
of annual reports.

21.35 The Committee is conscious, however, of the number of corporations and
institutions which do not respond to these influences. Reporting requirements
imposed under the Ninth Schedule of the Companies Act, in some respects, may
not represent desirable minimum levels of disclosure and may therefore usefully
be expanded.!0

21.36 Itaccordingly suggests that the NCSC should confer with the Australian
Institute of Management (and other appropriate bodies) on the need, or
otherwise, for government action to improve the standard of reporting by public
companies and like institutions.

21.37 The provision of information cannot be viewed as purely a private matter
that should be left to market forces. However, just as insufficient information
imposes costs on the whole community, excessive reporting requiremerits may
also impose substantial costs on those required to report, without necessarily
benefiting those the information is designed to assist. In particular; there is a need
to- minimise the degree of duplication of reporting requirements to various
authorities, trustees, investors etc.

21.38 The Committee believes that a flexible approach to reporting standards is
highly desirable so that they can be readily revised when the need arises. For this
reason, the Committee endorses the provision in the Companies Bill 1981 for

9% Inthis section, the Committee generally considers the question of disclosure standards: (i.e. what
isreported). The issue of accounting standards (i.e. how various.items should be treated and the
manner in which they should be disclosed) is taken up later.

10::::The: Ninth:Schedule. remains essentially unchanged in initial regulations to the Companies Bill
1981 Explanatory Memorandum, AGPS, paragraph 1298 et seq.
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accounts and group accounts requirements to be prescribed by regulation (Clause
269(8)). This should enable the requirements to be kept in line with prevailing
accounting practices and terminology as well as ensuring timely amendments in
the interests of meaningful disclosure.

(b) Reporting by Financial Intermediaries

21.39 Financial intermediaries are subject to a range of - disclosure
requirements.!! These requirements lack consistency, being imposed in different
jurisdictions (State and Commonwealth) and administered by different authorities.
For instance, the various state Acts which regulate building societies and credit
unions impose disclosure requirements that may differ from each’'other and from
those of the Companies Act; various Commonwealth Acts also impose differing
disclosure requirements, e.g. the Banking Act and Life Insurance Act.

21.40  While differences in financial reporting practices can be justified in many
cases because of differences in the nature of the business undertaken, in some
instances variations appear to have no clear rationale, e.g. life offices are not
required to give details of their accounts in the immediately preceding year.

21.41 While there is no way of assessing precisely the effects of differing
reporting requirements, an element of non-neutrality is introduced into the
investment decision-making process. The allocative efficiency of financial markets
may thus be impaired.

21.42 Stability considerations should not prevent the disclosure of key financial
variables, such as bad and doubtful debts. Indeed, the discipline of disclosure can
contribute importantly to stability by encouraging intermediaries to take prompt
and effective action to minimise and correct problems. Such action may not always
be forthcoming if the problems and their effects can be hidden.

21.43 The Committee emphasises the importance of consistent disclosure
requirements for competing groups of financial intermediaries.

21.44  Accordingly, it recommends that all financial intermediaries should be
subject to consistent reporting requirements, which should be prescribed . in
regulations to the relevant legislation.!?

21.45 The requirements of the Companies Act should serve as a benchmark, but
with variations to allow for the specific nature of the business undertaken.

(¢) Accounting Standards and their Enforcement!3
21.46 Existing accounting standards, their development and their enforcement
have been criticised on the grounds that:

e they lack sufficient precision and objectivity and thus permit the same
transactions to be reported differently, so impairing the comparability of
financial statements;

11 The major disclosure requirements. to which. various financial intermediaries. are subject are
summarised in Chapters 15, 16 and 17 of the Interim Report.

12 Specific aspects of disclosure by different financial intermediaries are discussed in Chapters 19 and
20.

13-+ Accounting standards in Australia are set by the Institute of Chartered Accountants in Australia
and by the Australian Society of Accountantsiin a series.of ‘Statements of Accounting Standards’
and hence do not have the force of law. Nonetheless, compliance with these accounting standards
is;generally regarded by the Corporate Affairs Commissions as prima facie evidence that accounts
show a ‘true and fair® view:of the state of affairs of 2 company as required by the Companies Act.
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® the progress of reform is slow because of inadequate research into standards
and lack of agreement within the accounting profession;

@ the standardsare not effectively or consistently enforced, there being no single
body to ensure compliance; and

® - the standards can affect investment behaviour in the economy and should not
therefore be left solely to the accounting profession to determine.

21.47 Critics point out that some major company collapses during the 1970s
closely followed the publication of audited financial accounts (or prospectuses
containing accounts) which showed the companies concerned to be solvent and
even profitable.

21.48 The problem lies largely with the imprecise nature of accounting standards.
The Sandilands Committee in the United Kingdom observed that:
... . there are many different ways of measuring the assets and liabilities of a company
at a particular date or the income arising during a particular period. Each may lead to a
‘true view’ of the company’s activities from a certain point of view ., .14

Or, as the former NSW Corporate Affairs Commissioner noted in 1974:
there are as many true and fair views as there are:viewers.!3

21.49 As stressed elsewhere in this Report, it is important that information
disclosed by companies should be meaningful to users of that information.
Stringent reporting requirements will be of little benefit to users of accounts if
“accounting standards are so imprecise that the true state of affairs or a trend cannot
be assessed.

21.50 The Committee has not concerned itself with the deficiencies of particular
accounting practices. However, it makes the following observations in respect .of
accounting standards and their enforcement, and the present approach to self-
regulation of accountants.

(i) The Development and Adoption of Accounting Standards

21.51. The report in 1978 of the Accounting Standards Review Committee!6
concluded that Australian accounting standards:

® were not based on any explicit definition or interpretation of ‘state of affairs’,
of ‘profit’ or of ‘a true and fair view’ of these, and therefore provided no
safeguard against inconsistent treatment:of: the particular subject matters of
specific standards;

® being based on the historical cost principle, did not provide valid indications of
the state of affairs and profit of a company; :

® - permitted the mixture in accounts of the products of different kinds of
calculation, as if they were information of the same kind; and

® were not demonstrably relevant to the decisions or appraisals of users of
accounts.

21.52  That committee concluded that the latitude permitted by the Companies
Actin respect of the use of a variety of asset valuations should be reduced. While

14 Inflation  Accounting, Report of the Inflation Accounting . Committee,  Chairman F, E. P.
Sandilands, 1974, ‘

15 F. H. O: Ryan, ‘A Trueand Fair View Revisited’, in The Australian Accountant, February 1974.

16 Company Accounting Standards, Report of the Accounting Standards Review Committee; 19-May
1978. ; :
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the accounts and audit provisions could be simplified by a tighter specification in
the Act of what should be required, the Accounting Standards Review Committee
recommended adoption of a general accounting standard, with . statutory or
regulatory endorsement. The standard suggested provides for the valuation of
assets on a uniform and up-to-date basis, and for the calculation of profit on a basis
which takes systematic account of the effects of inflation on the affairs of

companies.

21.53 An alternative approach suggested by others is that the NCSC should be
involved in the formulation of accounting standards through the establishment of
an Accounting Standards Review Board, charged with the review, design and
adoption of accounting standards.

21.54 On the other hand, it has been argued that the present approach has the
merit of flexibility; that, if used properly, it provides appropriate information; that
the process of formulating and enforcing accounting standards is, on the whole,
operating adequately; and that there is therefore no need for any government
involvement in this area.

21.55 On the assumption that individual accounting standards will continue to
be developed, the Committee considers that the design of such standards would be
most appropriately left with the two professional accounting bodies as these bodies
have the necessary expertise. If governments were to become involved in this
process, there would inevitably be delays in the development of standards while
the necessary expertise was developed; and it is questionable ‘whether the
standards would be as soundly based or as closely attuned to the needs of users of
accounts as standards developed by those actively involved in accounting practice.

21.56 Nevertheless, the Committee believes that accounting standards should
have legal backing in order to facilitate their enforcement; their adoption — which
requires a balancing of the interests of different users — should not be left entirely
to the accounting bodies. It would be more desirable for such decisions to:be taken
by a body on which government and other interested parties were represented.

21.57 The Committee therefore recommends that:

(a) The two professional accounting bodies should continue to be responsible
for the design and development of accounting standards.

(b) 'An Accounting Standards Review Board should be established with
responsibility for deciding on the adoption of accounting standards, having
regard to the needs of different users; the NCSC, professional accounting
bodies and other interested parties should be represented on the Board.

(¢) Accounting standards recommended by such a board should: be ‘given
legislative support.

(i) Enforcement of Accounting Standards

21.58 There is some evidence to suggest that insufficient attention has been
given by the accounting profession to the enforcement of accounting standards. Of
2463 company accounts examined by the NSW Corporate Affairs Commission in
1979, 45% had not fully complied with accounting standards. Non-compliance was
significant enough and/or disclosure of the reasons and financial effects of non-
compliance were sufficiently inadequate in the case of 570 companies (23%) to
warrant the Commission requisitioning them for additional information in respect
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of 804 matters. Not all of those companies which had not complied had had their
accounts qualified.!?

21.59 The two accounting bodies appointed a committee in 1980 to determine
whether the regulatory process was satisfactory. This committee recommended
that cases giving rise to public concern because of the actions (or inaction) of
accountants should be the subject of an inquiry by a committee on which the two
accounting bodies were represented. However, it recommended against the
representation at this time of lay members on the committee of inquiry or on a
proposed joint disciplinary committee, on the grounds that this ‘would not, of
itself, satisfy the demands of the profession’s critics or provide a practical solution’.
The latter reflected the judgment that lay members would be perceived as simply
reflecting the profession’s viewpoint because of their close association.

21.60 Whether or not lay representation is desirable, the Committee believes
there would be merit in providing for the representation of an officer from the
relevant Corporate = Affairs Commission on such committees. This - would
constitute an example of effective co-regulation and do much to allay public fears
of a ‘whitewash’ approach to self-regulation. It would also facilitate decisions by
the Corporate ‘Affairs Commission about whether to initiate a prosecution. Most
importantly, it would facilitate the development of appropriate government
policies on matters, including accounting standards, relating to the accounting
profession.

21.61 Where the relevant Corporate  Affairs Commission did ‘not seek
representation, it should still satisfy itself that the scope, procedures etc. of such
inquiries were satisfactory to allow an objective and fair examination of the issues
involved.

21.62 The Committee therefore recommends that the National Companies and
Securities Commission should arrange with the two  accounting. bodies for
representation of the relevant Corporate Affairs Commission, at its discretion,
on any committee appointed to inquire into public interest cases, and on any
disciplinary committee that may be established.

(d) Presentation of Company Reports

21.63 It has been suggested that investors would benefit from the production of
annual reports in an easily readable and understandable form. A dual system of
reporting has been advocated ~— with a company producing a summarised version
of its annual report for shareholders, highlighting the major aspects of a company’s
operations, while lodging more technical ~and detailed information with ‘the
appropriate authorities. The latter information would also be available - to
shareholders and interested parties on request.

21.64 The Committee has already indicated its support: for action to. improve
reporting standards. However, it has reservations about the proposal -for a dual
system of reporting. The Committee would be concerned with any substantial
reduction in the flow of information to shareholders. This would detract from
efforts to improve the overall quality of reporting and could discourage individual
investors from assessing the risk/return associated with an investment.

17 - These figures take no account of ‘whether non-compliance was of a major or minor nature (e.g.
whether the breach involved lack of ‘disclosure of an accounting ‘method or completé non-
compliance with a standard). Report of the NSW Corporate Affairs Commissioni;:1979; p. 79.
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21.65 Accordingly, the Committee does not recommend the adoption of such a
system of reporting to shareholders. In its opinion, it is not an appropriate
substitute for the disclosure of information in a more simplified, readable form.

(e) Frequency of Reporting

21.66 It has been suggested to the Committee that investors would benefit from
access to more timely information, and that listed companies should be required to
make quarterly reports.

21.67  The 1974 Corporations and Securities Industry Bill, which lapsed with the
change in government in 1975, contained a provision requiring the issue of
quarterly, unaudited accounts in addition to annual reports of public companies.
The quarterly report was to contain:

e particulars of the corporation’s profit or loss and its turnover;

e details of any transactions or events of a material or unusual nature; and

e any other matters which may be prescribed by regulation.

21.68 It was intended that corporations should supply substantjally less
information in these quarterly reports than required in respect of annual reports.

The issue was fully explored in evidence to the Senate Select Committee on the
Corporations and Securities Industry Bill.!8

21.69 1In 1975 the AASE listing rules were amended to require half-yearly reports
(which may be unaudited) — on a consolidated basis where applicable — providing
such details as:

turnover (as:defined);

investment and other (like) income;
taxation,.interest and depreciation;

operating profit-or loss;

extraordinary items;

material influences during the.period or since;
dividends;

acquisitions and disposals of subsidiaries; and
issued and quoted securities at end of period.!?

21.70  Disclosure of information quarterly to the exchanges and to shareholders
would  contribute to a more informed market. Such reports: might reasonably
include the information contained in the current half-yearly reports required: by
AASE listing rules.

21.71 - While companies are required to send annual reports to shareholders, no
comparable requirement applies in the case of interim reports.: Companies paying
half-yearly dividends, however, would ordinarily enclose an interim report: The
Committee considers that a more informed market would result (individual
investors would benefit particularly) if listed companies were required to send
interim reports, to shareholders. It recognises, however, that certain costs would
be involved — especially for companies not paying dividends twice a year. It

18- Senate Select Committee on the Corporations and Securities Industry Bill 1975, Official- Hansard
Transcript of Evidence;; Commonwealth of Australia,;1975:
197 AASE Official: Listing Requirements Section 3B and 5, (Appendix 3):
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believes.costs would be lessened if reports were only required to be made available
on request.

21.72 Accordingly, the Committee recommends that:

(a)  Stock exchange listing requirements should include provision for quarterly
reporting.20

(b) The requirements of such reports should be less onerous than for annual
reports.

() Role and Independence of Auditors

21.73  The joint accounting bodies require that auditors not only be independent
but be seen to be independent. This is intended to preclude persons from acting as
auditors in situations where their independence might be questioned.
Nonetheless, the: actual -degree of independence of auditors from ‘board and
management has been questioned: because:

® the fees and expenses of an auditor, while paid by the company, must be
negotiated with the board (or management);

® auditors perform additional services traditionally associated with managerial
functions and goals (e.g. taxation advice and management consultancies): and

® the relevant legislation makes no provision for the reappointment of auditors
by shareholders or for-the rotation:of auditors.2!

21.74 The role of the auditor as an independent ‘watchdog’ (or custodian) of
shareholdrs’ interests in attesting the veracity of accounts has also been criticised
following the failure of companies shortly after the release of unqualified audited
accounts which showed the companies concerned to be solvent and profitable.

21.75 The fees of auditors for audit and other services are required to be shown
separately in the accounts (or notes thereto). Shareholders can thus review the
reasonableness or otherwise of such fees. While the present position has some
obvious shortcomings, the Committee considers any change thereto would be
generally impracticable (but see the recommendation below):

21.76 Auditors should not be prohibited from performing additional services,
unless of course there are clear conflicts of interest. However, there may be merit
in requiring auditors to declare each year in their reports to shareholders the nature
of any other services provided. Alternatively, such a report could be lodged with
the Companies Auditors Board and/or Corporate Affairs Commission.

21.77 With regard to the method of appointment, a company’s auditor is
appointed at the first annual general meeting and usually holds office until his
death; retirement, - resignation, ineligibility or removal.: An: auditor may be
removed from his office by a resolution at a general meeting of which special notice
has been given. The independence of auditors was intended to be strengthened by

20 “The establishment of a ‘Second Board’ on which smaller listed companies might be included (see
Chapter 33) would enhance the feasibility ‘of applyirg such a requirement to companies listed on
the main board.

21 - The issue of the independence of auditors is accentuated by the subjectivity of present accounting
standards.-A tightening of accounting: standards so that. auditors are called on to-make fewer
judgments -about whatis- ‘true- and- fair> would'*do  much to- ‘réduce concern--about their
independence, - though of course. the ‘need: for- discretionary judgments can never ‘be entirely
removed.
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the legislative amendments which now govern appointment and continuity of
office. However, some claim these have been perverse in their effect.

21.78 A somewhat novel approach to the question of independence is the
suggestion that auditors might ‘rotate’ every five years or so. While this would do
much to ensure auditors’ independence, the Committee does not favour this
because of the significant costs likely to be associated with the regular changes
inherent in this proposal.

21.79 It is inevitable that there will be instances of disagreement between
auditors and the board. If the integrity of auditors is to be preserved, such
disagreements; by themselves, should not be the basis for removing auditors or
requiring their resignation. This would defeat the whole purpose of an independent
audit and weaken the position of the shareholder vis-a-vis the board. There is
much:to be said for the system in the United Kingdom where an auditor who
resigns has the power to call an extraordinary general meeting to discuss the
circumstances of his resignation.

21.80 The Committee recommends that:

(a) - Auditors -should be required to declare each: year in: their reports to
shareholders the nature of any other services provided to the companies
concerned.

(b) Consideration should be given to amending the Companies Act to give
auditors who resign the explicit right to call an extraordinary general
meeting for the purpose of considering the circumstances of their
resignation. Such a meeting should resolve whether the company or the
auditor should bear the direct costs associated with the holding of the
meeting.

(2) Shareholder Participation

21.81 It has been suggested to the Committee that individual shareholders
usually lack influence over the well-organised and tightly knit board and
management of large companies. Some suggestions put to the Committee for
increasing corporate accountability are:

e two-tier board structures (involving the creation of an additional supervisory
non-executive board with powers of control over management)?2;

@ _the introduction of audit, salary and other subcommittees. of the board, the
composition of which would be principally non-executive;

e the election of non-executive.directors to represent minority shareholdings;
and

® the introduction of cumulative voting to: allow minority shareholding groups
representation.on.the board while still giving majority shareholders control.??

22 The issue of two-tier-boards is discussed in P. H. Davies,: ‘Equity Finance and the Ownership of
Shares; Chapter. 15,. AESI Commissioned.Studies and: Selected- Papers;. Part. 3,- AGPS, Canberra,
1981:

23 . Unlike the ‘“first past.the post’:system currently in use; with cumulative:voting, the voting power
of each: shareholder :is.determined .by muitiplying the number of his shares by the number of
directors to-be elected. Each vote is cast. only.once; however, a shareholder may cast all-his votes
for one candidate or divide his votes between several. The issue of cumulative voting is discussed
in some detail in Davies, op. cit., Chapter 15.
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21.82 = While the NCSC. might usefully -include an examination of these and
similar suggestions.in its future work program, the Committee does not believe
there are significant constraints:at present on the ability of interested shareholders
to participate in the affairs of their company. The. Committee sees the problem
largely as one of shareholder apathy — a problem that may partly reflect
unfamiliarity with accounting and financial concepts and ‘the complexity of the
accounts themselves. The Committee has addressed itself to both these issues in
this chapter (see in particular Sections B(a), B(c) and C).

21.83 It is true that a feeling that they can have little influence on a company’s
decisions may discourage individual shareholders from attending or participating
in annual meetings. However, if shareholders are unhappy about the way a
company is being run they can sell their shares; if a sufficient number do so, the
price will fall and the company will have difficulty in raising new funds and become
more vulnerable to takeover. In this broader sense, shareholders as a group can
ultimately exercise significant influence on the board and management — although
the influence might be more constructive if exercised at an earlier stage. The
Committee also notes the useful function played by the Australian Shareholders
Association in representing the interests of shareholdérs, particularly small
shareholders.

21.84 The Committee believes that improved disclosure and accounting
standards, which would" permit - comparison of the performance of  different
companies, would also reinforce the effectiveness of shareholder participation (in
the broader sense suggested above).

C. EDUCATION OF INVESTORS

21.85 During its deliberations and through certain survey material made
available to the Committee, it became apparent that some important gaps exist in
the community’s knowledge of basic principles governing investment and, more
generally, the operation of the financial system.?4

21.86  The Committee is aware of some real lack of appreciation and knowledge
in respect of:
@ the relationship between risk and yields on alternative investments;

® the meaning and interpretation of published financial data (in annual reports
and prospectuses);

® the nature of responsibilities assumed by governments:in protecting investors
(e.g. there is a widespread belief that bank depositors are guaranteed against
loss); and

@ . the role of stock exchanges and their operating procedures.
21.87 Such inadequacies in the community’s understanding of the financial

system can significantly impede the efficient operation of capital and securities
markets.

21.88 The need for a broadly based education campaign to encourage community
understanding of financial concepts and market processes is widely recognised.?

24 The more general question of the availability of information to investors and information gaps is
discussed in Chapter 44.
25 See, for example, the submission by the Australian Consumers Association.
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At'the same time, the Committee’s attention has been drawn to action already
taken by’ various finance industry groups (e.g. the Life Insurance Federation of
Australia, the banks and'the stock exchanges) to'inform the public on alternative
forms of investment and possible pitfalls.

21.89 While the Committee appreciates that in many instances the material

presented is not wholly objective, the overall effect of such education programs is

to:

@ raise the general sophistication of investors and assist investors to ‘protect’
themselves;

@ _encourage. . greater . participation by Australians in industry and the
development of resources; and

@ encourage the development of competitive markets:.

21.90. The Committee also believes that the media are playing an increasingly
active role in public education, particularly through the regular publication of
comparative information on alternative investments and the nature of risks
involved with such investments.

21.91 Governments can assist in the education of investors and potential
investors:

@ . through school and community education programs;

® by easing restrictions on the way certain financial intermediaries (e.g. finance
companies and unit trusts) may approach the public; and

® by removing public misconceptions about the nature of government
responsibilities for the protection of investors.

21.92 The Committee believes that the Reserve Bank is well placed to play a
useful role'in community education on financial matters. It notes that the Bank has
already produced a booklet containing information on the types and sources of
finance available to the business community, particularly small and medium-sized
businesses.?® In the Committee’s view, a comparable booklet for small investors
may:serve a worthwhile purpose. Such a booklet might explain basic investment
and financial concepts, the risk/return characteristics of different investments, and
outline the various opportunities available for investment of small funds and how
investors might gain access to them.

D. REGULATION OF MARKET PRACTICES

(a) Purchase by a Company of its Own Shares

21.93. The Committee: received several submissions which recommended
reform of the existing law (section 67 of the Companies Act) to permit companies
to purchase their own shares.?’” The rationale for the present restriction is to
protect both creditors and shareholders by preventing a company from:

® supporting the market in its shares, for example, to prevent a takeover;

26 Money for Business, Reserve Bank of Australia, April 1980.

27 Section 67 of the Companies Act provides that, in general, a company may not deal in its own
shares nor give financial assistance to anyone purchasing or subscribing to'its shares or, where it is
4 subsidiary, the shares of its holding company. (See Interim Report, paragraph 17.87.)
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® assisting an outsider to take over the company; and
® reducing shareholders’ funds at the possible expense of creditors.

21.94 The practice is permitted in a number of overseas countries and has
recently been under consideration in the United Kingdom. A Green Paper issued
in 198028 examined the proposal that public and private companies should be
permitted to buy their own shares.2% The Paper concluded that there was merit in
the proposal:

@ investment in private companies would be more attractive, as shareholders
would have additional means of disposing of their shares, while permitting the
remaining members to maintain ownership and control of the business;

@ on the other hand, public companies could find it a useful method of returning
surplus resources to shareholders rather than employ them in uneconomic
ways.

21.95 Public limited companies in other European countries are generally
permitted to repurchase their shares, though subject to strict conditions imposed
by the EEC Second Directive on Company Law. These include requirements that:

® transactions may only be in fully paid-up shares:

® authorisation must be given, and the terms and conditions determined, by a
general meeting of shareholders;

® details of purchases and the reasons for them must be set out in the annual
report;

® acompany must not hold or acquire more than 10% of its subscribed capital;

@ the acquisitions must not have the effect of reducing net assets below the
amount of subscribed capital plus undistributable reserves; and

® voting rights must be suspended in respect of the subject shares.

21.96 In the United States, companies are permitted to repurchase their own
shares so long as they do so out of profits. There appear to be no limitations on the
percentage of capital which may be acquired. Share repurchases become ‘treasury
shares’ and are not entitled to dividends or carry voting rights. They are not
cancelled, but are available for resale.

21.97 It has been suggested that the relaxation of restrictions on companies
purchasing their own shares might:

® permit and facilitate corporate restructuring to meet changing circumstances;
€.g. it would allow the early retirement of capital no longer necessary for the
operation of a company after the sale of an operating division or subsidiary;

® make it easier for unlisted companies to attract outside shareholders —
without the need for public listing — as shareholders wishing to:sell their
holding could, under certain circumstances, be bought out by:the company if
other shareholders were unable or unwilling to purchase the available shares;
and

28  The Purchase by a Company of its Own Shares, A Consultative Document, June 1980, HMSO,
Cmnd 7944.

29 In 1962, :the Jenkins Committee in‘'the UK, Cmnd 1949, also considered this issue, concluding
that it was useful for-a number of purposes and that it should be possible-to devise uncomplicated
but stringent safeguards.
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e facilitate the development of stock option and like arrangements by enabling a
company to purchase an employee’s shares upon retirement.

21.98 The Committee has not examined this complex issue in detail. However,
on the basis of available information, it believes that further study is warranted.

21.99 The Committee suggests that the National Companies and Securities
Commission should consider; at an early date, whether companies might be
permitted to purchase their own shares, provided there are appropriate
safeguards for shrareholders and creditors.

(b) Reduction of Share Capital

21.100 A closely related issue is whether companies should have greater scope to
reduce their own capital.30

21.101 To reduce its capital, a public company at present has to comply with
procedures involving delays and substantial costs. As a result, companies tend not
to resort to these procedures, so that funds are said to become ‘locked up’.

21.102  Looking solely from the view of the efficient operation of the capital
market, there is merit in simplifying s.64 to facilitate the ability of companies to
reduce their own capital.

21.103 The Committee notes that Clause 123 of the proposed Companies Bill
will introduce some flexibility by allowing resolutions to reduce share capital to
have retrospective effect. The Bill provides for a company, if authorised by its
articles, to reduce its capital in any way it chooses, but includes procedures to
safeguard the interests of creditors who do not consent to the reduction.

(¢) Issue of No Par Value Shares and Shares at a Discount

21.104 The Companies Act makes no provision for a company to issue shares
without a par value, reflecting the requirement that companies should maintain
their capital.3!

21.105 Broadly, this.requirement. aims to ensure that:

e  creditors of a limited liability company are made aware of the further liability of
shareholders (being the amount uncalled.or unpaid on the shares);

e creditors and other interested parties know that assets equivalent to the par
value have been or will be made available for the company’s use in pursuit of
the objectives set out in its memorandum and articles of association.

21.106 However, it has been suggested that these aims are far from being fully
realised, as:

® many shares issued have a low par value and are normally fully paid up on
allotment; thus the uncalled capital element which existed to some degree in
the past, and which was designed to protect creditors, often does not exist with
the modern company; .

30 Under s.64 of the Companies Act, a company may only reduce its share capital if a special
resolution passed by the company’s shareholdersis confirmed by the Court..(See paragraph 17.86
of the Interim Report.)

31:... Section 59 of the: Companies Act-and Clause 118 of the Companies Bill sets out the procedures

_that must-be.followed by.companies to issue shares at a discount, which include authorisation by a
resolution of a general meeting of a company and approval by the Court.
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there is no requirement as to the minimum paid-up capital:
® the shares may have been issued at a premium;

the par value is a historical figure and does not represent the current value of
corporate: assets;

® a company’s fully paid capital may be dissipated in the course of its tr‘ading
operations.

21.107  As well, a company’s ability to raise equity finance may be impaired when
the market price of its shares is less than its par value. The combination of par
values and the requirement that shares should not be issued at a discount unless
certain conditions are met restricts the opportunities of a company to raise capital
and ‘trade out’ of its difficulties.3? The issue of no par value shares would, of
course, eliminate the need for regulating the issue of shares at a discount.

21.108 No par value shares are allowed in certain countries, including the United
States and Canada, apparently without any major abuses; there are also some
overseas companies listed on Australian stock exchanges which do not have a par
value. As well, two committees of inquiry into companylaw in the: United
Kingdom33 have recommended the issue of no par value shares: More recently,
the Wilson. Committee in the United Kingdom suggested. that the concept of par
value lacked particular significance and its use was potentially misleading,.

- 21.109  As the company law system in Australia is based on the concept of
maintaining capital, an evaluation of the implications of abolishing the par value
concept for the totality of company law and regulation and of accounting and
disclosure standards would have to be made. In particular, it would be necessary to
ensure that creditors and other shareholders were not disadvantaged. Moreover,
there are taxation and other implications.

21.110 The Committee suggests that the National Companies and Securities
Commission should examine, at an early date, the feasibility “of "allowing
companies to issue no par value shares and to convert existing shares to shares
with no par value. '

(d) Short Selling

21.111 It has been suggested to the Committee that the liberalisation of existing
provisions restricting short selling34 would help to smooth fluctuations in market
prices for securities.

21.112 - Short selling is widely permitted overseas. In the United States short sales
are usually prohibited only for certain ‘insiders’ and beneficial owners of large
parcels of shares (although the New York Stock Exchange permits short selling on
arising but not a falling market33). In the United Kingdom the role of the jobber or

32 The requirements”include’ court’ confirmation. A company, of course, could partially ‘cancel
present capital (again with court consent) to overcome the problem. The restriction on issuing
shares at a discount does not apply to no-liability companies (usually mining companies).

33 “The Gedge Committee (1954) advocated that only ordinary shares be issued with no par value;
the Jenkins €Committee: (1962) extended: the recommendation to preference shares:

34 .. With certain limited exceptions, a person.may not sell securities.to a purchaser unless, at the time
he sells them, he or his principal has a right to transfer the scrip to the purchaser (s.68 of the
Securities Industry Act). (See Interim Report, paragraph 17.96.)

35.:Short sales:on.the NYSE are not permitted (a).below the:last sale price on the exchange or (b) at
that price unless it was higher than the last different sale price that preceded it.
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professional trader in making a market is only:feasible because of his ability to go
‘short’ as well as ‘long’.

21.113 The Committee acknowledges that, in the absence of appropriate
safeguards, short selling can create instability. The market for many shares in
Australia is thin compared with overseas countries; short selling could therefore
have a volatile effect on the prices of such shares in the absence of adequate
disclosure. Short selling by relatively uninformed investors may €xpose them to
excessive risk. General instability in the stockbroking industry could also develop
in the event of the failure of a major short seller to meet his obligations.

21.114 However, short selling can contribute to the depth and stability. of the
market, if properly regulated. The options market already provides, in effect, an
avenue for short selling in a selected range of securities without any apparent
adverse effects on the rest of the securities market. Short selling is also an essential
characteristic of the futures market.

21.115 It has been suggested that short selling might be permitted subject to the
following requirements:

e it should be confined to companies which have a substantial market
capitalisation, a widespread shareholding and an active market;

e all short sale positions should be disclosed at the time of the transaction; and

the provision of a substantial cash margin. If, during the currency of a short
position, the price moved against a short seller: by more than 10%, an
appropriate payment should be made to the broker to cover this liability.

21.116 The Committee believes that such requirements vould be compatible
with stability in the stock markets and the protection of investors. It therefore
suggests that the National Companies and Securities Commission should
examine, at an early date, the feasibility of allowing short selling, subject to the
imposition of appropriate requirements to discourage the developinent of a false
market and to prevent the development of unfunded speculation.

21.117 There should be advantages also in permitting short selling of
government paper. Dealers’ ability to ‘make’ a market would be increased, thereby
enhancing the liquidity. of government paper.

(e) Insider Trading

21.118 The object of restrictions on insider trading3¢ is to ensure that the
securities market operates freely and fairly, with all participants -having equal
access to relevant information. Investor confidence, and thus the ability of the
market -to mobilise -savings, depends importantly on the prevention of the
improper use of confidential information. The Committee is aware of the view that
insider trading allows prices to adjust more quickly to the underlying value of
particular investments. However, these ‘advantages’ are decisively outweighed by
considerations of equity and likely adverse effects on investor confidence in the
market-as-a whole: :

21.119 It has been suggested that the operation of the existing insider trading
provisions-is creating uncertainty as to whether superannuation funds may deal in
the securities of their sponsor company. In such cases, disclosure by the trustees of

36 The *insider trading ‘provisions of: the: Securities - Industry Act-are summarised: in paragraphs
17.99-104 of the Interim Report.
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a fund to a stock exchange at the time a transaction is made would be an acceptable
alternative to outright prohibition.3’

21.120 It has also been suggested that the existing provisions of the Securities
Industry Act have proved largely ineffective in dealing with the problem of insider
trading.

21.121 No detailed review of the insider trading provisions has been undertaken
since the Eggleston Committee reported in 1970.3 Given the changes in the
structure and operation of financial markets since that time, and in particular the
general increase in takeover activity, there is a need for an early review of these
provisions.

21.122 In addition to any strengthening of the present provisions, the
Committee believes that insider dealings should be made the subject of both
criminal and civil action.

21.123  The Committee therefore suggests that the National Companies and
Securities Commission should, as a matter of priority, review the insider
trading provisions of the Securities Industry Act, with a view to strengthening
them. Consideration should be given to the inclusion of provisions that:

® permit superannuation funds to deal in the securities of a sponsor company
provided trustees make appropriate disclosure to the stoek exchanges; and

® make insider dealings subject to civil and criminal penalties.

E. PROSPECTUS REQUIREMENTS

21.124 . The general philosophy behind existing prospectus requirements. has
traditionally been to protect investors through disclosure. The objective is to
promote public confidence in the securities industry and, more particularly, in
companies issuing securities to the public, by ensuring that investors have all the
information reasonably necessary to make an investment decision. There are also
provisions prohibiting certain practices and requiring acceptable standards of
behaviour.?¥ Beyond such requirements and the general remedies at law for fraud,
breach of directors’ duty etc., the philosophy of caveat emptor is intended to apply.

21.125  However, the failure during the 1970s of some finance companies which
had prospectuses on issue led to a tightening of prospectus requirements to a point
where it is claimed that companies with ‘mixed records and prospects’ experience
would have difficulty securing registration. The philosophy of regulation is thus
claimed to have changed from caveat emptor to the provision of ‘protective
regulation’ — though still without significant ongoing supervision.

21.126 - A number of problems relating to the impact of prospectus-requirements
on the efficiency of public fund raising, as well as some suggested inadequacies in
existing disclosure requirements, have been drawn to the Committee’s attention.

37 In this respect it should be noted that in both Canada and the USA there is heavy reliance on
disclosure by ‘insiders’ of their share trading activities.

38 Company Law. Advisory. Committee to’ the Standing: Committee of Attorneys-General, Fourth
Interim Report, February 1970, AGPS, Canberra; 1970.

39 .+ The: regulatory framework ‘applicable ‘to-public: fund raising:was outlined in Chapter:17 of the
Interim Report.

383



(a) Prospectuses and Efficiency of Public Fund Raising

21.127 The costs of issuing a prospectus in connection with a public issue are
claimed to exceed considerably the costs of making a private placement — a cost
differential of over 1% has been suggested. 4

21.128 - However, the costs of public issues may be offset by other benefits, €.8.
interest costs may be significantly less for a public issue as the borrower can tap a
wider market. Decisions as to the method of raising funds will also depend on such
things as funding techniques, the size and maturity of an issue, the need to
maintain a presence in the market, the benefits of listing, improved marketability
and so forth.

21.129 The process of preparing a prospectus and obtaining approval from a
Corporate Affairs Commission can be lengthy, reducing the flexibility of
companies with regard to the timing of public borrowings. This is said to be
particularly important as compliance with prospectus requirements may mean that
market conditions change significantly between the time when a decision to raise
funds is made and the time the market is approached. Particular criticism has been
levied at the emphasis placed on draft prospectuses and resubmissions thereof, and
the pursuit of ‘irrelevant’ details which, it is said, create the impression that the
CACs are giving an issue a detailed stamp of approval.

21.130 However, although there have been periods when, due to the number of
prospectuses being lodged, there have been delays in registration*!, ongoing
borrowers have generally found the overall process to be relatively swift and
efficient. The policy of the NSW Commission, for example, is to complete its
examination of a prospectus of a finance company and convey any requests for
additional information within six full working days of lodgment if it does not
involve new or unusual features.

21.131 There have also been structural and timing difficulties associated with
varying the interest rates and maturities on offer which can be time consuming
and costly. Thus in times of frequent interest rate changes, finance companies were
said to be at a marked disadvantage vis-a-vis banks, building societies and other
intermediaries which do not have to issue a prospectus. However, due to changes
in administrative policy earlier this year by the various Corporate Affairs
Commissioners, in consultation with the NCSC, continuous borrowers are now
permitted to:

e - alter interest rates shown in a prospectus by use of a sticker or other means,
and to

e include a removable application form with the prospectus, allowing rates to be

40 See. submission: by the::Australian.:Merchant : Bankers Association,: ‘1979, p- 80, and its
supplementary submission of 20 March 1981,.p::13: :

41 Forexample, there were:321:prospectuses lodged:with the NSW Commission in 1970 but only 62
in 1979.
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altered by inserting a new application form, without requiring prior approval of
the alteration and hence re-registration of the prospectus.42

21.132 Other problems still remain — for example, the Companies Act lays
down various requirements relating to the issue of debentures or shares to the
‘public’.#3 Tt has been submitted that the term ‘the public’ is difficult to interpret as
the Act defines it in a partial and negative way. It has been proposed that the
existing definition of public offers should be narrowed so as to exclude informed
investors.

21.133 The Committee acknowledges the problems which prospectus
requirements impose, and believes it is desirable that there be greater clarity in
defining when an issue is a ‘public’ issue. But it should be recognised that these
requirements are designed to ensure that investors have sufficient information to
evaluate the merits of a company before making an investment. Hence issuers
benefit because the prospectus requirements foster public confidence and interest
in new issues.

21.134 ' Nevertheless, the Committee is concerned that the prospectus
requirements may have discouraged many corporate borrowers from undertaking
public borrowings.** These borrowers may have chosen, in preference, the
unregulated route of borrowing by way of family issues, private placements and
one-name paper®, as well as through the intercompany market. If so, a loss in the
flexibility of company borrowings has occurred.

21.135 The implementation of other recommendations contained in this Report,
notably those relating to interest rate controls and captive markets; may:mean
greater variability in interest rates generally and hence an increased need for
financial intermediaries to respond quickly and flexibly to changes in market
conditions. The recent changes in administrative action should ease many of the
problems that have existed in the past. Nonetheless, additional changes to the
existing prospectus. arrangements are considered necessary to ensure the
competitive position of continuous borrowers and, more generally, to permit a
flexible approach to public borrowings by corporations.

42 Specifically, the "NSW Commission has “stated that “members “of tHe Australian Finance
Conference 'may:
®. register 4 prospectus without an application form attached; provided 4 copy: of the application

form is submitted with each prospectus:

© provide investors with an application form separate from but together with a prospectus;

e alter the interest rates shown in a prospectus by use of a sticker, reprint or other means
without prior reference to the Commissioner provided the altered prospectus or application
form is identical in all other respects to the registered prospectus or application form originally
submitted other than; possibly, a changein the colour of the cover. A copy of any such altered
prospectus or applicition form must be forwarded:to the relevant:Commissioner.

43 The offering.of shares.or debentures: to ‘the public’ is defined in the Companies Act (5.5(6)) to
include an offer to any section of the public but to exclude. offers to.a person: whose ‘ordinary
business’ is to buy or sell shares or debentures whether as principal or agent, and offers to existing
members or debenture holders of a corporation which relate to shares in or debentures of that
corporation. The Companies Bill 1981 extends offers to the public to include offers to a section of
the ‘public, but otherwise ‘does not seek to ‘clarify the situation. (See Companies Bill 1981
Explanatory-Memorandum, paragraph 63.)

44  Another disincentive, of course, has been.the more onerous auditing requirements. for. ‘public
borrowers’.

45 “-Promissory notes with a face value of not less than $50 000 are defined as debentures ini the
Companies Bill 1981.
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21.136 It needs to be determined whether investor protection objectives might
not be achieved through some less costly, less time-consuming process than
existing prospectus requirements. The Committee has considered several options.

(i) Prospectus requirements might be standardised

21.137  One suggestion which has been made is that the NCSC might issue a
standard prospectus as a guide for those considering making corporate debt
raisings, and that the relevant CAC should be required-to approve a prospectus
which complied with the standard within three days of lodgment. While this may
be desirable in principle, it is doubtful whether, in practice, approval could be
obtained within such a short period, particularly in the case of occasional
borrowers.

21.138 Acceptance of a standardised approach and the less rigorous examination
that would accompany it may become feasible eventually if the NCSC were
prepared to accept the assessment of a company’s rating by an independent debt
rating agency as satisfying a substantial proportion of the existing requirements.
However, acceptance of independent ratings as satisfying part of the regulatory
requirements appears unlikely in the foreseeable future.

(i) All borrowers might be permitted to issue an abridged prospectus

21.139 In essence, this proposal involves a two-tier approach to disclosure: a
company borrowing from the public would be permitted to issue a prospectus
containing details of a kind that the public is likely to need in making investment
decisions; more detailed information likely to be of use to an investment analyst
would be lodged with the CAC, and thus be on the public record, and would be
available from the company:on‘request.

21.140 This option needs to be assessed in relation to the philosophy of
prospectus requirements. It might be argued that disclosure by way.of prospectus is
an_essential corollary of the philosophy. of caveat emptor, and that abridged
prospectus requirements would impair the ability of potential investors to make
assessments. However, it might also be argued that a lower level of disclosure
would not expose the investor to greater risk so long as the Corporate Affairs
Commissions are provided with information additional to that given to investors.

21.141 It also needs to be recognised that disclosure can be counter-productive
where it is so complex that it obscures material which is likely to be of most use to
the investor; and discourages him from reading the prospectus. In this regard, the
Committee has some doubts about whether the greater emphasis on disclosure in
prospectuses in recent years has always been of great assistance to investors.

21.142 The Australian Finance Conference has drawn attention to the fact that
the US Securities and Exchange Commission now permits the inclusion of
information in a prospectus in ‘condensed or summarised form’ with additional
information being included, along with the text of the prospectus, in a ‘registration
statement’ which is on the public record. New Zealand is also understood to be
moving in the direction of two-tier disclosure.

(iii) Continuous borrowers only might be permitted to issue an abridged prospectus
21.143 This variation of option (i) is based on the view that, because of the
greater impact of the prospectus requirements on continuous borrowers such as
finance companies, and because the latter have a ‘track record’, special
consideration should be given to their position.
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21:144 . It is argued-that the initial lodgment procedures are geared to the one-off
public borrower; as a result, when a finance company “is-merely updating a
prospectus,: the detailed procedures are said to impose ‘an unnecessary burden.
Other perceived benefits include lower printing costs and the ability to provide a
more readable document to-potential investors: ’ ~

21.145 One suggestion is that finance companies should be licensed as
continuous borrowers, with renewal being consequent on minimum disclosure
standards. being. met. An alternative is that all companies should be eligible for
registration as continuous borrowers. «

21.146 In the latter case, prerequisites for registration might be that:

® a company must have borrowed regularly over some predetermined period
(e.g. at least twice in the preceding eighteen months); and

® a basic level of information would have to be disclosed in an' abridged
prospectus; with -more detailed information being provided to the CAC and to
those members of the public who request it. e :

21.147 As noted.in paragraph 21.131, the Corporate Affairs Commissions have
already given limited recognition to the special position of .continuous borrowers.
Also, Clause 109 of the Companies Bill 1981 gives the NCSC power to exempt a
corporation from the prospectus provisions. : »

(iv) Less emphasis might be Dlaced on prospectus rei;uirements with greater emphasis
being placed on the adequacy of trust deeds ‘ )

21.148 This approach is broadly that followed in the United Kingdom. The
Department of Trade is primarily concerned to ensure that the trust deed of a
borrowing company is adequate to protect investors. There is  little ‘or no
supervision of what is disclosed in the prospectus.

21.149 To the extent that the trust deed is included in the prospectus, there is
not a great deal of difference between this approach and prospectus requirements
in Australia. However, the UK Department of Trade is not concerned ‘about
information on interest rates and maturities on offer.: or-indeed any-information
that is-disclosed in addition to that required: to -be-included-in the:trust deed.
Borrowing companies which do not change their trust deed between issues
therefore have more flexibility in the timing of their approach to the market:

(v) Prospectus requirements Jor finance companies might be ‘abolished

21.150 Banks and building societies are not subject. to prospectus requirements
as, unlike finance companies, their overall activities are subject to close regulation
and supervision. !

21.151 A move away from prospectus requirements for finance companies would
only be appropriate ‘if all finance companies were to be made subject to the same
regulatory requirements as non-bank deposit-taking institutions, such as building
societies. This would involve a fundamental change in the approach to the
regulation of finance companies. ' ’

The Committee’s assessment of these options

21.152  The Committee does not consider option (i) to be feasible at this time,
for reasons explained: earlier. 'While option (iii) would bring- much needed
flexibility to borrowings by finance companies and other continuous borrowers, it
would do nothing to overcome the problems of others berrowing only: periodically
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from the public. Option (iv) has a certain appeal, but other proposals ‘would
achieve the same benefits without diverging to the same degree from the: present
arrangements for protecting investors. Option (v) is too radical a departure from
the existing approach (but see paragraph 19.248): the Committee considers that
the retention of prospectus requirements (albeit in modified form) is consistent
with a functional approach to regulation which retains a spectrum of risk for
investors/depositors. V L

21.153 The most desirable proposal is option (ii), i.e’ that all borrowers should
be permitted to issue an abridged prospectus with a more detailed financial
statement being lodged with the relevant Corporate Affairs Commission.

21.154 As well, the Committee sees no reason why the recent administrative
changes which permit alterations to interest rates and maturities on offer without
the issue of a new prospectus should not be extended to-others borrowing from the
public. Together, these changes would do much to ensure an efficient and
competitive environment for public borrowing. . :

21.155  The form and content of an abridged prospectus would need to-be subject
to strict disciplines so as to ensure that any reduction in the-flow of information to
investors was not of such a kind as to impair the ability of investors to make
soundly based decisions. Information that. would need to be disclosed in an
abridged prospectus for a borrowing might well include:

e full details of the issue, ir\lcludi‘ng its terms and conditions;
@ . its purpose;

e the more material provisions of the relevant trusf deed and the rights and
security position of any subscriber thereunder;

e arecent summary of the company’s financial accounts and the auditor’s report
thereon, with approriate profit and other comparisons;

® any material events, factors or influences. affecting the financial accounts
before and since the relevant period; and -

e information on its gearing ratio, interest cover, the nature and quality ‘of its
receivables and other assets, and the size and maturity: of its liabilities.

21.156 The form and contentvshould be approved by the CAC and occasional
borrowers would, of course, need to make such additional disclosures as might be
thought necessary by the CAC:. - . e

21.157 Consideration should also be given to requiring more frequent disclosure
by companies issuing abridged prospectuses. The availability of, say, quarterly
information to investors would enable them to make a continuing assessment of
their..investments. and, ' with- the development of secondary markets in fixed
interest securities, they should be able to sell, if necessary, their securities more
readily. gt o : : :

21.158 The Committee recommends that: ; ‘

(a) Al public borrowers should be permitted to issue an abridged prospectus,
in a form and content approved by the relevant Corporate: Affairs
Commission, containing only the basic, essential information needed by

investors. More detailed information should: be. made: available to the
_Corporate Affairs Commission and to. members of the public on request.

(b) Consideration should also be given to requiring companies” issuing
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abridged prospectuses to make more frequent disclosure to the authorities,
the stock exchanges and investors (on request).
(c) - Occasional borrowers — like continuous borrowers — should be permitted
to vary interest rates and maturities in prospectuses’withoutrhaving to

issue new prospectuses.’

(d) The National Companies and Securities Commission should give early
attention to clarifying the definition of public and non-public issues.

()] Disclosure in Prospectuses

21.159 It has been suggested that existing disclosure requirements for

prospectuses are inappropriate and inadequate in a number of respects:

@ the prospectus may be on issue for six months and the accounts it contains
may be for a period up to nine months prior to issue; the accounts as a
consequence might be as much as fifteen months out of date before the
prospectus is renewed (this problem has been raised particularly in relation to
finance companies);

® unsubstantiated or subjective information in respect of the valuation of assets
is sometimes included in prospectuses;

@ inadequate detail is provided on the extent to which accounts receivable are

~.-secured and on doubtful debt provisions; )

® there is inadequate disclosure in respect of the ability to service.debt.and other
obligations; and

® some finance companies failed at a time prospectuses were on issue which gave
no indication-of any ‘major ‘problems: ' : e

21.160 The problems associated with variations in accouriting stande.irdsv,y and in
particular in the valuation of current, non-current and fixed assets, have also been
raised in‘a'number-of submissions. : RRE IR

21.161 Many of these aspects are discussed elsewhere in this chapter, particuia(ly
in. relation. to company reports; the comments there are equally- relevant for
prospectuses. « . .

(e) Advertising Restrictions N L e O
21.162 - 'The restrictions on advertising by corporate borrowers of prospectuses on
issue are set out in the Interim Report (paragraph 17.38): Broadly these provisions:
® require that only certain specified information may be included ‘in ‘an
advertisement drawing attention to.a prospectus; and . ... ‘e ey
® prohibit - activities -by ‘independent’ media which would have ‘the effect: of
circumventing this requirement: I ~

21.163 The aim of these restrictions is to ensure that the prospectus provisions
are not circumvented by advertisements or media articles providing material other
than that contained in the prospectus. ' -

21.164 The Committee believes these restrictions unduly inhibit the-ability of
financial corporations (e.g. finance companies) borrowing by way of prospectus to
compete with building societies, banks and credit unions, which are not subject to
comparable limitations. In the Committee’s view, investors would be adequately
protected so long as the advertisement complies with minimum standards of
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accuracy; +and fundsmay ‘only be lodged onan ‘application: attached to a
prospectus.46 ;

21.165 Accordmgly, the Commlttee recommends that:

(a) Existing restrictions on advertisements should be revised to permit any
advertisement that:

@ is not inconsistent with the prospectus or other materlal lodged with the
relevant Corporate Affairs Commission;

@ is not likely to deceive, mislead or confuse investors; and

@ contains a statement that funds may only be lodged together with an
application attached to a prospectus.

(b) The National Compames and Securities Commission should be empowered
to require a company to withdraw any advertisement whlch does not meet
these requirements.

F. REGULATION OF UNIT TRUSTS

21.166  Concern has been expressed about the regulatlon of umt trusts under the
Companies Act — partlcularly prospectus and other requ1rements designed
primarily to apply to companies. It has been argued that various restrictions
imposed under the Act unduly inhibit unit trusts’ freedom to compete. :

(@ A Separate Collective Investment Act

21.167 A number of submissions have. suggested that all -forms of collective
investment on offer to the public should be regulated by an Act other than the
Companles Act.

21.168 It is argued that many provnslons of the Compames Act are mapproprlate
for unit trusts. These include the disclosure requ1rements associated with the issue
of prospéctuses and the disclosure requ1rements in advertisements (s. 40 of the
Companies Act). These provisions, it is submitted, treat unit trusts as joint stock
corporations rather than as trusts.

21.169 In several countries, collective investment institutions*’ are regulated
under separate legislation to companies, e.g. United Kingdom, West Germany,
Hong Kong. The OECD has recognised the need for separate regulation by
publishing, in 1972, standard rules for the operation of collective investment
institutions.*®

21.170 The Commiittee believes that the ﬂex1b11|ty of such institutions would be
enhanced if existing requirements to which they are subject were revised to take
account of their special nature. This could be done within the context of the
existing companies legislation but it would be preferable for there to be separate

46 The first two of these requxrements are understood to have recently been adopted in New
Zealand.

47 .. Collective: investment’ institutions.“are -institutions - such. ds unit trusts;; mutual: funds dl‘ld
investment companies_which mobilise funds for. the public for the purpose of mvestment in
certain specified assets. Note, however, that the latter two are incorporated.

48 See Committee on Financial Markets, Standard Rules for the Operation of Institutions for Collective

i Investment in-Securities, OECD), Paris, 1972
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legislation so as to-minimise. the risk:of -unit trusts having to meet inappropriate
requirements. : ‘ :

21.171 The Committee therefore suggests that the National Compan’ies and
Securities Commission - should  investigate, at an early : opportunity, ' the
possibility of regulating collective investment institutions under a separate Act.

(b) Regulation of 4Fu‘nd Raising

21.172 - As noted above, existing prospectus requirements do not take account of
the particular characteristics of unit trusts. )

21.173 The Committee believes that unit trusts and other collective investment
institutions should be subject to requirements comparable to those:applying to
other corporate fund raisers (i.e. they should be permitted to issue an abridged
prospectuswhile. making more detailed disclosure to the relevant Corporate Affairs
Commission). However, because of the special nature of unit trusts, they should
be subject to different information requirements.

21.174 The Committee is conscious that certain safeguards are afforded to
investors by virtue of the fact that: ‘

® the managers of -unit trusts and their agents must be licensed under the
Securities Industry ‘Act; and g =

e the rights of unit holders are monitored by independent trustees.

21.175 The Committee recommends that unit trusts should be permitted to
issue an abridged prospectus. More detailed information should be made
available to the relevant Corporate Affairs Commission and to members of the
public on request. : o V '

(0) Advertising Restrictions e gt sl

21.176 The type of information which  the Companies - Act. - permits-.in
advertisements of a prospectus is similarly said to be inappropriate to unit trusts. It
is said that-insufficient information is provided to attract the investor to this
method of investment. ‘ i T ‘

21.177  The matters which may be included in an advertisement published in
connection with the issue of a prospectus are set out in's. 40 of the Companies Act.
The section ‘is: clearly designed to provide information relevant to a corporate
issuer —.not to unit trusts, which do not have paid-up capital; directors (as distinct
from. trustees,- managers). etc. ! - : o t ‘ :

21.178 Moreover, it has been noted that, unlike the position in other courtries
such as the United Kingdom, indicative yields generally may-not be-advertised
unless they are guaranteed (although non-guaranteed yields may. be included in a
prospectus). Other similar types of investments — e:g. equity-linked life insurance
policies — are not subject to a similar restriction. '

21.179 The Committee earlier expressed the view that restrictions on advertising
by those raising funds from the public are unnecessary so long as-advertisements
do not contain information inconsistent with the prospectus and subject to certain
other minimum requirements. . ' o

21.180 The same view applies in respect of unit trusts. It is undesirable to
prohibit unit trusts drawing attention (in good faith). to their benefits, as this is part
of the appeal of unit trusts to investors. Such a prohibition makes it more difficult
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for: unit trusts to:market units in:competition with equity-linked life ‘insurance
policies and others which are not subject to a comparable limitation. A question of
competrtrve neutralrty arises.

21:181 The Committee therefore recommends that unit trusts should:be:

@ subject to the same general requirements in respect of advertlsmg as those
applying to companies raising funds from the public; and

@ free to advertise an indicative yield, provided it is clearly stated whether 1t 1s
" guaranteed.

(d)..Marketing of Units

21.182 - Section 374 of  the Companles Act, which restrrcts the - soliciting of
investments from the public®®, reflects:a concern for the small; unsophisticated
investor who is not:skilled in financial -analysis: or the:assessment of investments
without: professional aid and:who tends:to:be susceptible to the representations of
salesmen. It is feared that, in the absence of such-a:provision, the intent of the
prospectus requirements will be avoided. The Eggleston Committee
recommended the tightening up of this section.>0 ‘

21.183 . However, it has been pointed-out that similar.restrictions do not apply to
the selling of equity-linked life insurance, which. represents a: similar form of
investment. On competitive neutrality grounds, therefore, it is argued that s..374
should be amended to permit door-to-door sales where a registered prospectus is
presented:to the potential investor:

21.184 It mrght be argued that, . if the. Committee’s recommendations for
abridged prospectuses were adopted, this would strengthen the need for section
374. At the same time the relaxation of restrictions on advertising which the
Commiittee proposed earlier must be seen as enhancing the ability of unit trusts to
attract funds from the publrc by advertlsmg, effectively reducing the need for'door-
to-door: canvassmg i

21.185 Nevertheless a major problem exists in respect of the ablllty of unit trusts
to compete with the agents of life insurance companies who. are permitted. to
engage in door-to-door selling. The Committee is not aware of the extent to which
equity-linked life insurance policies — ‘which-are ‘effectively-in' direct:competition
with unit: trusts — are marketed:in this: way. It appreciates that ‘there are certain
safeguards for the investor:such as the prudential disciplines-over life insurance
companies and the voluntary observance by them of a 14-day cooling- off period
(which the Committee has recommended be given legrslatnve support: —'see
paragraph 20.54). :

21.186 In'the Committee’s view, it is not practicable to prohlblt this method of
marketing insurance policies as it:is the traditional' method used in marketing life
insurance. Unit trusts must therefore remain at a marketing disadvantage 'so long
as-they are subject to the constraints of s. 374.:On comipétitive neutrality-grounds,
some relaxation in respect of unit trusts would clearly seem desirable.

49. . .Except where certain conditions are met and ministerial approval is obtained, a person may not.go
from place to place offering shares or debentures for subscription or purchase to any member of
the public (s. 374). The proposed Companies Bill extends this prohibition to units and provides
the NCSC with the power to exempt any corporation from the operatlon of -the provision
(Clause 552).

50 Company Law’ Advisory’ Committee to the Standrng Commlttee of Attorneys -General, Sixth
Interim Report,:1972. :
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21.187 However, the Committee is opposed, in principle,: to-any: general
relaxation of restrictions on share hawking. It sees section 374 as an important
form of protection for unsophisticated investors against unscrupulous persons in
all areas of investment. The Committee suggests that this matter be examined by
the NCSC. ' ‘ '

G. ROLE OF TRUSTEES, TRUST DEEDS AND TRUSTEE SECURITIES

21.188 A number of reservations have been.expressed to the Committee about
the usefulness of trust deeds for borrowing corporations. Submissions have
suggested that: : S

@ . the present requirement for quarterly reports may not provide the trustee with
sufficient information to assess the ongoing performance of the borrower; ,

® trust deeds are of little use in protecting investors;

® the practice of raising funds under trust deeds should be dispensed with in the
case of finance companies, the operations of which should be regulated by the
Reserve Bank; - '

® _trust deeds should include standardised definitions of key financial variables to
facilitate comparisons between companies.

21.189 The Committee is not in a position to assess the view that reporting
requirements to trustees should be improved, but to the extent this were to
happen, the arguments in support of permitting abridged prospectuses would be
strengthened.

21.190 The Committee does not believe that trust deeds should be dispensed
with in respect of finance company borrowings, or that finance companies should
be regulated by the Reserve Bank. On the contrary, the Committee is satisfied that
trustees play an: important role in the investor protection process. With
debentures, for instance, they act as mortgagee for the ‘tenants-in-common
mortgagors’ (the debenture. holders) and through the trust deed are able to
intervene to protect the rights of those mortgagors. ,

21.191  Very clearly, standardised terminology for key financial variables would
be helpful to the understanding of investors generally, and the Committee
commends this thought for practical consideration by corporations, lawyers and
relevant trustees. The NCSC might be prepared to take a lead.

21.192 Reservations have also been expressed about the fact that, while the
more modern trust deeds of most superannuation and other trusts often include a
broad definition of eligible securities, older trust deeds (generally relying solely on
trustee securities) usually exclude reference to the more recent types of suitable
and useful instruments.

21,193 Thechoice of investments acceptable for the purposes of trust deeds is, of
course, a matter for those drawing up or having the power to amend trust deeds.
However, . the Committee accepts that state Trustee Acts (which. prescribe
investments which are eligible where trust deeds are silent or particularly restricted
as to investment powers) ought to have regard for modern instruments of
financing and-investment.

21.194 There should desirably be arrangements for periodically reviewing trustee
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securities to ensure that those which-meet appropriate criteria are-not-excluded and
that:the retention of trustee status for-others is:desirable:

21.195 Finally, there are anomalies in the definition of trustee securities between
the States. One consequence is that securities which may otherwise have very
similar-risk.and return characteristics are viewed very differently by investors in
different states. This. may produce significant variations in the cost of capital in
different states. Distortions in the process of resource allocation are the likely
result. ‘

21.196 The granting of trustee status to a security tends to create a special
preferential market for it. The Committee sees no objection to the continuance of
this practice, but — as suggested in Chapter:12 — it is desirable that consistent and
sound criteria be applied throughout Australia. :

21.197 The Commiittee therefore recommends that state Trustee Acts should be
amended, where appropriate, to:

@ . bring their prescribed securities up to date with modern mstruments of
financing and investment;

@ provide for a consistent national approach to the definition of trustee
securities; and

e provide arrangements for perlodlcally reviewing the status of trustee
securities.

H. STATUTORY TRUSTEE COMPANIES

21.198 Apart from their traditional work as executors and administrators of
deceased estates, trustee companies provide a wide variety of services including
taxation counselling; accountancy; and investment management; in the course of
providing these services they may accept deposits from clients and provide-other
financial services. Some 'trustee companies have subsidiary finance companies,
permanent building societies and licensed real estate agents. ‘

21.199 - If deposits accepted: by the:trustee:company-are placed-in the:common
funds>! they mingle with other trust funds and are therefore subject to the Trustee
Acts and supervision (by the courts) in applying the law of trusts. However, funds
may also -be accepted from clients ‘on-a - principal basis; provided there is no
approach to the public for such funds; no prospectus is required. These funds are,
in'some instances; the credit ‘balances in clients’ accounts or amounts lodged as
urisecured short-term or call-deposits. They are not subject to the requirements:of
the Trustee Acts and-may be freely invested in mortgages. or in other ways.

21.200 * For somie trustee companies, deposit-taking has become a significant part
of their operations: “Ten trustee ‘companies examined by the Committee had
aggregate deposits of more than $211 million at June 1980 or an average of four
times : shareholders’ funds: In the. case of eight trustee .companies, deposits
represented 70%:of their. liabilities, with-the figure as-high-as. 90% in three cases.

21.201 The Committee is conscious that trustee companies are not subject to any

51 Under the Trustee Company legislation, trustee companies are authorised to:pool the funds.of a
number of trusts they administer and the funds of clients in a ‘common fund’. Some common
s fundsare restricted ‘to’ trustee 'securities; ‘others:invest in-a range of investments:

394



form of prudential supervision by state governments. Given the broad.prudential
framework outlined in Chapter 19, consideration will need to be given -to
extending to trustee companies the requirements that apply to other deposit-taking
institutions, so as to ensure competitive neutrality as well as some prudential
discipline.

21.202  The Committee notes that there is lack of uniformity in legislation which
prevents trustee companies operating nationally. One trustee company has publicly
advocated a national Trustee Companies Act.

21,203 While the. Committee has not examined the issue in any. detail, it is
sympathetic to the general view that existing state trustee company legislation
should be replaced by uniform legislation so that there is a common definition of
trustee companies throughout "Australia and trustee companies can_operate
nationally. e ‘

21.204 The uniform trustee company legislation should also contain criteria for
the entry of new trustee companies. The Committee’s attention has been drawn to
the fact that there are only a.small number of public trustee companies, and that no
new trustee companies have been established for many years,2

21.205 Because of the long-term natire of their responsibilities and the special
confidence placed in them by the public, the trustee company legislation seeks to
ensure that beneficiaries are adequately protected by requiring special provisions in
the trustee companies’ memoranda and articles of association and. by:

® restricting individual shareholdings in a trustee company (e.g. to 5% in
Western Australia and Victoria); SRS
® requiring there to be unpaid calls on shares of between $1 and $12: and

® granting directors the right to' refuse to transfer shares.

21.206 These restrictions provide a significant barrier to new entry and
effectively protect less efficient management from takeovers that might be to the
advantage of both shareholders and beneficiaries.

21.207 The Committee considers that these barriers to entry are excessively
stringent and not compatible with efficiency. While a degree of supervision is
undoubtedly necessary to ensure confidence in trustee companies and while some
form of licensing may be necessary to ensure suitability of applicants, the
Committee believes there is scope for the entry of additional public trustee
companies without endangering the interests of beneficiaries.

21.208 In Chapter 19, the Committee proposes a relaxation of restrictions on the
ownership of banks subject to certain disclosure requirements regarding changes in
beneficial ownership. The Committee believes a similar requirement might be
applied in respect of trustee companies. This would enable changes in ownership
from time to time, which would act as a spur to efficiency, but at the same time
would ensure that the interests of beneficiaries were not impaired.

21.209 Given the development of regulation of companies and the securities
industry in recent years, which has resulted in greater protection being afforded to

52 While any corporation that meets the requirements of s. 74 of the Companies Act may act as a
trustee company for debenture holders, only those companies that are specifically authorised
under various state trustee companies legislation may act as executors to wills, obtain probate of
any will and letters of administration and act as administrators of an estate,
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investors and the maintainence of more informed markets, two other provisions
for trustee companies are no longer considered necessary:

the ability of directors to refuse to transfer shares is contrary to stock exchange
listing requirements and may work against the interests of beneficiaries by
protecting inefficient management; and

the unpaid amounts on shares are relatively small, given the gearing of some
companies, and are not an effective means of protecting beneficiaries.

21.210 The Committee therefore feconimends that:

(a)

(b)
(0

(d)

(e)
()
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A uniform Trustee Companies Act should be developed; to the extent that
trustee companies borrow from the ‘public’, they should be subject to
prudential requirements consistent with those applying to non-bank
deposit-taking institutions or institutions which borrow by way of
prospectuses (see Chapter 19).

The Trustee Companies Act should include criteria for the entry of new
trustee companies and provide for some form of ongoing supervision.

There should be no restriction on share ownership, but anyone acquiring a
substantial shareholding in a trustee company (a beneficial interest in 10%
or more of the voting rights attaching to its share capital), or increasing an
existing substantial shareholding, should be required to notify the relevant
state. Minister within two days of that shareholding being acquired.

The Minister should be empowered to order divestment of shareholdings
under this test where, in his view, this would be in the best interests of
beneficiaries. ,

The right of directors to refuse to transfer shares should be abolished.

The requirement for trustee companies to have partly paid shares should
be abolished.



CHAPTER 22: CONSUMER CREDIT:
- PROTECTION OF BORROWERS

A. BACKGROUND

22.1 The Interim Report (Table 2.2) outlined the strong growth in-households’
debt outstanding during the 1970s. The changing market shares of the principal
institutions concerned are shown in Figure 22.1.

FIGURE 22.1: CONSUMER FINANCE — MARKET SHARES OF BALANCES
OUTSTANDING (%) i
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22.2./'The growth of consumer ‘credit in'recent years has been accompanied by
increasing concern about the protection of borrowers.! This has been reflected in
efforts over a number of years to achieve uniform consumer credit legislation and
the strengthening of a number of requirements to which credit providers are
subject.2

22.3  Apart from the Trade Practices Act, the regulation of credit providers is
largely under State and Territory Hire Purchase and Money Lenders Acts which do
not extend, however, to building societies, credit unions, banks or other bodies
lending money which are registered or licensed under separate legislation. The
principal aim of existing consumer credit legislation is to protect the borrower by
prohibiting: : . e

® certain practices in relation to the provision of financial services which are

regarded as undesirable; s : :

e the charging of ‘grossly unfair’ interest rates;
@ false or misleading advertising; and
@ ‘bait’ advertising.

22.4 The Acts also establish government agencies to enforce the legislation,
including the investigation of complaints from borrowers. ‘

22.5 Two committees of inquiry have been commissioned in recent years to
review consumer credit legislation — the Rogerson® (1969) and Molomby* (1972)
Committees. South Australia has been the only state to pass legislation, which was
based on the recommendations of the Rogerson Committee. As a result of the
Molomby Committee’s Report, the Standing Committee of Attorneys-General
agreed in 1973 to the formation of a Credit Laws Committee to draft model
legislation for uniform consumer credit legislation. The work gave rise to the three
model bills introduced into the Victorian Parliament in 1978. They lapsed in May
1979.

22.6 In May 1981, the NSW Government introduced the Consumer Credit Bill
(and related Bills) to repeal the existing legislation and replace it with a single Act
incorporating comments received on the three Victorian Bills. The Victorian
Government introduced new consumer credit legislation at the same time. The
Bills are substantially the same, but contain one or two important differences. It is
understood that some amendments are likely to be made, though it is not known
whether the Bills will be brought into line. Nor is there any indication whether they
will be accepted as a basis for legislation in the other States and the Territories.’

1 It has also given rise to concern about the cost of consumer credit. A brief discussion of this issue
«+is provided in Chapter:41.

2 Details of the &xistirig legislation and of the proposed reforms are outlined in Chapter 19 of the
Interim Report.

3: »Report to the Standing Committee of State and Commonwealth Attorneys-General on the Law
Relating to Consumer Credit and Money Lending.

4 “Report on Fair Consumer Credit Laws to the Attorney-General for the State of Victoria.

5 Tha 'NSW Minister for Consumer Affairs statedin the second reading speech: ‘All other
Governments seem to be waiting for the New South Wales and Victorian Bills to be tabled:before
proceeding themselves. There is expected to be considerable industry pressure on them to follow
the New South Wales and Victorian models’. Second Reading Speech, Consumer Credit Bill,
Hansard, Legislative Assembly, NSW, p. 41.
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B. --THE ISSUES

(a) The Regulation of Credit Providers

22.7 Under existing consumer credit legislation, there is' a marked lack of
uniformity in the treatment of similar credit transactions between the States and
Territories. Examples of this include:

® Disclosure requirements to borrowers — although all‘Sta>tes and the Territories
require some form of disclosure of relevant terms of contracts to be supplied to
the borrower, the detailed requirements vary significantly; ‘

.. Disclosure of interest rates — there is no uniformity in the method of calculation
of interest rate charges for disclosure to borrowers:

® Advertising — some states permit only a limited form of advertising by money
lenders, e.g. some prohibit comparative advertising, others the sending of
circulars; o : o : . P )

® Formal registration requirements vary and there is no provision. for..the
recognition of licences given in other states; and

® Interest rate controls — some states still retain interest rate ceilings. on
consumer finance contracts.

22.8 The lack ‘of uniformity in the regulation of all credit providers: :between
states is a source of inefficiency = it raises administrative and legal costs for those
credit providers which operate nationally, thereby increasing the cost of finance to
the ultimate borrower. :

22.9 - The Committee is-therefore concerned at the delay in reaching agreement
on uniform legislation and the possibility that governments might proceed to-enact
legislation independently of each-other: f /

22.10 -The Committee urges the Government to take an active role in seeking
to secure agreement among the States on a co-operative scheme to achieve
uniformity in the regulation of consumer credit providers.$ :

22.11 The Co'rhr'nitteeﬁbeiieve:sv that borrowers shouldkbe protected by requiring
appropriate disclosure and by providing protection against” fraudulent and
undesirable practices. At the same time, it draws attention to the need for
legislation to balance the interests of credit providers and borrowers:

22.12 The extent and level of legislation should be such that:

® new entry is feasible; , K ,

@ there remains effective and equitable chpctition‘among _credit provikdersk;k
@ _there is full disclosure to borrowers of relevant information, particularly in
respect of effective cost (interest and any other charges); o

@ - the cost-and availability of consumer finance are not impaired; and
® - empbhasis is placed on-the development of consumer education and counselling
~ 'programs. ‘

22.13 Provided the above principles are observed, the overall effect of regulation
may be to enhance the demand for consumer finance. In the same way as investor
protection regulation may encourage investors to invest, properly constructed

6  The question of which credit 'pr'(')viders shyould be subject to regulation is explored below:
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regulation for the protection of borrowers, applied with an appropriate degree of
restraint, may encourage them to make greater use of credit:facilities. -

22.14 . Against this background three features of the proposed 1eg1slat10n7 have
been drawn to the Committee’s attention which warrant particular examination:

(i) Licensing of Credit Providers

22.15 A Credit Tribunal is to be established in each state; one of its functions will
be the administration of the licensing scheme. It will be required to satisfy itself
that an applicant for a licence has appropriate: financial backlng and expertise, is
likely to ‘do-business in- an honest and-fair fashlon and is of good character and
reputation.?

22.16 The proposed legislation requires that all private credit providers be
licensed with the exception of banks, credit unions, building societies, insurance
companies, licensed pawnbrokers and pastoral ﬁnance houses. It is believed by
state’ governments that the activities of these institutions are already adequately
supervised under existing legislation. :

22.17 The Committee questions the basis for exemptlon of 1ntermed1ar1es such
as banks and credit unions, which compete directly with finance companies in the
provision of consumer finance. The Acts applicable to these intermediaries do not
impose comparable requlrements to-those: proposed. under the consumer credit
legislation. :

22.18 Further inequities may arise through circumvention of the legislation‘.' For
example, if banks were exempt, they might decide to absorb their finance company
subsidiaries  (which now  account for nearly 50% of ﬁnance company loans
outstandlng) into their own operational structure.? ‘ : C

22.19: The declining proportion ‘of :consumer ‘financing ‘to which the' proposed
legislation would apply can be seen from Figure 22:1: When  the first: moves
towards uniform legislation were: taken in: the-early:part of :the :1970s, finance
companies provrded more than 85% of consumer finance. At the end. of 1980
finance companies provrded about 46%, w1th the proportion contrnurng to decline
steadily.

22.20 Here;:as elsewhere the Commlttee stresses the need for a functronal
approach to regulatron Leglslatlon and its administration should be consrstent in
relation to the provision of consumer finance by different intermediaries.

22.21 The Committee therefore: recommends that credit leglslatlon should
apply to all mstltutlonal provrders of consumer ﬁnance

(i) Secur:ty on Consumer Loans

22.22 As drafted,; the legislation proposes: a: change from the system of hire
purchase. Under hire purchase, the lender has title to.the goods being financed. In
future, the buyer/borrower will obtain title, with loans being secured by chattel

77“It is not intended 'to’ discuss the proposed legislation in’ detail. Reference hereafter to the
‘proposed- legislation’ should’ be-taken’ to''mean’the NSW' Consumer Credit Bill 1981, except
where indicated.

Second:Reading Speech, NSW Consumer Credit Bill, op.cit.

9 . This'may tend:to happen, in any case, if the proposals for deregulation outlmed elsewhere in this
Report are-adopted. :

o0
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mortgagé"Where a: bona fide purchaser: acquires goods which are mortgaged, he
will be able to-acquire-:unencumbered legal title .to those goods notwnthstandmg
that - mortgage. :

22.23 There are dangers to credit providers inherent in the proposed change. An
attempt has been made to overcome this in South. Australia, where.a chattel
mortgage system was introduced in 1975,. by the provision of title insurance.
However, premium rates ‘have risen s1gmﬁcantly in recent times, ultimately raising
the cost of consumer ﬁnance 10 Victoria, on the other hand, is moving towards a
govemment run registration of charges scheme in respect of motor vehicles. The
lender will have the option as to whether to register a charge; if it does not do so it
will not be protected in the event of default. If it does register the charge the onus
will 'be. on a prospective purchaser to contact a government agency to check
whether the goods concerned afe encumbered. At this stage a title insurance
scheme is proposed in New.South Wales

22.24 Consistent with the views expressed elsewhere on the desnrability ofa
uniform approach to regulation, the Committee. is concerned about the present
lack of a uniform approach to this question. It also has some reservations about a
change from hire purchase to chattel mortgage. However, if the latter system were
introduced, it is the Committee’s view. that a registration of charges scheme is
likely to be more cost-effective than a title insurance scheme. The matter certainly
needs to be put to further cost-benefit assessment. Community education about
the need to ensure that goods are unencumbered-and-awareness about how this can
be done will ‘be essential prerequisites to the achievement of the objective.

(iii) Linked Credit Providers

22.25 . The proposed credit legislation contains provisions: Wthh w11| imposea
liability on credit providers in relation to the supply of goods or services (and, in
particular, their fitness and quality) where the credit provider has'a substantial
commercial link with the supplier of the goods.or services. The liability of such a
credit provider will be limited to the amount payable by the borrower under the
loan contract. '

22.26 :The need for such a'requirement is based ‘on the view that the supply-of
credit:is often the decisive factorinducing the consumerto buy a product or obtain
a service. However, regard:should be had to the likely impact of these obligations
on the cost and availability of finance. It could lead to some financiers withdrawing
from the provision of consumer finance through retailers. This would be
accentuated if particular financiers or forms of financing (e.g. Bankcard) were
excluded from the provisions.!! , :

22.27 The Committee recommends that credit legislation ‘shoﬁld‘n‘ot include
provisions which impose a liability on linked credit providers. in relation to the
supply of goods or services. iy

22.28 In the Committee’s opinion, the appropriate .means of protecting
borrowers is for suppliers (and credit providers) to disclose to borrowers whatever

10  Other factors, such as the particular economic conditions in South-Australia,'may not make this
experience representative of what-could happen'if suicha system were introduced-in other states.

11  Bankcard and other credit cards-are'subject'to-the proposed:NSW legislation;"but exempt from the
linked credit provider provisions:-of the Victorian:Bill on the: grounds:that they do not-have
responsibility for:the quality: of goods-provided. .
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information is - reasonably: necessary: for:-themto- understand :the terms and
conditions on::which: finance :is - provided. - 'To: enable: borrowers  to take full
advantage of such disclosure, a cooling-off period of 7 or 14 days might also be
required: .

(b) Electronic ' Funds Transfer Systems

22.29 The provision of credit is likely to be increasingly effected through
electronic funds transfer systems (EFTS) in the future. The development of such
systems raises important questions on the rights and obligations of the different
parties involved in credit (and other) transactions, and the appropriate form of
regulation. Such systems were not anticipated when existing legislation was
developed; thus, while the "Bills of Exchange Act deals with paper-based
instruments, it does not, for example, deal with the truncation of cheques. The Act
is silent on the protection of users of EFTS; as well, the common law has not had
an opportunity to develop precedents in regard to EFTS in Australia; precedents
established relate only to traditional banking practices.

22.30 The Committee is also concerned that requirements imposed under
existing- legislation if applied to EFTS, may hinder their development. For
example; by requiring the physical presentation of a cheque at the drawee bank,
the Bills' of Exchange ‘Act may hinder the’ mtroductlon of electronrcally based
cheque-clearing facxlltles

22.31. :The question of protectmg users: of EFTS has been the subject of
investigation overseas. In the USA the National. Commission  on Electronic. Funds
Transfers!? was established by Congress in 1974 to undertake a comprehensive
review of EFTS as a basis for a national policy for the orderly development of these
systems:!3. One result of its work has:been the Electronic Funds Transfer Act and
more recently Regulation E of the Act, which sets out the rlghts and obligations of
CONSumers usmg EFTS.

22.32 In 1978 the Law Reform Commission of Canada issued a working paper
exploring the body of legal rules and principles governing credit transfers and the
potential impact of EFTS.!4 In 1978 new banking legislation was introduced which
created a new:Canadian-Payments: Association Act-which, inter alia, established
the rules and standards.for-the clearing of cheques. In:the United Kingdom, new
laws have been introduced governing the rights of users of credit cards.

22.33 No comprehensive examination of EFTS has been undertaken or is
currently proposed in Austraiia‘although the Law Reform Commission has

12 National Commission on Electronic Funds Transfers, Final Report, EFT in the United States:
" "“Policy Recommendations and the Public Interest, 1977.
13°° Among other things, the terms of reference required it to investigate: ‘
® the need to preserve competition among the financial institutions: and “other business
enterprises using such a system;

@ ‘the need. to’ promote ‘competition: among. financial ‘institutions ‘and' to’ ensure governmenl
regulation and involvement or participation ina system in competition: with the private sector
was kept to a minimum;

@ the need to prevenl unfair or discriminatory practices by any financial msmullon or business
enterprise using or desiring to use such a system;,

@ the need.to protect the legal rights. of .users.and. consumers;

...@:.the-impact.of such a system on economic and. monetary policy; and

@ the:implications: of 'such-a'system on: the availability. of . credit.

National Commission: on. Electronic Funds: Transfers, ibid., p.3:.et seq.

14 Law Reform Commission of Canada, ‘Payment'by Credit Transfer’; Working Paper No. 21; 1978.
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examined the issue of the flow of information on individuals in the credit industry
and the question of privacy.!> So far'as the Committee is aware, no legislation
encompassing the regulation of EFTS is envisaged at this time. 16 RS

22.34 There are two principal issues to be addressed:
® whether regulation and/or legislation to protect useis of EFTS services are

necessary and, if so, where responsibility for this should rest; _
® if regulation were develOped, what the overall policy approach should be.

22.35 On the first of these issues, the Committee has fiot undertaken sufficient
work to assess whether there is a clearly demonstrable need for separate
legislation. It acknowledges, however, that appropriately designed legislation
governing . unauthorised access to and dissemination of personal financial
information and security against error and fraud will be necessary to facilitate the
spread of EFTS by ensuring a necessary degree of 'pu‘blic confidence.

22.36 - To the extent: that:the development of EFTS. centres on. the banking
system, public confidence should, in the view of the Commiittee, continue to be
assured by the Banking Act. However, EFTS is likely to spread through a range of
other intermediaries over time. As a matter of principle, the Committee has
reservations about the view that all users of EFTS should be afforded the same
level of protection irrespective of which intermediaries provide EFTS services.
Nevertheless, consistent with the support expressed elsewhere in this'Report for a
functional approach to regulation and competitive neutrality, regulation of the
provision of EFTS services should be consistent for all intermediaries.! (Some
associated issues are discussed in Chapter 23.)

22.37 The question of responsibility for the setting:down of ‘the rights and
obligations of suppliers and users of EFTS is of some concern to the Committee.
The development of EFTS in Australia would be severely inhibited if separate
legislation were developed to deal with problems on an ad hoc basis by each state
without regard to interstate consistency or the Commonwealth Government’s
responsibilities in'respect of the banking system. ‘

22.38 . Whether protection should be an adjunct to - national co-operative
consumer credit legislation would depend on.agreement among the States and.the
Commonwealth to the development of such legislation. -However, it:should-be
recognised that, while EFTS may be associated with the provision of credit, it will
increasingly extend to other financial services. Other alternatives whichbear close
consideration include appropriate provisions in the Bills. of Exchange ‘Act .ora
separate Electronic Funds Transfer Act as in the United States.

22.39 So far as the secon'dﬂissue' identiﬁcd earlier is concerned, the‘Comm’ittée
believes that, while there may be a need to prescribe the ‘broad rights and
obligations of providers and users of EFTS, regulation should not impede the

efficient development of EFTS.

15. Law Reform Commiission, Research Paper No. 9, Privacy — Credit Records, January 1980,
16~ Bankecard, which niight be viewed ds a device permitting access to EFTS in the future, is subject to
the NSW Consumer Credit Bill and certain provisions of the corresponding Bill in Victoria. See
also paragraph 22.41. ‘ :
17" In'the USA legislation regulates all finaricial intermediaries that offer EFT services to-consumers,
: and extends - to all types:of-electronic *banking’-services; In Canada; the- Act establishing the
< Canadian ‘Payments ‘Association:sets: out: the rights-and obligations of :users: of. the payments
system, extending'regulation to'a wider range-of infermédidries than' banks. - :
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22.40  While overseas research and the experience of the United: States and
Canada on this issue provide a useful starting point for possible legislation,
Australia’s financial system and the development of EFTS will inevitably require
specific and unique solutions.

22.41 One particular instance where it is believed the approach to regulation
adopted in the United States is desirable is the issue of unsolicited ‘access devices’.
In Australia, s.63A of the Trade Practices ‘Act prohibits the sending of unsolicited
credit cards: this prohibition was imposed after complaints about the marketing of
Bankcard. The Committee believes this provision may be unduly. restrictive in that
it adversely affects the ability of intermediaries to issue credit cards to as wide a
market as banks. : ,

2242 A preferable approach is that,adopted in the US where, to ensure that an
institution that is entering the EFTS market is not seriously disadvantaged relative
to existing participants, unsolicited access devices may be issued subject to: -

@ ‘compliance with requirements regarding disclosure of terms and conditions
governing the use of the device;-and .

@ “safeguards regarding validation so as to ensure that the card cannot be used to
~ initiate transfers to or from a customer’s account except on request and after
* verification of the customer’s identity. ‘

22.43 Other issues which will need to be éxarriinedin any comprehensive review
of EFTS, and the rights of the various parties, include the following:

@ the protection of users in the event of error, system malfunction or theft (e.g.
limitation on the potential liability of consumers);

e the protection of individual privacy; and :
@ the minimum records that should be kept by intermediaries; - -

22.44 1t is evident that considerable work remains to be undertaken before a
decision can be reached as to the need for legislation to protect users of EFTS and
the form this might take. The Committee therefore suggests that the Government
should set up a task force with the States and Territories, the providers of EFTS
services and related consumer groups to examine the need for legislation to
protect users of EFTS. This examination should include a critical assessment of

section 63A of thie Trade Practices Act.

(c) Insolvent Consumer Debtors ‘ - . .

22.45 The Law Reform Commission has made recommendations to’ reform
Australia’s insolvency laws.!8 Its main recommendation isto establish-a program
for the regular payment of debts by non-business debtors concurrently with the
establishment of a government-sponsored debt counselling service and the reform
of existing judgment debt recovery processes. The LRC suggested that the debt
repayment program should provide for an extension of time for the payment of
debts and for the reduction of debts where full payment is not expected.!?

22.46 The Committee has no firm views on the full implications of the LRC’s
suggestions. It should be recognised, however, that any arrangements which delay

18... The Law Reform Commission; Report No: 6, Insolvency: The Regular Payment of Debts, 1977,

19. - Subsequent to certain counselling procedyres, creditors would be notified by mail.of the propased
scheme. At:least half of the creditors in.-number and amount would have tg agree to the scheme
to bind all creditors, who would: then-be restricted from taking further recovery-action:
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or reduce the payment of debts effectively increase the cost of finance to others, as
lenders have to make sufficient returns on their assets to cover the cost of their
borrowings and provide an acceptable profit margin. Consistent with this and with
its approach in other areas, however, the Committee would record that:

® before a government-sponsored debt counselling service is introduced it
should be established that existing debt counselling arrangements operated by
the consumer finance industry and other private organisations are inadequate
— with or without modification;

® the role played by existing legislation in impeding private initiatives to assist
those borrowers who have become insolvent might first require re-
examination. For example, it has been claimed that loan documentation
requirements impede the ability of credit providers to restructure the loan
repayments of insolvent debtors;

® methods of government intervention should be subjected to tests of cost
effectiveness.

(d) Class Actions

22.47 Concern has been expressed about the possible impact of the introduction
of ‘class actions’ on financial intermediaries in Australia.2’ The Committee also
received the Law Reform Commission’s discussion paper which concluded that
there was a need in Australia for such a procedure.?!

22.48 So far as the financial system is concerned, it has been suggested that class
actions could expose financial intermediaries to extensive damages for ‘technical’
breaches of credit legislation, e.g. a failure to comply with print size in loan
documentation.

22.49 Consideration of the merits and disadvantages of class actions in general
falls outside the scope of this Inquiry. However the Committee warns that class
actions could have a serious effect on the cost and availability of consumer finance.

20 Class actions permit the claims of a number of persons to be determined in one action and
damages awarded in respect of each member of the ‘class’. .

21 “Access to the Courts — II Class Actions’, Law Reform Commission, Discussion Paper No. 11,
June 1979, :
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PARTICIPATION IN THE FINANCIAL SYSTEM

Ch. 23 Participation in the Domestic Payments System
Ch. 24 - Domestic Entry to Financial Intermediation
Ch. 25 Non-resident Participation in Australian Financial Intermediation





