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Securities Trustees and Statutory Supervisors Bill
1 Why is the Bill relevant to KiwiSaver schemes?

In response to publicised concerns about perceived inadequacies in the KiwiSaver reporting and governance regime, the Minister of Commerce announced in April 2010 that changes would be made to bring the governance structure for a retail KiwiSaver scheme into line with the Unit Trusts Act so that:

· The manager, or product provider – becomes the issuer of membership interests with primary responsibilities for disclosure documents and direct duties for the management of the scheme to members; and 

· The trustee becomes responsible for supervising the scheme manager; and 

· To require the trustee (which must be a body corporate) to be licensed by the Securities Commission pursuant to the Securities Trustees and Statutory Supervisors Bill. 

2 What is a retail KiwiSaver scheme?

The Cabinet paper in April 2010 covering the new Financial Markets Authority and enhancing KiwiSaver governance recognised two distinct groups of KiwiSaver schemes:

· “‘Retail schemes available to any person’. These are established and run by fund providers, and include the default providers (e.g. AMP, ASB) and schemes such as those operated by Gareth Morgan Investments and Huljich Wealth Management. These are the majority of the market and are run like managed funds; and 
· ‘Non retail’ schemes. Such as those available only to employees of a specific company or companies, or members of particular unions, professions or callings (and their relatives). Non-retail schemes tend to have several individual trustees. The trustees, with advice from their adviser, usually contract out investment management to one or more fund managers. Many employer superannuation schemes are exempt from the requirement to have a prospectus under the Securities Act. Non-retail schemes represent less than 2% of the KiwiSaver market.”
The Cabinet Paper notes that defining the boundary between retail and non-retail may not be simple, particularly in the case of schemes available for particular industries such as marine industry, or for particular callings, such as church schemes. The Paper noted it may also be desirable to apply the proposed governance changes to any new KiwiSaver schemes in order to limit opportunities for regulatory arbitrage. The Minister noted he would make a final decision on the issue while the Bill was being developed. 
3 What is the purpose of the Bill?

The Bill’s stated purpose is to protect the interests of the security holders and enhance investor confidence in financial markets. It aims to do this by requiring trustees to:

· Be capable of effectively performing the functions;

· Perform the functions effectively;
· Be made accountable for failure to perform the functions effectively. 

4 What does the Bill do?

The Bill will remove the Statutory Trustee Corporations automated right to act as a trustee for debt securities and unit trusts and as statutory supervisor for participatory securities. That right will be replaced with a licensing regime. All debt security trustees, unit trust trustees, and statutory supervisors (collectively ‘trustees’) will need to be licensed by the Securities Commission. The Bill did not originally refer to KiwiSaver or superannuation scheme trustees. However, after the Minister’s announcement in April 2010 all retail KiwiSaver schemes should expect the new regime to equally apply to the trustees of KiwiSaver schemes. 
5 Who can be a trustee?

The Bill will remove the Statutory Trustee Corporations automatic right to act as a trustee for debt securities and unit trusts and as statutory supervisor for participatory securities. It is also expected to be expanded to regulate the trustee for KiwiSaver schemes. Trustees will need to be licensed under the Bill in order to hold a trustee position. 

6 What are the minimum licensing requirements?

The Commission will only be able to issue a license if, amongst other things, the applicant is a body corporate and the Commission is satisfied that all the applicant’s directors and senior managers are of good character. The Commission will be able to impose license conditions. These could include a maximum number of appointments the trustee can accept, or a maximum value for supervised securities. 
7 What factors will the Commission consider in granting a license?

Under the Bill the Commission is required to consider a large number of factors including:

· The applicant’s experience;

· Skills and qualifications;

· Financial and other resources;

· Indemnity insurance;

· Governance structure; and 

· The applicant’s procedures for ensuring their own compliance and the issuer’s compliance with their obligations. 

KS view 
These factors are very wide and potentially uncertain. From an applicant’s perspective, we think it will be much better to have clear and specific guidelines on exactly what requirements need to be satisfied. 

TCA comment
These matters will be further defined by regulations that are all focused on the “Fit for Purpose and Fit and Proper” concepts. It is not intended that one size will fit all. The capability requirement for a single corporate entity that supervises a simple fund for a specific target market will only be licensed for that issue and will have to prove capability for that role whereas a full market participant like the existing members of TCA will have a far higher standard to meet.  
8 How long does a licence last?

Licences will be valid for a maximum of five years, with the Commission able to vary or cancel licences within that time. Trustees who wish to renew their licence will need to apply for a new licence at least six months before their licences expiry date. 

KS view 
The five year licence term is a little curious. Other current reforms will introduce licensing requirements for financial advisers and insurers without automatically prescribing a maximum licence term in legislation. Maximum periods for insurers are expected to be introduced by licence conditions or regulations. We see no policy reason why a five year term should be hard-coded into the Securities Trustees Bill. Given the Commission’s wider power to vary or cancel a licence before its expiry date, the risk is that prescribing a maximum licence term does nothing other than create inflexible parameters and cyclical costs for trustees. 
TCA comment
We agree. This appears to be an oversight. The Commission will have the power to set licence conditions and the power to vary or cancel and therefore the regular cost will be an unnecessary burden that will track its way through to investors.
9 What functions does the trustee have?

Trustees will be required to report to the Commission at least once every six months. The specific content of the reports will be set by regulation but are expected to include matters relating to original criteria for issuing licences, compliance with licence conditions, compliance with trust deeds and deeds of participation, and information about the supervised securities themselves. 

Disclosure of adverse matters relating to Trustees
A trustee will need to report to the Commission if:

· it has breached, may have breached, or is likely to breach a trustee obligation;
· a material change in circumstance has occurred, may have occurred, or is likely to occur in relation to the trustee; or
· the information on which the Commission based its decision to issue or vary a licence was, or may have been wrong, incomplete, or misleading. 

If one of these matters occurs, the Commission will be able to require the trustee to submit an ‘action plan’ to specify how the matter will be dealt with. Action plans will be subject to the approval of the Commission, and the Commission will be able to require amendments to an action plan. If an action plan is rejected, the Commission will be able to vary a trustee’s licence, or give the trustee mandatory directions. 

TCA comment
It should be remembered that this point is about the Trustees licence and the conditions that attach to it.
Disclosure of matters relating to issuers

Trustees will need to report to the Commission if:

· An issuer has breached, may have breached, or is likely to breach an issuer obligation; or

· It has become aware of information on the basis of which it could reasonably form the opinion that the issuer is unable to pay its debts if they become due in the normal course of business or the value of its assets is less than the value of its liabilities (or if it is likely that either will occur). 

In each case the trustee must also outline the steps it intends to take in light of the matter. 

In addition, the Commission will have the power to require trustees to attest, at any time, and in any manner specified, that an issuer has not breached an issuer obligation in a material respect. 

KS view 
We can understand the logic behind this provision, but we think it needs further thought. Trustees will only ever be able to give qualified response, as they will be relying on information as to compliance provided by the issuer. In addition, we think it will be necessary to have an implied provision in trust deeds and deeds of participation requiring issuers to supply information regarding compliance to trustees on request. The reporting requirements also raised an inherent conflict. Trustees are reliant on issuers for fee income, but are required to ‘dob’ their clients into the Commission if a potential breach occurs. Although the overarching duty may be to the Commission, this is likely to create some tension for trustees and issuers. 
TCA comment
There should already be provisions within Trust Deeds to provide certification by issuers as to compliance. 
Trustees are reliant upon issuers for their fee income but so are other participants in the compliance chain e.g. Auditors. The traditional overarching duty of Trustees is to the investors who they collectively represent and there will be and always has been a “dynamic tension” between the Trustee/Statutory Supervisor and the issuer. That is the nature of compliance supervision.
10 What powers does the Commission have over trustees?

Under the Bill, the Commission has very broad powers to investigation breaches, give directions to trustees, vary and cancel licences, and ultimately remove the trustee and appoint a replacement. The Commission also has the power to appoint a replacement trustee if an existing trustee’s application for a new licence is rejected or where its licence expires. 

KS view 
The Bill sets up clear and sensible review and appeal processes, but we still think that the powers the Commission will be granted are too broad. Trustees and issuers will benefit from more certainty as to where the Commission’s powers can be exercised. As an example, we think the Commission’s ability to vary licences because of a ‘material change of circumstances’ should be amended to set out a more defined set of circumstances in which licences can be varied, with a focus on those circumstances that may negatively impact on the trustee’s ability to discharge its functions. 

The Commission’s wide powers also have the potential to cut across the terms of trust deeds, and deeds of participation, and an issuer’s obligations under the Securities Act. Some provisions are included in the Bill to deal with the relationship between the Commission’s powers and the terms of trust deeds and deeds of participation, but these need to be given further thought. 

At this stage the Bill does not recognise the Securities Act implications of the Commission removing a trustee or appointing a replacement. If the Commission took these steps, the relevant issuer will need to immediately update its disclosure documents to reflect the change. This requirement is likely to cause significant expense and difficulty to issuers, most likely through no fault on their part. We think the Bill should provide an exemption from requiring issuers to update their documents where a temporary trustee is in place, with a notice or insert being sufficient. A clear objective should be to minimise any fallout or consequence cost for investors. 
TCA comment
It is our understanding that the powers of the Commission in this area centre on the terms of the trustees licence and the trustees performance against those terms and not around the trustee/issuer relationship. The Commission should not have power to “second guess” trustees exercise of discretions as that is a matter for the courts.
Commission’s direct powers against issuers

In limited circumstances the Commission will have the power to bypass the trustee and apply to the High Court to take direct action against an issuer. This power will exist if the Commission is satisfied there is significant risk that securities holders interests will be materially prejudiced and either the trustee has failed to take action or action is urgently required and it is not reasonably practical to wait for the trustees to act. 

TCA comment
Once again the Commission should not be able to “second guess” and should only use this power in very extreme situations. There is also the possibility that any use of this power will involve moral hazard questions for the Commission.
11 What are the penalties for breach by a trustee?

The Commission will be able to apply to the High Court for an order for the payment of pecuniary penalties for breaches of trustee obligations. Penalties of up to $200,000 could be ordered, depending on the circumstances. 

The Commission will also be able to seek an order from the High Court requiring trustees to pay compensation to security holders for a breach by a trustee is shown to have caused loss or damage. 

12 What is the cost of being a licensed trustee?

The Bill proposes a user pays model. The Commission will be able to charge trustees a levy to meet, in whole all or in part, the cost of the Commission’s functions under the Bill. 

If levies are charged on a full cost recovery basis, they are likely to be expensive. This cost, coupled with recommended changes to the sophisticated investor thresholds under the Securities Act, if they are adopted, could well see the market shrink as issuers avoid these costs. It is also inevitable that any costs will be passed on to security holders. 

In the Minister’s Cabinet paper in April 2010 it noted that MED estimates that the licence fee to become a KiwiSaver trustee would be in the region of $6,000-$7,000, plus an annual levy (although the amount of the levy is still to be determined). 

KS view 
One point worthy of consideration is whether the cost of administering the Bill should be passed on at all. Arguably, the Government should pick up the costs of the regime from general taxation on the basis that it is in the best interests of all New Zealanders that the country has a sound, broad based, capital market. 

TCA comment
As licensing will have two facets (Fit and Proper and Fit for Purpose) it is anticipated that the costs will be split accordingly. Firstly a standard base fee and then a fee set according to the type and complexity of the trustee licence. The larger trustees will therefore carry the majority of costs. The costs of this licensing will by of necessity have to be passed on and based on a $50b industry it is possible that annual fees of approximately $2.5m will be incurred across that $50b.   
13 Assuming this regime applies to KiwiSaver trustees – where do amendments need to be made to suit?
TCA comment
Those KiwiSaver schemes that do not have an independent trustee with corporate form will have to reconstitute their trustee and amend the trust deed to acknowledge the new trustee entity.
14 What are the opportunities to enhance the trustee supervision of KiwiSaver schemes?

TCA comment
The amendment to the KiwiSaver Act will mean that the Trustee can focus on the supervision and compliance of the manager/issuer and therefore have removed the inherent conflict of interest of being deemed the issuer. It will also mean that with the trustee having to take corporate form individual trustees would have the personal benefit of the legal protection corporate form delivers.
The trustee will also have a licence issued subject to the Security Trustees and Statutory Supervisors Bill that will involve Securities Commission oversight. 
Review of Securities Law Discussion Paper

15 Why is this paper relevant to trustees of superannuation/workplace savings schemes?

MED proposes including four definitions of securities in the replacement Securities Act. These will be equity, debt, collective investment schemes and derivatives. All new superannuation schemes will come within the definition of a collective investment scheme. As a collective investment scheme, the superannuation scheme must have a manager which will be the issuer and an independent supervisor. 
KS view

Generally we agree with this proposal. Investor protection issues are the same regardless of the particular form used. We consider supervisors should have a minimum standard set of functions, duties and liability, and powers and rights across all collective investment schemes. 
TCA comment
There is a need for a consistency of approach between collective investment schemes and employment based defined contribution schemes.  We believe that trustees should be licensed under the Securities Trustees and Statutory Supervisors Bill but the criteria should be different and recognise that trustees are frequently made up of member representatives, with no trustee experience, employer representatives and independent trustees.  For such schemes the "fit for purpose" and "fit and proper" criteria should accommodate this, should require a degree of independence by professional lay trustees and a need to satisfy the Authority that there are appropriate administration and investment management arrangements in place which more than likely would be with third party professional providers.

Also with the trustee having to take corporate form individual trustees would have the personal benefit of the legal protection corporate form delivers.

16 What is the proposed governance structure of superannuation schemes?

The supervisor/trustee will be responsible for supervising the conduct of the fund manager (compliance with the law, trust deeds, partnership deed, constitution, investment management agreement etc) and representing the interests of investors. In particular, the supervisor will be responsible for ensuring the custody of the assets of the scheme, and supervising specific requirements such as pricing and valuation. The supervisor will be required to report certain matters to the Financial Markets Authority. There will be no ability for the fund manager to remove the supervisor (unless agreed to by a court on application by its fund manager) and the supervisor will have the power to refuse to act on a direction of the fund manager if it is contrary to the terms of the constitutional document, investment policy, regulations or the best interests of investors. 

17 How will this apply to superannuation and KiwiSaver schemes?

The Paper refers to the Cabinet proposals with respect to KiwiSaver schemes, and confirms that it will be the fund manager, rather than the trustee, who will become the issuer of retail KiwiSaver schemes and owe duties directly to investors. 

MED recognises there are issues in extending the new collective investment vehicle regime to existing superannuation schemes (including workplace superannuation schemes and defined benefit schemes). However, it is clear by the reference to concerns in dealing with existing schemes that it is anticipated that any new superannuation scheme would need to comply with the new regime including any new workplace savings superannuation scheme. 
KS view

We consider applying the proposed framework for collective investment schemes to all newly created defined contribution superannuation schemes including employer-sponsored schemes is workable. However, issues will arise for existing workplace superannuation schemes. 
TCA comment
We see no problem in the trustees remaining as issuer if the trustees are prepared to accept that responsibility.  We would suggest there is an opt-in or opt-out regime whereby an employed based defined contribution scheme could opt-in to being a collective investment scheme and by doing so be subject to the collective investment vehicle regime and with  the manager the issuer, or could elect to opt-out with the trustees as issuer.

Applying the approach to employer-sponsored schemes may add undesirable additional costs, however we do agree that there is a need for an increased level of oversight and governance regarding these types of schemes and it may be that they do need to be included under the proposed framework in order to do so.  We note that employee superannuation could still be dealt with under the Superannuation Schemes Act.

18 What will the effect be on existing superannuation schemes?

MED recognises there are issues in extending the regime to existing superannuation schemes and especially existing workplace super schemes and defined benefit schemes. However, it also comments that most workplace superannuation schemes are master trusts (and in this regard refers to the Sorted website) and notes that the policy reasons for regulating collective investment schemes apply equally to superannuation schemes. It is not clear whether MED is only referring to superannuation schemes which are a part of master trusts, or all workplace superannuation schemes. 
The Ministry’s initial view is that an expedient approach may be to grandfather all existing schemes (thus precluding any new investors joining these schemes while maintaining the status quo for existing investors) and include new schemes within the proposed regime. 
TCA Comment
This is a difficult and sensitive area.  On one hand it would be logical to have a consistent legislative and regulatory approach across all CIS, including to defined contribution superannuation schemes.  Superannuation is an area that requires a high level of investor protection, particularly as it is often an investor's largest asset.

However we consider it would be unreasonable to bring workplace defined contribution superannuation schemes fully within the collective investment scheme model.  

19 Will grandfathering the existing schemes be sufficient?

KS view 
We are concerned with the suggestion that all existing superannuation schemes may be grandfathered. This grandfathering approach would mean that while existing investors would face no changes, no new investors would be able to join the scheme. 

Many employers are unlikely to be prepared to promote two schemes, so this proposal could possibly lead to a winding up of the few remaining stand alone workplace schemes. This would be disappointing. The remaining workplace superannuation schemes operating in New Zealand tend to have a passionate level of participating. They also allow participating employers to provide a tailored superannuation offer to their employees, which can be difficult to replicate under KiwiSaver, or even under a master trust arrangement. We would like to see practical mechanisms made available that will allow existing stand alone schemes to be brought within the new regime on an efficient basis, enhancing the likelihood of employers concerned continuing to encourage retirement savings through the workplace. 
TCA comment

We agree that most of these schemes are small and that ongoing offers to the public per se should be restricted to an offer with a condition an investor must be employed by the company.  Such workplace schemes encourage savings, notwithstanding KiwiSaver, any further regulation would encourage the demise of such schemes, resulting in a subsequent windup and cash distribution to members.

20 What are other options for workplace savings corporate governance?

Is it feasible to suggest that the lead participating employer in a workplace superannuation scheme becomes the issuer with the current individual trustees or corporate trustee taking on the trustee function. 
Alternatively, is it feasible to submit that the current trustee of a workplace superannuation scheme should become the issuer of the workplace savings scheme but with the additional requirement of an external licensed supervisor to be appointed. 
Another option would be to continue to allow workplace savings schemes to continue in their current form, and remain open to new members, on the condition that all such schemes had to have one independent trustee (or an independent director if the trustee is a company). 

TCA comment
We see no problem in the trustees remaining as issuer if the trustees are prepared to accept that responsibility.  We would suggest there is an opt-in or opt-out regime whereby an employed based defined contribution scheme could opt-in to being a collective investment scheme and by doing so be subject to the collective investment vehicle regime and with  the manager the issuer, or could elect to opt-out with the trustees as issuer.

Applying the approach to employer-sponsored schemes may add undesirable additional costs, however we do agree that there is a need for an increased level of oversight and governance regarding these types of schemes and it may be that they do need to be included under the proposed framework in order to do so.  We note that employee superannuation could still be dealt with under the Superannuation Schemes Act.

21 What is the timeline for the introduction of the new securities law regime?

Submissions on the initial discussion paper closed on 20 August 2010. 

MED has not issued a timeline for progress after it receives submissions, but general commentary in the market seems to indicate a timeline along the following lines:

April 2011
Draft Bill circulated for comment (not confirmed whether there will be a draft Bill)

Mid/Late 2011

Bill introduced into Parliament

Mid 2012

Bill enacted

Early/Late 2013
Likely date of the new regime coming into force. At present there are no indications as to what transition arrangements might be proposed. 
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