[image: image1.png][ ESA

Investment & Financial Services Association Ltd





October-November 2007
21st IIFA Annual Meeting
Sydney,

AUSTRALIA
AUSTRALIA MEMBER REPORT
Prepared by John O’Shaughnessy, Deputy CEO
1. Economic and Financial Background

	Table 1: Key Economic Indicators



	
	Previous Period 
	Current Period

	Population (million)

GDP (AUD$ millions – current prices)

$US millions

increase over period – chain volume
Inflation rate (%)

Unemployment rate (%)

Stock market capitalisation (A$ billions)

US$ billions

Household gross savings ratio (%)

Average GDP per capita (AUD$) – current prices
US$

increase over period – chain volume
*seasonally adjusted

+using exchange rate of $1A~$US0.8232 current as at 28 August 2007
	20,700,000 (30 June 2006)

966,172 (2005-06)

795,353 +
2.9% (2005-06)

3.2%* (2005-06)

4.8%* (June 2006)

$1,207,329 (June 2006)

$993,873 +
-0.6% (2005-06)

47,191 (June qtr 2006)

38,848 +

1.6% (2005-06)
	21,000,000 (30 June 2007)

1,046,164 (2006-07)

861,202 +

3.3% (2006-07)

2.9%* (2006-07)

4.3%* (June 2007)

$1,597,794 (June 2007)

$1,315,304 +
0.3% (2006-07)

50,440 (2006-07)

41,522 +

1.9% (2006-07)


Table 2: Australian Industry Size – 30 June 2007







$A millions

Equity funds




543,082
Bond funds

  


84,821
Money market funds
  


248,616
Other





458,153

Total (excluding Fund of Funds)

1,334,673 

Total in US$




1,098,703 million
The Australian economy’s current expansion has continued into its 16th year.  In seasonally adjusted terms, GDP increased by 0.9% in the June quarter.  Through the year, growth in trend terms was 4.4% (4.3% seasonally adjusted) – the highest since June quarter 2004.  In both trend and seasonally adjusted terms, non-farm GDP increased by 5.2% through the year, which is the highest through the year trend growth since the December quarter 1994.
Unemployment has continued to decline, reaching 4.3% in May 2007 in seasonally adjusted terms, where it has remained in the period to July 2007.  This low level of unemployment has not been seen in Australia for a generation, and skills shortages have emerged in key sectors of the economy, including financial services.  The Government has responded by increasing the level of temporary skilled migration in affected industries. 

Since June 2003 the improvement in Australia’s terms of trade has accelerated due to the continuing commodities boom, significantly boosting national income (minerals and fuels are Australia’s largest export).  The March quarter 2007 saw a further 1.6% increase in the terms of trade index (in trend terms) to a record high since the September quarter 1959.  The commodities boom has also provided a key impetus to Australia’s economic activity through driving strong business investment, particularly in mining and related infrastructure. 
The Government has taken this opportunity to retire public sector debt (currently less then 2% of GDP) and run budget surpluses in excess of 1% of GDP.  The Government has also set aside funds for future uses such as for public sector employees’ future superannuation (pension) needs (the ‘Future Fund’), and has more recently flagged the establishment of higher education and infrastructure funds.  The rationales have been to reduce pressures on inflation and interest rates by not increasing current consumption, and to prepare for the effects of demographic change, which will increase future budgetary pressures. 
Despite this, some inflationary pressures have emerged, with inflation rising by 1.2% during the June quarter 2007.  In response, the Reserve Bank of Australia (Australia’s central bank) raised interest rates in August 2007, and has signalled its willingness to tighten monetary policy further if inflation continues to increase.

Growth in business investment has remained strong, rising by 11.6% over the year to the June quarter 2006, after rising by 11.5% during the year to the March quarter 2006 (seasonally adjusted).
After rising by 4.6% (seasonally adjusted) during the June quarter 2006, growth in investment in dwellings has moderated, increasing by 1.5% (seasonally adjusted) in the March quarter 2007.  Nationally, house prices rose by 3.2% in the June quarter 2007, the fastest pace for nearly a year, and by nearly 10% over the past year.   House prices in Sydney grew at their fastest pace since the tail end of the housing boom in late 2003, rising by 2.3% during the June quarter 2007. However, prices in the overheated property markets of Perth and Darwin fell by 0.9% and 1.4% respectively.  The current buoyancy in house prices reflects the strong labour market, continued high levels of immigration and declining vacancy rates and strong growth in rents and rental yields.
However, the five interest rate rises since 2004, and likely future rises, are considered likely to impact house prices and dwelling construction levels.  Already, there is evidence of rising repossession rates in lower-to-middle income areas, where mortgagees borrowed more heavily relative to income to enter the market.  Despite this increased vulnerability, coupled with high household debt, household consumption expenditure has remained surprisingly robust, rising by 0.6% over the June quarter 2007 in seasonally adjusted terms.
Instability in global markets has been replicated domestically, with the S&P / ASX Price Index falling from 6313.5 to 6144.2 between May and July 2007, a decline of 2.8% (see Section 7 ‘Other Issues’).  
2.
Data on funds under management and portfolios
	Table 3: Net assets of the Australian Industry (30 June 2007)

	Year (as at June)
	Total assets under management (US$ millions)
	Total assets under management (AUD$ billion)


	2001

2002

2003

2004

2005

2006
2007
	328

363

434

532

697

784
1,099
	646

644

643

750

915

1,028
1,335


Total funds (assets) under management totalled AUD$1,334,673 million (US$1,098,703 million) on 30 June 2007.  This represented an increase of approximately 30% over the total for 30 June 2006 in current dollars.  

According to the most recently available data, Australia has the fourth largest pool of assets globally, behind the US, Luxembourg and France, and the largest in Asia.
The breakdown of total consolidated assets by institution type is as shown in the table below:
	Table 4: Consolidated assets by institution (30 June 2007)

	Type of institution
	Total assets under management (AUD$ million)

	Life insurance offices

Superannuation (pension) funds

Public unit trusts

Friendly societies

Common funds

Cash management trusts

Total
	224,546
780,735

266,980

4,245

11,421

46,745

1,334,673


Superannuation (pension) funds comprise the largest institutional investors, boosted by the compulsory 9% of salary contributions made by employers.
According to the Australian Bureau of Statistics, the breakdown of assets for the June quarter 2007 was as below.
	Table 5: Consolidated assets by asset type (30 June 2007)

	Type of institution
	Total assets under management (AUD$ million)

	Cash and deposits
Loans and placements

Short-term securities

Long-term securities

Equities and units in trusts

Land and buildings

Assets overseas

Other assets

Total
	126,114
30,252

92,250

84,821

543,082

136,205

277,899

44,049

1,334,673


[image: image2.emf]Managed funds, consolidated assets June quarter 2007

source: Australian Bureau of Statistics catalogue 5655.0 managed funds, Australia, June 2007
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Research firm Morningstar produces a similar dataset for unconsolidated assets, which breaks the total down by different asset classes.

According to Morningstar, for the March quarter 2007, Australian equities comprised the largest share by asset class (29%), followed by International equities (23%), Australian fixed interest (12%), Property (11%), Cash (9%), Alternative investments (6%), International fixed interest (5%), Currency / TAA (5%) and Other (<1%).
	Table 6: Asset breakdown of investment managers (March quarter 2007)

	Asset class
	Total assets under management (AUD$ million) - unconsolidated

	Australian equities


International equities
Australian fixed interest

Property

Cash

Alternative investments

International fixed interest

Currency / TAA

Other
Total
	432,198.4

353,750.6
189,959.0

164,163.2

133,887.0

98,228.6

81,669.6

84,411.7

3,981.0

1,542,249.1

	Source: Morningstar, InvestorInfo Market Wrap, March quarter 2007
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Source: Morningstar, InvestorInfo Market Wrap, March quarter 2007
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3.
Key trends in flows and assets under management
The Australian funds management sector has experienced rapid growth in recent years, with the 9% of salary compulsory employer contributions - ‘the superannuation guarantee levy’ - a key driver.
Over the ten year period to the June quarter 2007, the managed funds industry in Australia grew from $AUD397,960 in consolidated assets to $AUD1,334,960 (in current dollars), an increase of 235%, or on average by 13% per annum. 

More recently, the Australian Government’s ‘Simpler Super’ reforms to the superannuation (pension) system have had the effect of enhancing its attractiveness relative to other investments.  Under the new regime, drawdown of superannuation at retirement is now tax free. 
Moreover, the ability to make up to $1 million in tax-free contributions during the transitional period (between 10 May 2006 and 30 June 2007) has led to significant capital inflows.  This has notably been driven by high net worth individuals who have sought to take advantage of the transitional arrangements. 
[image: image4.emf]Growth in funds under management, June 1997 to June 2007
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The graph below demonstrates the very marked increase in inflows during the June quarter 2007.
[image: image5.emf]Managed funds, percentage change from previous quarter, June 1997 to 

June 2007

source: ABS catalogue 5655.0 Managed funds, Australia
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It remains to be seen what the longer term impact of the changes will be, given that some of the inflows may represent bringing forward of investment that would have taken place in any case.
Actuarial firm Rice Warner has projected the total superannuation market to 2020.  The chart below shows the projected increases in 2005 dollars to 30 June 2020.  Strong growth is expected to continue, with the total superannuation market alone expected to reach AUD$2,139 billion on 30 June 2020 (US$1,761
). 
According to Rice Warner, there will be a significant shift from lump sums to pensions as members choose to maintain their benefits in a tax-free environment. 
Rice Warner estimates that the ‘Simpler Super’ reforms announced in the 2006 Federal Budget will result in the total pool of superannuation assets increasing by in excess of an extra 20% to 2020 over what it would otherwise have done so.  This will obviously have a major impact on the total managed funds market.
[image: image6.emf]Projected Total Superannuation Market, 2005-20

source: Rice Warner, Superannuation Market Projections as at June 2005
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Sources of inflows for Australian managed funds remain predominantly domestic, with overseas inflows currently around 5% of total (see graph overleaf).  IFSA has continued to advocate further reform of the Australian taxation system, with a view to facilitating Australia’s emergence as a leading funds management centre in Asia.  If successful, this would lead to a considerable rise in overseas-sourced assets. 
[image: image7.emf]Funds invested in and from overseas sources, 1997 to 2007

source: ABS Catalogue 5655.0 Managed Funds, Australia, June Quarter 2007
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4.
Regulatory and self-regulatory developments
Simpler Super reforms

The Australian Government’s ‘Simpler Super’ reforms to the pension fund system came into effect on 1 July 2007.
Most significantly, drawdown of pension fund assets for retirees over 60 is now tax-free.  This has had the effect of making superannuation considerably more attractive relative to other investment vehicles (see sections 2 and 3).

Additionally, most self-employed people are now able to claim all their super contributions as a tax deduction. 

Those over 60 who wish to work part-time are now able to take part of their superannuation as regular income - tax-free - and use it to top up their take-home pay.
Measures have also been introduced to make it easier to combine multiple super accounts into one fund.

Product rationalisation
Product rationalisation is a process of merging or consolidating financial products of a similar nature into a single product.  The aim of a financial product provider in rationalising financial products is to remove economically inefficient financial products, and to provide customers with the opportunity to roll-over their investment into another competitively more efficient product or be compensated for the termination of an economically inefficient product.  It is also a response to addressing risks, especially operational risks, in continuing to maintain and service outdated systems.  
IFSA has consistently advocated to the Government the introduction of a mechanism for product rationalisation, as it has the potential to benefit both financial product providers and consumers.
The Australian Treasury released an Issues Paper for Product Rationalisation on 22 June 2007.  Submissions have been requested by 21 September 2007.  

It is intended that the analysis of the submissions will be used to formulate a detailed proposal for a legislative product rationalisation mechanism.  
Prudential regulation

On 4 December 2006, the Minister for Revenue and Assistant Treasurer released a proposals paper entitled ‘Streamlining Prudential Regulation: Response to Rethinking Regulation’ for public comment.  The paper included proposals concerning breach reporting, APRA’s (the Australian Prudential and Regulatory Authority) accountability for administrative decisions, and simplifying the Life Insurance Act and Superannuation Industry (Supervision) Act.

An Exposure draft of the Financial Sector Legislation (Simplifying Regulation and Review) Bill 2007 was released for consultation on 11 May 2007.  The Bill was then introduced into the Parliament on 21 June 2007, was referred to the Senate Standing Committee on Economics which is to report by 31 July 2007.  Submissions have been sought by 9 July 2007.

Treasury released a further Consultation Paper on 31 May 2007 entitled Review of Prudential Decisions and comments are to be provided by 5 July 2007.  The proposals are part of the broader Government proposals streamlining APRA’s discretionary powers and removing Ministerial consent from various sections of the relevant prudential Acts.
Parliamentary Joint Committee Inquiry into the Structure and Operation of the Superannuation Industry 

On 30 June 2006, the Parliamentary Joint Committee on Companies and Financial Services issued 15 Terms of Reference for an inquiry into the structure and operation of the superannuation (pension fund) industry in Australia.  On 29 September 2006, IFSA made a submission addressing the terms of reference and appeared before the Committee on 24 October 2006.  
The Parliamentary Joint Committee has now released its report, which contains 31 recommendations, including on disclosure, breach reporting, simplification of legislation, uniform unit pricing methodology, exit fees, automatic amalgamation of lost accounts etc.

IFSA considers the Report a useful stock-take of the Australian superannuation industry and of the current regulatory and operational issues. 
Anti-Money Laundering and Counter Terrorism Financing Act/Rules

 
IFSA has welcomed the final shape of the Anti-Money Laundering and Counter-Terrorism Financing (AML/CTF) legislation which covers managed investments, superannuation and life-insurance investment products.
Introduction of new withholding tax regime for managed funds
The new regime has been designed to simplify the tax collection mechanism for Australian-sourced taxable income distributed to non-residents by Australian managed funds (and Australian custodians, which are an integral part of this industry).  This measure reduces compliance costs for the managed funds industry by replacing a number of tax collection regimes with multiple rates with a single tax collection regime and a single rate.  As a result, Australian managed funds and custodians will collect a non-final withholding tax at a single rate - the company tax rate of 30 per cent - on this income regardless of the identity of the non-resident.  Previously, multiple rates applied ranging from 29 to 48.5 per cent.  
5.
Corporate governance – major developments

Australia has been a leader in this area, having undertaken significant changes to the regulatory and compliance environment in the past decade.  This has been a factor in helping the Australian investment management industry largely avoid the scandals that have been experienced in Europe, the US and Japan.
The ASX (Australian Securities Exchange) Corporate Governance Council published its Principles of Good Corporate Governance and Best Practice Recommendations in March 2003 and recently updated them on 2 August 2007.  The document contains principles of corporate governance to which listed entities should aspire, formal recommendations from the Council as to how this can be achieved, and commentary to guide entities in compliance with the recommendations.  All ASX-listed entities are obliged to disclose in their annual reports the way in which they have complied with the recommendations and specific disclosure obligations or else explain any departures under Rule 4.10.3 of the ASX Listing Rules.

As part of a broader corporate governance and regulatory reform program under way in Australia, the Council announced a review of the Principles and Recommendations in 2006, releasing a draft of changes in November 2006 for comment.  The Discussion Draft raised expectations of heightened reporting obligations, particularly in relation to risk management and reporting on corporate responsibility and sustainability.  In light of public and business feedback on its Discussion Draft, the Council did not implement some of the more contentious proposals in the revised version of the Principles and Recommendations released on 2 August 2007.
The revised Corporate Governance Principles and Recommendations constitute a refinement rather than a rewriting of the existing Principles and Recommendations. 

The Revised Principles and Recommendations apply from 1 January 2008 and, in general, the amendments: 

· Result in few changes being made to the existing substantive obligations of the previous Principles and Recommendations; 

· Confirm the workability and flexibility of the 'if not, why not' reporting structure and hence the legitimacy of alternative approaches to implementing recommendations; and 

· Confirm the application of the current Principles and Recommendations to small- and medium-sized companies, trusts and externally managed listed entities.

The Revised Principles and Recommendations provide guidance and elaboration on specific matters, including: 

· The assessment of, and reporting on, the independence of directors.
· A new requirement to disclose the process of performance measurement for the board and senior executives. 

· The coverage and disclosure of corporate codes of conduct. 

· The development and disclosure of shareholder communication strategies. 

· The delineation of the respective responsibilities of boards and management in reporting on risk management and control systems. 

· A new requirement to disclose a summary of policies for managing material business risks, without any need to disclose the substance of the actual risk. 

· Incorporating financial and non-financial drivers of material business risks in overall risk management systems and policies.

The Council has emphasised that the recommendations contained in the Revised Principles and Recommendations are only one way in which an entity may conform with the principles and may not be the best way for a particular entity. A proper explanation of a departure is a perfectly valid alternative. 

The Council has included some guidance as to what constitutes a valid explanation for departing from a recommendation - a point of confusion in the past - noting that the disclosure should:

· Identify the recommendation that has not been followed. 

· Explain why the recommendation has not been followed. 

· Explain how the practices of the entity accord with the 'spirit' of the principle to which the recommendation relates, that the entity understands the relevant issues, and has considered the impact of its alternative approach.

· While it is not mandatory that entities provide this level of detail, and it is only guidance, it is likely to become market practice to do so. As such, directors will need to carefully consider whether the adoption of an alternative practice in departure from a recommendation is in keeping with the spirit of a relevant principle. 
On balance, the Revised Principles and Recommendations are a worthwhile refinement of the existing position from the perspective of companies and the market.  Although full compliance with the recommended disclosures might lead to information overload for investors, the strengthening of the 'if not, why not' approach should provide sufficient flexibility to ensure the continued workability of the existing model of corporate governance.
6.
Product developments

Developments during the period have included:

· According to Citigroup, multi-asset structured products are evolving and finding appeal with a wider group of investors.

· Boutique fund manager Tankstream Funds Management plans to build up its Pub & Leisure Group to a portfolio of 15-20 pubs over the next 5 years, mainly in the $7m-$12m range before considering listing or a trade sale to a larger group.

· AMP Capital has launched the AMP Capital China Growth Fund that will provide Australian investors with the opportunity to access China’s growing economy for as little as $2,000.

· Boutique firms are capturing a larger percentage of funds under management at the expense of larger institutions, research has found.

· Macquarie has launched a new structured product, known as managed fund instalments, which mimics the features of a self-funding instalment warrant and will allow investors to pay only about half the value of the managed fund investment they buy, entering into a non-recourse loan to cover the balance.

· Macquarie Margin Lending has developed a margin loan that effectively abolishes margin calls.  Macquarie’s product, the Investment Multiplier, rather than require investors to tip in extra cash or security, or sell their investments; instead has what’s called a ‘principal repayment plan.’

· An Australian reverse mortgage specialist, Australian Seniors Finance (ASF) announced a raft of product changes to its home equity release product aimed at expanding uptake by seniors.
7.
Other major issues and developments
Looming Federal Election
It is anticipated that the Australian Government will call an election before the end of the year.  The Current Liberal/National Coalition Government has been in power since 1996.
US Sub-Prime Mortgage Crisis

As with other financial markets, the ASX fell nearly 15% at the height of the sub-prime crisis last month.  While there was little direct exposure to the sub-prime market by Australian retail investors, two Australian hedge funds were exposed with one subsequently going into liquidation.

As can be seen from the chart below, the ASX has rallied considerably since the lows experienced in August.  Despite this, it is widely believed that the Reserve Bank of Australia decided against raising official interest rates at its last meeting in September due to the global and domestic volatility experienced over the last month.
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� Currency converted on August 28, 2007 at a rate of AUD$1~US$0.8232
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