36 CANBERRA LAW REVIEW [(2011)

CORPORATE OWNERSHIP AND CONTROL

IN THE FINANCIAL MARKETS

GEOFFREY NICOLL*

ABSTRACT

This paper argues that the different characteheflégal ownership
(trusteeship) and control (investment managementyrds remains
evident today, despite the many overlapping trusi @orporate
features of the superannuation fund and the -copoentity
responsible for managed investments. paper arduashe different
character of the legal ownership (trusteeship) @rdrol (investment
management) of funds remains evident today, degpiée many
overlapping trust and corporate features of theesamuation fund
and the corporate entity responsible for manageestments.

I INTRODUCTION

In 1981, RC Clark wrote ‘The Four Stages of Cajgital— Reflections on Investment
Management Treatise$'In this important work, he traced the four stagss
capitalism through a history of corporate ownersaim control. In the first and
second stages of Clark’s capitalism, the ownerhef firivate firm or corporation is
also its manager. As the larger corporation risggdminence however, the corporate
manager assumes greater control of capital provigethe owner/shareholder - the

familiar thesis of Berle and Meah®oth these early stages of capitalism have helped

* Geoffrey Nicoll BA, LLB (ANU); PhD (Syd).

1R C Clark, ‘The Four Stages of Capitalism — Reftets on Investment Management Treatises’,
(1981) 94Harvard Law Revievb61-582.

2 A A Berle and G C Meandhe Modern Corporation and Private Propefiyacmillan, 1932, Rev.
ed. 1967) 1932.
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lay the foundations for an era of managerialismciwhihas encompassed agency

theory in financial economics and preceded moderparate governance.

By contrast with these first two stages of captali stages three and four in Clark’s
work suggested the significance of the financial rkees and investment
intermediaries, rather than the corporate fornsejparating the ownership and control
of capital. Writing in 1981, Clark considered thavestment intermediaries were
likely to garner control of investment funds andpmrate capital from the beneficial
owner of that capital in the third stage, although expressed some difficulty in
characterising the fourth stage. He speculatedttieafourth stage might herald the
rise of the ‘savings planner’ (or investment adyiseho seemed the most likely to
secure ultimate control of investment capital frmwestors. Thus, the four stages of
capitalism reflected three distinct steps in distag the ultimate provider of capital
from the control of that capital, and from corperatontrol when investing in

corporations.

Clark’s thesis has proven a remarkably close ptediof the way in which the
ownership of Australian superannuation funds arair thubstantial control through
investment intermediaries and financial products éaolved since 1997, when the
Final Report of the Financial System Inquiry wablighed? A consideration of key

events in the evolution of the Australian finan@gstem since 1997 suggests that the

¥ M C Jensen and W H Meckling, ‘Theory of the Fitanagerial Behaviour, Agency Costs and
Ownership Structure’ (197@purnal of Financial Economic305-360; The division of corporate
powers between the board (and management) on thhaord and the general meeting on the other is
now reflected in s 198A of th@orporations Act 200{Cth) and routinely adopted as a replaceable rule
in the constitutions of most corporations.

* Financial System Inquiry Final ReparfChair: S Wallis), Commonwealth of Australia,9r9

& .
Canberra Law Review

UNIVERSITY OF
CANBERRA



38 CANBERRA LAW REVIEW [(2011)

essentially different character of the legal owhgrs(trusteeship) and control
(investment management) of funds remains evidedgspite the many overlapping
trust and corporate features of the superannudtiod and the corporate entity

responsible for managed investments.

When superannuation funds choose to invest irsliaees of public companies as an
asset class, as is now commonly the case, therehtfecharacter and legal
responsibilities assumed by the trustee and thesiment manager become more
clearly defined, giving rise to potential tensiomgorporate monitoring and corporate
governance. In particular, the ultimate responsybdf the trustee for an investment
in shares to the ultimateeneficial owners of those shareholdings rests tipmt law.
By contrast, the responsibilities of the investmeranager, although now absorbing
marked trustee responsibilities, have been castengaly as corporate

responsibilities.

As was foreshadowed in the Final Report of the mera System Inquiry,
superannuation funds now provide the well-springafowast new range of investment
forms and productd. Further, pooled superannuation trusts and mastestst
organised as managed investment schemes undere€b&pof theCorporations Act
2001 (Cth), lay the foundations for an expanded rarfgeedge funds, private equity
funds and sovereign wealth funds in internationatkats. Most of these sources of
corporate capital utilise in some measure the pdokavings now available for

investment in superannuation funds. While the nawaricial products on offer in
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Australia do extend the investment choices opesugmerannuation funds and their
members, such investment choices when exercisedghrnew investment products
and vehicles also tend to distance fund memben filoe ultimate control over

investment funds, and from participation in thepawations in which those funds may

be invested as shareholders.

These developments suggest the growing need terltfine the roles of the trustee
and investment manager in corporate governancey Hig suggest new issues
associated with the ownership and control of inwestt funds and, possibly, with the
ownership and control of the corporations in whitlese funds invest. Because
markets operate internationally, the obscuringhef ownership or control of major
corporations through investment vehicles and prisjisuch as hedge funds; private
equity funds; and sovereign wealth funds, now giues to even more significant

international issues on this front.

Throughout the 1990s, one expectation of corpayaternance was that pension (or
superannuation) funds, acting as major shareholfitgrdeneficial interests in the
funds, might represent a wider range of stakehadltterests in monitoring corporate
governance and corporate responsibflitBut such faith in superannuation funds
monitoring corporate governance appears to have begplaced. A consideration of
the uncertainties of corporate ownership and contithin new investment forms and

new investment products in the financial marketsmpts questions as to whether

® See above n 4, 77- 81. See also the elementg Bfrthncial System Inquiry Final Repar{Chair: S
Wallis), Commonwealth of Australia, 1997 ‘visioal 13-14.
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earlier hopes for corporate responsibility and goorporate governance may not be
undone by the heavy dependence of trustees iniggagbon investment vehicles and
their products in the exercise of their investmpatvers, and by the increasingly

remote beneficial interests represented by thosieles and products.

Il RISE OF SUPERANNUATION FUNDS AS MAJOR
SHAREHOLDERS IN AUSTRALIA

The broad picture of Australian share ownershipayodeflects the significant
dependence of corporations upon superannuation, sapérannuation — linked
investment funds which have become major corpashteeholders and providers of
corporate capitdl.This pattern of Australian share ownership is meflected in the
dominant position of the major insurance companibikh provide superannuation —

linked services and products.

The same pattern of share ownership in Austrak® aéflects the Government’s
response to a number of fundamental demographionoecic and political

phenomena. These phenomena are common to mostiestintthe western world.

® See, particularly: M M BlairDwnership and Control - Rethinking Corporate Gowerce for the
Twenty-First CenturyThe Brookings Institution, 1995). See also: aboe

" In Australia in 2004, the equity investments gbetannuation funds outside life insurance offices
represented 46% of their total assets. The figatebeen just 29% in 1990. By 2005, equities antsuni
in trusts held by life insurance companies repriese6% of their total assets and by 2004, equities
and units in unit trusts held by superannuatiordéurepresented 46% of their total assets. Forlifeth
insurance companies and superannuation fundsyohetgin their equity holdings since 1990 was
very significant, both in absolute terms and regkato their holdings of other assets. Data compiled
from the Reserve Bank of Austral@tatistics:B14 Life Insurance CompaniesdB15 Superannuation
Assets Outside of Life Officdzebruary 2006.

8 For valuable accounts of these influences atithe see: M M BlairOwnership and Control —
Rethinking Corporate Governance for the Twenty{Rsntury(The Brookings Institution, 1995); C
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The steadily ageing Australian population has negligovernments to make
increasing provision for spending on age pensiams kealt For this reason, a
privately funded superannuation system has becasengal to Australia meeting the
financial needs of its ageing populattnmportantly, the superannuation system is
required to marshal private savings for retirementequiring in turn, the sound

investment of superannuation funds and favourabiation concessiors.

Demographic and welfare constraints upon governsnieate therefore imposed upon
individuals the obligation to save for their owiirement. The capacity of individuals
and households to provide for their superannuatiae been made possible by
growing household wealth, although this has alssnleccompanied by higher levels
of household borrowindf As a result of these different forces, superarionatas

largely displaced other forms of savings by houkkid

In Australia, the first clear recognition of thedevelopments is found in the Final
Report of the Financial System Inquiry 1997, whiobted the importance of
superannuation — both as a new repository of naltisavings, largely displacing

banks in this role, and as a source of investmemdd available to finance

K Brancato Institutional Investors and Corporate GovernandBest Practices for Increasing
Corporate ValugMcGraw Hill) 199; Hill J, Submission to tHaquiry into the Role and Activities of
Institutional Investors in AustraligCanberra: Parliamentary Joint Committee on Ceatfpams and
Securities, 1994, 62. For a more succinct versien; ‘All Capitalists Now'The Economis25-31
October 1997, 69.

® See: The Treasurf)verview to the Australian Government’s Intergetiersal ReportCanberra:
Budget Paper No 5, Budget Papers 2002-2003, 6.

10 BJair above n 8.

1 bid.

12 productivity CommissiorReview of the Superannuation Industry (Supervishat)1993 and
Certain Other Superannuation Legislatidbanberra: Report No 18, Ausinfo, 2002 at xvi.

13 Financial System Inquiry Final Repoabove n 4, 13.
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corporations? The Financial System Inquiry recognised the exteoit
‘disintermediation’ within the Australian market, itv the role of traditional
institutions being displaced by new investment patsl and services, and by new
markets providing direct access to such productsamvices® As a result, the role
of such intermediaries was seen to be diminishirtty wew products and market

access making more choices directly available tsomers?®

Responding to the disintermediation of financiadtitutions foreshadowed by the
Financial System Inquiry, both banks and insurac@epanies quickly positioned
themselves through a series of re-structures amadegtc alliances to share in the
growing wealth and investment management busiresssceted with superannuation.
A number of major insurance companies have de-rtiségh in part to offer fee-
earning investment management and trust adminatraservices to other
superannuation trusteEsThey offered new investment products such as poole

superannuation trusts and master trusts to smetlieerannuation truste€sBanks

“1bid, 1-13.

!5 The most evident institutional control over supenzation funds appears to be occurring in their
stranglehold on master trusts, pooled superannuttists and wrap accounts. These are the
investment ‘platform’ products into which small ssgnnuation trustees must invest. See: below n 18.
See also: R Bowerman, ‘The Turn of the ScreAgset May 2002, 36-42.

% Financial System Inquiry Final Repogbove n 4, 8.

7 Virtually all the major Australian life insurancempanies subsequently changed their status from
mutual companies limited by guarantee to compdiigted by shares. National Mutual demutualised
in 1995 and AMP in 1998. One by-product of de-mlisaéion was the generation of new business in
offering investment management products and sesvildee value of the demutualisation of National
Mutual Holdings (NMH) to the growth and returnsNdtional Mutual Funds Management (NMFM),
one division of MMH, was noted by the chief exeeeatof NMH at the time. See: B Madden, ‘Team
Effort Lifts NMFM to Winning Way',Money Managemen80 October 1997, 13. The commercial
importance of managed funds, relative to life iasiwe funds was also cited as a factor in AMP’s
decision to demutualise.

18 One early reflection of this was the phenomenaivgn reported in the funds invested in ‘platform
products’ such as master trusts. Together, masteisfand wrap accounts reportedly attracted net
inflows of $6 billion in the June quarter of 20@2.the end of June 2002, a total of $138.4 billiau
been invested through Master Funds and wrap aceoBee: S Hoyle, ‘The Big Boys Rule This
Market, OK?'The Australian Financial Revie®2 September 2002, 16. These master trusts, or
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aligned themselves with investment managers ag ttieposit-taking business
dwindled®® Both banks and insurance companies created a kfngew retail and

wholesale investment management and personal supetion products’

1] SUPERANNUATION FUNDS AS THE FOUNT FOR NEW
INVESTMENT PRODUCTS

The importance of accumulating savings in superation funds to enable
individuals to meet retirement needs has had anathportant effect that may in
some measure be related to the credit bubble thatdiven rise to the Global
Financial Crisis. In order to provide for theirirement, Australians appear to be
accepting higher levels of risk in the investmeintheir savings. As a result, a greater
proportion of household savings is now investedshares, both directly and
indirectly, through investment-linked superannuatioThe extent to which
superannuation and investment funds do now reprdasdividual and household
savings is apparent first, in the access of madéviduals to superannuation funds;

second, in the broader range of superannuationsfamtl savings accounts now

‘platform’ investment products, are offered usudilythe largest insurance companies and banks and
provide access to a wider range of investmentthfasmaller superannuation trustees of corporate
employer-sponsored funds and industry funds. A etfkature of the figures in the ASSIRTarket
Share Reportcited by Hoyle, is the size and dominance ofttigenine institutions in this market.

91n 2002, Westpac acquired Rothschild AustraliaeAddanagement See: A Hughes, ‘Westpac Buys
Rothschild’, The Sydney Morning Heral@4 April 2002, 21.

2 See above n 17.

2L Superannuation Industry Overvid®011) APRA <www.apra.Government.au/insight/horfraxe

88% of all Australian workers are now covered tmecextent by superannuation. Almost 50% of
those covered are members of retail funds and 3@%mambers of industry funds. The remaining 20%
are members of employer-sponsored corporate fyruddic sector funds and small funds.
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available®” and third, in the control increasingly sought jd members over the
investment of the superannuation funds held onr thehalf”® These strong links
between household savings and superannuation,eneédn savings and investment,
are confirmed in the Government’s recognition & dommunity’s ...strong interest

in the prudent management and supervision of snpagdion funds®

The essential steps through which superannuatiodsfare first pooled into Pooled
Superannuation Trusts and Master Trust ‘platforam then re-invested as managed
investments is demonstrated diagrammatically inufgigl below. Figure 1 maps
broadly the four stages through which lines betwigamcial investment institutions
and their products are now easily blurred — onetrakrinding of the Financial
System Inquir)f.5 Figure 1 also shows the way in which legal digiores drawn in
characterising funds as ‘superannuation’ or ‘inwesit’ funds, or as ‘wholesale’ or
‘retail’ funds, may be increasingly artificial. Bhin turn suggests that differences in
the actual risk assumed by retail investors andbéeeficiaries of superannuation

funds may also be narrowing.

%2 These include superannuation funds designatedgmeate, Industry and Public Sector funds
respectively. However, there are also Retail FuSdsall Funds, Statutory Life Insurance Funds and
Retirement Savings Accounts (RSAs). The Truste&sooporate, Industry and Public Sector funds are
regulated under thBuperannuation Industry (Supervision) Act 198&).

2 The Superannuation Legislation Amendment (Choice oéBumuation Funds) Act 20Q€th),
foreshadowed since 1998as finally passed in June 2004 and came into Efifem 1 September

2005. There is evidence on other fronts suggesiiagmembers will seek greater control over the
investment of their own superannuation funds. Eygileponsored funds must make provision for the
equal representation of employer and employee septatives upon the boards of the corporate
trustees of such fundSuperannuation Industry (Supervision) Act 1988), Part 9, s 89. Public offer
funds have tended to grow at the expense of camparal public sector funds (APRB8uperannuation
Industry Overviewabove n 12, 12). Likewise, there has been a sigmif growth in the popularity of
self-managed DIY funds: J Wasiliv, ‘Fund Growth Beers after Regulation Switchirhe Weekend
Australian FinancialReview, 8-9 February 2003.

24 productivity Commission, above n 12, 14.

% Financial System Inquiry Final Repogtbove n 413.
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Importantly to the central theme of this articlEigure 1 also suggests the potential
difficulties now likely to be found in distinguigig between the ownership of
corporate ‘securities’ (particularly shares) ane thwnership and control of the
superannuation and investment funds now investingprporate securities through a

variety of ‘financial products’.

Figure 1: Four Degrees of Separation in Corporate @nership and Control

Fourth Degree: Third Degree: Second Degree: First Degree:
Ultimate Beneficiari Trusteeship for Products/Entities Investment Entities
Superannuation Pooling for e I
[ Investment , ,
| 1 1
Employee ' Employer | Iﬁ\(/)ég?r;ae}r?t :
1 1 i
Member . Trustee ity W | | Corporation
! !
1
Industry Member : Industry [+ ~ MasterTrust 11 Corporate H
Industn Membe | | Trustee i Investment || Corporation
' Fntitv ! .
h ! ! Custodian
i ! ! '
1 1
Employee , Employer ! !
Member ! Trustee ! Corporate ! The
: | | Investment || Company | | Corporation
! Pooled Fntitv ' ‘Member
! Superannuation '
1
Trust .
Industry Member | Industr !
y : Trust YL — Corporate m u
! rustee .
Industry Membe : ' Investment . Corporation
1 : Fntitv :
| SIS Act1993 ! !
: Regulated | . |
| Superannuation ' Corporations Act 2001 !
[ Funds Chapter 5C
Superannuatio . Corporation or
n Entities Trust?
Complying . Corporate Entity or
§upe.3rannuation Financial Product?
A Legal character of the superannuation trustee ashareholder

Owing to the fact that superannuation funds may mwirectly represent a range of
broad public interests in corporations, a greal tlaa been expected of the trustee,

not merely as a financial institution and invesbat also as a major shareholder.
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Throughout the 1990s pension funds in the UnitedeStbecame activist shareholders
around the world. Beginning with a more active et in employees’ wages and
conditions, pension funds by the late 1990s weea ses potentially representative of
broader public interests and causes. Commentaiorsas Margaret Blair saw this as
an important development in redressing the ‘myopiaassumptions that the only
appropriate social purposes of corporations coeldhat of maximising shareholder

value?®

In this respect, pension funds might be thoughtesgntative of ‘stakeholder’, as
distinct from ‘shareholder’, interests. As we haseen, one difficulty in the
superannuation trustee actually representing sotreists in practice as an active
shareholder is the trustee’s dependence upon meastmanagers and their products
in practice. Commentators such as Ford and Worthingrovide an excellent
account of the very substantial difficulties possdthis fact in the context of former
public unit trust$’ Many of these same difficulties might be valuabbnsidered
afresh in the similar context of the relationshijglay between the superannuation
trustee and investment manager, or in reconcilihg trust and corporate

responsibilities of the corporate entity resporesifolr managed investments.

One threshold consideration is that the interespsesented by superannuation funds
under theSIS Act 1993Cth), and the capacity of the superannuation fuastee to

represent those interests as shareholder, restabily upon several constitutional

% See above n 7.
2"H A J Ford and S Worthington, ‘Public Unit Trusts'Subtitle 4.8, Laws of Australi&Sydney: LBC
Information Services).
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sources of power within the Constitution. By refere to the Commonwealth’s
pensions powerzsg, the primary purposes of the superannuation trustta make

provision for the retirement of employees from eoypient, and related purposes.
These constitutional powers underlie the core amillary purposes stated in s 62 of
the SIS Act 1993(Cth). However, the Commonwealth’s taxation povieralso

invoked to provide many of the taxation benefitsl dimancial incentives needed to
encourage private contributions to superannuatiomd$®® This same power also
provides the important constitutional foundation lee regulation of superannuation
funds in theSIS Act 1993Cth)° In order to qualify for taxation benefits, the fund
must be a ‘regulated’ and ‘complying’ fund withimet meaning of those terms in the

Act3!

Part 7 of the Act sets out certain provisions whach to apply only to ‘regulated’
superannuation funds. Section 19 details the remuents that must be met for a fund
to be treated as a regulated superannuation furimkeStion 62(1) of the Act requires
that the trustee of a regulated superannuation fuodt ensure that the fund is
maintained solely for one or more of a number a@fré& purposes? or for one or
more of a number of ‘ancillary’ purpos&slt is clear that these core and ancillary
purposes are directed to providing benefits forrttembers of superannuation funds

in the event of a member’s death, retirement onitgation of employment.

28 The Constitution ss 51(xxiii) and 51(xxiiiA).

29 The Constitution s51(ii).

30 A regulated superannuation fund has complying fstatus for taxation purposes if it complies with
Part 5, Division 3 of th&uperannuation Industry (Supervision) Act 1908).

31 See above n 28.

%2 superannuation Industry (Supervision) Act 198th), s 62(1)(a).

% Superannuation Industry (Supervision) Act 198&h), s61(1)(b).
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Such core and ancillary purposes suggest the reasdry the trustee of a
superannuation fund might be seen as a differgrg tf shareholder — one possibly
representative of broader public interests in egmpknt, welfare and health. At the
same time of course, the core and ancillary pupa$esuperannuation funds also
suggest the reasons for intense governmental alitccg@ointerest in superannuation

funds and their investment.

There are however, two significant obstacles toesanuation trustees pursuing
broader social objectives on behalf of members.fifeeobstacle has been the way in
which the trustee’s investment power in law hasnbeenstrued in the light of the
need to actively manage large trustee funds fagstment — particularly in corporate
shareholdings. The central issue in this areafer@shadowed iCowan v Scargilla
case decided in the Engli§thancery Court in 1985.The case has not received close
consideration in subsequent case law. The presididge, the Rt. Hon. Sir Robert
Megarry, later offered one reason why this has ®®r suggesting that the case
displayed no ‘bold novelty of approach’ owing inrfjpto the fact that the defendant
trustees represented themselves so that moreutlifiéssues were not put to the Court
in the alternativé® Nevertheless, in deciding that the investment pswaf the
pension fund trustee should be exercised onlyHefihancial ends of beneficiaries,

rather than for any broader political or public pese, the case laid important judicial

34 Cowan v Scargil[1985] Ch. 270 (thévlineworkers’ Pension CakeFor an excellent commentary on
this case by the presiding judge, see: Rt. HonR8brert Megarry: ‘Investing Pension Funds: The
Mineworkers’ Case’ in TG Youdafed), Equity, Fiduciaries and Trus{€arswell, 1989).

% Ibid 152, 159.
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ground for the interpretation of the trustee’s stmeent powers in this context. For

this reason, the cy of the case is considered e metail in the next section.

Another reason why the case has not received elibsation is this has been an area
in which the legal duties of the investment fidugidave been largely overtaken by
the utilitarian economics of market and corporatarice.The work of commentators
such as Professors Langbein and Posner has cowmditibustees to accept that they
lessen the overall risk of loss when they investifuthrough diversified portfolids.
The statutory duties of the investing trustee iis ttontext have been significantly
conditioned by this thinking and by the efficienarket hypothesid’ In the Act, s
52(2)(f) now requires the trustees of superannodtiads to diversify investments in
their formulation of an investment strategy ands tisi largely seen by them as an
answer to their legal duties in the exercise inmestt powers. Nevertheless, there
remains an uncomfortable question as to whether esgentially personal duty
imposed upon trustees in subs 52(2)(b) is satsfd@ictanswered by the essentially
corporate approach to risk management articulatesl 52(2)(f) for superannuation

trustees investing in corporate securities.

B The legacy of Cowan v Scargill

% Langbein and Posner, ‘Market Funds and Trust kmvest Law’ (1976) 1 Am. Bar Found. Res. J;
and ‘Social Investing and the Law of Trusts’ (1980)Mich. L. Rev. 72. See also: Gilson and
Kraakman, ‘The Mechanisms of Market Efficiency’ 849 70 Va. L. Rev. 549 at 549-550. For an
Australian consideration of these articles see: WA, ‘Modern Portfolio Theory and the Investment
of Pension Funds'’ in PD Finn (edgquity and Commercial Relatiof§he Law Book Company

Limited, 1987).

%’See particularly the statutory covenant now impasgseh the investing superannuation trustee under
s 52(2)(f). See further below.
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One significant limitation upon the capacity of tgerannuation trustee to represent
broader public or political interests as a majarsholder in corporate law is found in
the enduring judicial significance of one Englisitheority. The 1985 decision of the
Chancery Court irCowan v Scargilfirst suggested the tensions that were likely to
arise in assessing the proper purposes of pensiahtfustees who were required to
provide for the beneficiaries of the MineworkerserBion Scheme (the Scheme)
established in the United KingdothThe question for the Court was whether those
purposes should be considered to be onlyfittencial benefits of the beneficiaries
(considered apart from any political or other obgats that might be raised as to the
way in which those financial benefits were deriveat) whether the trustees’ proper
purposes in investing the funds of the Scheme ntigtiaken to include the social and
political purposes of the National Union of Minewers at a time of bitter dispute

between the Union and the British government ovieerolosures.

In Cowan v Scargillthe Court declared that the proper purposeseofrtistees in law
should be considered only the financial benefitstlué trust beneficiaries. The
Mineworkers’ Pension Schented been set up jointly by the National Coal Board
and the National Union of Mineworkers in order toyde pensions and lump sum
payments to the widows and children of mineworkensgd payments to workers
suffering injuries and diseasé&he Scheme enjoyed a number of taxation advantages
in order to provide these benefits. In the supewmi®f the Scheme, there were 10
trustees — five of whom were appointed by the NeticCoal Board and five by the

Union. The trustees enjoyed wide powers of investnaemd there was established a

38 Cowan v Scargil[1985] Ch. 270 (thévlineworkers’ Pension Scheme Cpse
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Joint Investment Sub-Committee (JISC). The trusteelsl the power to act by

majority, but no allowance had been made for armgsbote.

In 1976 there was instituted an initial four-ye&arpfor the investment of the Scheme
funds, although this was replaced in 1980 by alamplan permitting three classes of
investment namely: marketable securities; land; amtlistrial finance (including

equities in small listed companies).

In 1982, a further revised plan proposed that anemsed proportion of the Scheme
funds might be invested overseagproval by the JISC was sought for this revised
plan and immediately encountered difficulties. J8ermley, the President of the
Union, had resigned one month earlier and Arthuar@t had been elected in his
place as both a Union trustee of the Mineworkerdiegne and as the Vice Chair of
the JISC. At a time of bitter dispute with the Bitit government over mine closures,
Scargill maintained that, as a point of investmaniciple, there should be no further
investments of Scheme funds overseas in any forranefgy that competed with
British coal. Any investment in oil in the Unitedafes might be seen as such a
competing investment. Scargill was supported is tiantention by the four trustees
appointed by the Union, but was opposed by therdthe trustees. As a result, the

board was equally divided and deadlocked on theeiss

The matter came before the Court on the issue etlven the defendants (who were
the union appointed trustees) were in breach af ffdiciary duties as members of

the JISC and trustees of the Scheme in their refiesadopt the Revised 1982
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Investment Plan. The case took nine days to de€dehe five defendants, only
Scargill addressed the Court. He provided a oneaahdlf page affidavit setting out
the case for the defendants. In his subsequent eomamny, the presiding judge noted
that more difficult issues may have received closention in argument had the

defendants been representgd.

Leaving this to one side, the case was argued ree gbrincipal points of law which
were considered by the CodftThe defendants did not contest the stated lavheset
points. Firstly, it was argued that the paramourty df the trustees was to exercise
their powers in the best interests of the benef&sd’ Where the object of the trust is
to provide financial benefits for the beneficiarias in this case, those best interests
would be considered normally (but not inevitablyeit best financial interests.
Secondly, in deciding on investments trustees ngusire their own personal views
and interests and not refrdnom making an advantageous investment merely fsecau
they are personally opposed to the activity invdlvAt the time of the decision in
Cowan v Scargillinvestments in alcohol, tobacco or armaments wpBlouth Africa
at the time of the apartheid regime provided exaspbf investments to which
personal objections might have been otherwise daisethis ground. Finally, there
was the duty of a trustee in making investmentsat® such care as an ordinary

prudent man would take when making an investmenafother person for whom he

% |bid, 152-153.

0 See also, the subsequent commentary on theses pfiieted by the presiding judge, the Rt. Hon. Sir
Robert Megarry above n 34, 154.

“1 The ‘convenient phrase’ utilised in the Americaise ofBlankenship v Boyl€1971) 329 F. Supp.
1089 (Dist. Ct. D.C.) and cited i@owan v Scargil(see: above n 34), 292 was the ‘duty of undivided
loyalty to the beneficiaries’ owed by the trustee.
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felt morally bound to provide — a requirement refidel in the trustee’s statutory

covenant under s 52(2)(b) in tB&S Act 1993Cth).

The Court saw the question as one of whether theseiples were to apply without
modification in this case. The plaintiffs maintadnthat the answer to this question

should be yes; the defendants, no.

In the final result, the Court made the declarasomght by the plaintiffs and the
defendant trustees were declared in breach of fidkiciary duties in refusing to
adopt the Revised 1982 Investment Plan (unless Biah included specific
prohibitions on investments in oil and other coléraatives). The effect of this
decision is still felt today in the primacy of ttee investment decisions for the
financial benefits of the beneficiaries. An extemsof the principle endorsed in the
case is now found in the statutory acceptanceversified portfolio management as a

discharge of the trustee’s legal duties in the @gerof investment powers.

C Trustee’s duties in the exercise of investment peers

A number of provisions found ithe Superannuation Industry (Supervision) 2893
(Cth) illustrate the continuing influence of trdatv upon superannuation funds and

their trustees. A ‘superannuation entity’ is defin@ s 10 of the Act to mean a
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regulated superannuation fund, an approved defusgit or a pooled superannuation

trust*?

In the Act, Part 6 sets out the legal responsiédior ‘covenants’ of the trustee with
respect to the governing rules that are applicablesuperannuation entities.
Subsection 52(2) sets out the covenants which eendd to be included in the
governing rules of a superannuation entity wherhsogvenants are not actually
included in the rules. It is worth setting out udl the requirements in these covenants
because there is no mistaking the distinctive albiags of the trustee in safeguarding

trust property, and in providing the end benefiie tb beneficiaries.

The distinctive obligations of the trustee are ipatarly evident in paragraphs

52(2)(b) and 52(2)(f). Section 52 states:

1) If the governing rules of a superannuation entityndt contain covenants to the effect of the
covenants set out in subsection (2), those govgrnites are taken to contain covenants to
that effect.

The covenants

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

a) to act honestly in all matters concerning the gntit

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

c) to ensure that the trustee’s duties and powerpenfermed and exercised in the best

interests of the beneficiaries;

“2 Interesting issues may arise as to the precise &atus of the pooled superannuation trust. Rloole
superannuation trusts are constituted as unitstarsd regulated as superannuation entities. However
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d) to keep the money and other assets of the enfiigrate from any money and assets,
respectively:
i) that there are held by the trustee personally; or
ii) that are money or assets, as the case may bestahdard employer-sponsor,
or an associate of a standard employer-sponstheantity;

e) not to enter into any contract, or do anything etbat would prevent the trustee
from, or hinder the trustee in, properly performiong exercising the trustee’'s
functions and powers;

f) to formulate and give effect to an investment sggtthat has regard to the whole of
the circumstances of the entity including, butlimotted to, the following:

i) the risk involved in making, holding and realisirand the likely return
from, the entity's investments having regard to dijectives and its
expected cash flow requirements;

i) the composition of the entity’'s investments as aletincluding the extent
to which the investments are diverse or involve ghtity in being exposed
to risks from inadequate diversification;

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

iv) the ability of the entity to discharge its existiaugd prospective liabilities;

g) if there are any reserves of the entity — to foateibnd to give effect to a strategy for
their prudential management, consistent with th#yes investment strategy and its
capacity to discharge its liabilities (whether attar contingent) as and when they
fall due;

h) to allow a beneficiary access to any prescribedrimétion or any prescribed

documents

they are also, in the eyes of major institutiomsirevestment product.
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In these provisions it is quite clear that the B8ak legal obligations of the
superannuation trustee, which will be generallystituted as a corporation, remain
those of a legal trustee. The duties imposed upernstuiperannuation trustee clearly
differ in fundamental ways from those imposed upandirector under the
Corporations Act 200{Cth). For example, under tt&##S Act 1993Cth) the trustee is
required to act ‘honestly’ in all matters relating the superannuation entity (s
52(2)(a)). By contrast, the former duty upon cogterdirectors to act ‘honestly’ has
been re-formulated as a duty to act ‘in good faith, proper purposes and in the
interests of the company’ — a formula more closeligned to the purposes of
directors, more easily enforceable through an ecgnrange of civil penalty
provisions and more attuned to the demands of moderporate governané.
Similarly, while the superannuation trustee untlerAct is required to perform duties
and exercise powers ‘in the best interests of theeficiaries’ (subs 52(2)(c)) the
corporate director is required to act ‘in the ietgrof the company’. Thus, the legal
obligation owed by the superannuation trustee & ‘tembers’ of the fund, rather
than to the fund ‘as a whole’, is conceived as esq®l obligation of the trustee

rather than as a corporate obligatfon.

The seemingly onerous obligations imposed uporstiperannuation trustee may be
exceedingly difficult for the trustee to dischatigepractice as a major investor and

shareholder. The trustee’s obligation in s 52(2){b)exercise the same care and

“3 Corporations Act 200{Cth), s 181.

4 superannuation Industry (Supervision) Act 19@3h), s 52(2)(c). This obligation seems partidyla
onerous when the trustee must represent both fliealdnterests of employers and employees in
industry superannuation funds, and the financiarests of members. In law, the latter interestsikh
generally prevail. Se€owan v Scargil[1985] Ch. 270.
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diligence ‘... as an ordinary prudent person megtercise in dealing with the property
of another for whom the trustee felt morally bouwndprovide’ reflects a personal
expectation of the trustee which may be unrealfsti@ corporate trustee responsible
for investing large superannuation funds — givenhigh dependence of the trustee on

the investment managét.

There are tensions here between traditional comcept corporate and trustee
responsibilities. At the heart of these tensioas the fundamental difficulty posed by
a superannuation trustee meeting onerous persdiigations to beneficiaries in
safeguarding trust property while also adoptingogpeorate-style approach to risk
management in pursuing returns from higher perfogmivestments in the mark&t.
This difficulty is now highlighted in s 52(2)(f) ikh enables the trustee to answer its
investment obligations through the formulation afteategy founded upon investment
diversity and portfolio management theory. In thquirements for the appointment
of investment managers ti®&S Act 1993Cth) envisages some separation between
the legal ownership of the superannuation fundthednanagement of the fund as an
investment” In these provisions however, while the superationatrustee is

envisaged the dominant party in the contractuatiaiship with the investment

“5 Superannuation Industry (Supervision) Act 19@3h), s 52(2)(b). Such an obligation upon the
superannuation trustee seems particularly unraigten the trustee is heavily dependent upon
investment products such as master trusts or paolperannuation trusts, when making an investment.
The same point arose in considering the legal resipiities of the trustee in the former public uni

trust.

“6 Superannuation Industry (Supervision) Act 14@3h), s 52(2)(f).

" Section 124 of theuperannuation Industry (Supervision) Act 1993h) provides that investment
managers must be appointed only in writing, an@%drovides that the investment manager must be
an incorporated body. Section 116 provides thateagmgement between the trustee of a superannuation
entity and the investment manager of that entitgtmot exempt the investment manager from liability
for negligence, nor limit the extent of the man&g#ability in this regard. Section 122 providésmt

an investment manager must not appoint or engagstadian without the trustee’s consent.
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manager, the reality will often be that the trustiepends upon the expertise of the
manager and the manager’s products — a realitpgoas to the relationship between

the trustee and management company in former publtdrusts:*®

The analogy with public unit trusts is an intenegtone, since the investment manager
today is increasingly likely to be a corporate ®ntiesponsible for managed
investment$® This entity is itself a single legal corporatiam Wwhich the separate
functional roles of the trustee and the managernentpany in former public unit
trusts were merged in 1998. The single corporatéyeresponsible for managed
investments was conceived as a result of the diffes found in articulating the
separate roles and responsibilities of trusteesnaamdagement companies in former
public unit trusts® The abolition of the trustee in 1998, and the casgion of the
trustee’s responsibilities into the constitutiortled new corporate entity, has seen the

former trustee’s duties in trust law incorporatedhe governance of the entity.

v CONTINUING TENSIONS IN THE ROLES OF SUPERANNUATI ON
FUND TRUSTEES AND INVESTMENT MANAGERS AS
CORPORATE SHAREHOLDERS

It may be appreciated from the discussion abovedéeelopments in the Australian

financial market since the FSR in 1997 have essnfollowed the course predicted

“8 Ford and Worthington, above n 27.
49 Corporations Ac2001(Cth), Chapter 5C.
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by Clark although the institutional role of markettermediaries has perhaps
diminished. In an attempt to offer greater consuateice in the investment of their
superannuation savings, the members of funds nowve maore direct access to
markets through a widening range of investment ypectslwhich has blurred the lines

between intermediaries and their products.

The effect of these developments has been muchsdnge as Clark predicted,
however, since the members of funds have beconreasingly removed from any
investment of their funds that might ultimately tm@de in corporations. As a result,
they now depend substantially upon superannuatitsetes and corporate investment
managers as the owners and controllers of theitatap protect their interests in
corporate governance. For this reason it is importa consider closely the powers
and responsibilities of trustees and investment agars as major corporate

shareholders and the role each might play in catpagovernance.

As has been seen, although there are now signifioarrowings from trust and
corporate concepts on each side, it is still péssith certain points to identify the
essentially different roles played in practice I tsuperannuation trustee (as the
ultimate legal ‘owner’ of shares) and the investtn@manager (as the ‘controller’ of

those shares). These different roles are suggested in the wayghich the ‘trustee’

*0 The Explanatory Memorandum to the Managed Investsnill 1997 (Cth) cited the breakdown of
market information available to the trustee asamapelling reason for establishing a single
responsible entity in the place of the trustee madagement company in former public unit trusts.

*1 It should be noted, referring to Figure 1, thas #malysis ignores the important role played in
practice by the ‘custodian’ as the legal ‘membdithe@ corporation. The custodian acts generallyeund
the instructions of the trustee or investment manayissues of corporate governance and difficult
issues arise as to the exercise of voting rightseameeting. This provides a further ‘agency ctust’
trustee participation, but one that has been ighfethe purposes of this article.
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character of the superannuation fund trustee ard‘dbrporate’ character of the
investment manager are emphasised in the two €liffelegal forms. Legally, the
superannuation trustee remains a trustee althougis bften constituted as a
corporation for the purposes of tB&S Act 1993Cth) while the corporate responsible
entity is essentially a corporation, albeit onehwdistinctive trustee characteristfés,
and more refined features of corporate governahce practice, while the
superannuation trustee must consider the ovenadisiment strategy, the responsible
entity is focussed upon investment returns aniké&yl to be closer to the market and

corporate management in the case of corporatetimesss.

For a period in the 1990s, the active role of UWhifates pension fund trustees was
greatly encouraged in the interests of overseeiagagement and promoting superior
market performance among investee corporatibrishis active role was even
considered one which might extend to trustees pipgi more active role on corporate
boards and in the oversight of management. ThisaM@®e of high expectations for
the pension (or superannuation) fund trustee. Heweany expectation that the

trustee might play such a role has largely faded. 998, Professor Black summarised

2 For example, s 602FC(2) provides that the propefrgn investment scheme managed by the
responsible entity is to be held on trust for sckenembers. Likewise, ss 601 FC(1) and 601FD(1)
stipulate that the duties of the responsible eumtity its officers respectively are to act in thetbe
interest of scheme members as distinct from anyarate or scheme entity.

%3 An example being the requirement in Part 5C.5 aheampliance committee be established when
less than half the directors of the responsibléyeate ‘external’ directors. Section 601JC enddines
compliance committee with a novel statutory roledporting to ASIC if it believes the responsible
entity has not taken action, or does not propddedaaction, with respect to breaches in relatmthe
management of a scheme.

** The leaders in this respect were a group of agil®ic employee pension funds such as the
Californian Public Employees’ Retirement SystemlBRERS). In 1998 CalPERS announced a strategic
alliance with Hermes Lens and other large instii investors who were particularly keen to manito
corporate performance and remuneration issues.SSBavis, ‘CalPERS, Hermes Ally’ (1998) 2(43)
Global Proxy Watcht3. Since then, CalPERS has played an activamrahee International Corporate
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the reasons for this and the failure of pensiordfrnstees as active shareholders in

the United States in these terms:

A small number of American institutional investorapstly public pension plans, spend a
trivial amount of money on overt activism efforf$iey don’t conduct proxy fights, and rarely
try to elect their candidates to the board of doex Legal rules, agency costs within the
institutions, information costs, collective actioproblems, and limited institutional

competence are all plausible partial explanatioos this relative lack of activity. The

currently available evidence, taken as a wholegassistent with the proposition that the
institutions achieve the efforts of firm performanihat one might expect from this level of

effort — namely, not muctt,

Not only has it become difficult to see the trughéaying a truly active role as a major
shareholder in the companies in which it investss becoming difficult to define the

roles that superannuation trustees and investmantgers might play in corporate
monitoring. Apart from the role routinely playedramlly in monitoring corporate

performance and management remuneration, publ@vemtion by superannuation
trustees in corporate governance is becoming npmeadic and more muted. Perhaps
the last real example of such intervention in Aalsdr occurred in 2004 when the
Australian Council of Superannuation Funds sougid abtained assurances from

Newscorp Ltd that hard-won features of corporateegmance adopted by Newscorp

Governance Network (ICGN), reflecting the closentifecation of the ICGN’s approach to corporate
governance with that of CalPERS and other actinelsu

%5 Extract cited from: ‘Recent Surveys of Corporatev&nance’, Appendix A in the Conference
Board’'s 2000 updat&he Link Between Corporate Governance and Perfoomayiear 2000 Update
(New York: The Conference Board, 2000).
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Ltd in Australia would continue to be respectediy corporation when it re-located

to the United State¥.

In other respects, corporate investment manageve s@metimes appeared to
exercise considerable influence in their dealingth worporate management. They
have also appeared central to the control of mehareholdings in major takeovers.
This appeared to be the case, for example, in dhé&egt of the proposed bid by the
Australian Gas Light Company (AGL) for rival Alintatd in 2006, and the
subsequent conditional bid made by Alinta Ltd f@IA As a result of this bid, Alinta
came to hold more than 20% of AGL and in June 26066 companies entered a
Merger Implementation Agreement with a view to nieggheir infrastructure assets.
With Alinta holding in excess of 20% of AGL and theerger of their infrastructure
assets clearly in mind, an issue arose concerrtiegcbntrol that Alinta might
potentially achieve in its positioning with AGL thugh its relevant interest in AGL’s
30% holding of the issued units in the Australiapefine Trust (APT) and its own
subsequent acquisition of a further 10% of unitstie APT>’ The APT was
strategically significant since AGL’s gas pipelitransmission assets were vested in
this trust. The APT also constituted a managedsimrent scheme of which AGL was

deemed to be the responsible entity. Between 1612006 and 22 August 2006,

**Evidence of the active interest of the Australiasucil of Superannuation Funds in the governance
and management of News Corp was seen in the Ctuactions in 2004 and 2006. In seeking to
relocate to the United States in October 2004, Neéarp was forced by a group of shareholders, led by
the Council, to maintain the same standards ofaratp governance that the company had adopted in
Australia. In 2006, twelve investor groups, inchglsix Australian superannuation funds, protested
that News Corp had breached its 2004 undertakimghdreholders by proposing the extension of
‘poison pill" arrangements which would enable tleenpany to block potential takeovers. News Corp
agreed to the demands of this group of shareholdetgo putting the proposed arrangements to the
general meeting for resolution by shareholders: S&erdoch Backflip on Poison Pill VoteThe

Sydney Morning HeraldB-9 April 2006, 41.
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Alinta acquired approximately 10% of the issuedtsim APT through its wholly-

owned subsidiary Trewas Pty Ltd, prompting AGL pply to the Takeovers Panel
seeking a declaration of unacceptable circumstaneesuse of the effect that Alinta’s
acquisition of up to 40% of units in the APT midtdve on its control or potential

control of the trust.

The Alinta case suggests the extent to which thetrab of investment vehicles
constituted as managed investments schemes urel€otporations Act 2001Cth),
such as the APT, may become significant to therobof corporations in which they

invest.

Article 10 of the CTC should be repealed and trguirement of publicity of trust
property should be re-examined. It may be justitabp impose a registration
requirement on commercial trusts because the ‘¢axgaitor’ doctrine is entrenched
in civilian commercial laws and there is no dutytba part of the buyer to investigate
the title to property or the qualification of theller. The buyer should have all
information available to him before dealing wittcammercial trust. Disclosure of
information is necessary in business. Many trusés however, more like private
arrangements between the settlor and the trustemiinmercial trusts) or between the
trustee and the beneficiaries (in private trust¥le private character of these trusts
cannot and should not be compulsorily changed mtgublic character. Any

requirement of publicity for trusts should be caefi within a reasonable scope and

" Re Australian Pipeline Trustl [2006] ATP 27, 26.
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should not distract from the primary aim of a triast, which is to establish a rigorous

regime of fiduciary accountability.

\Y CONCLUSION

The heavy reliance of superannuation trustees upastment managers and their
market products suggests that three long-standiggl Iquestions may need further
consideration. These three questions are firsthyetier the trustee’s reliance upon
diversification and portfolio investment in thev@stment of large superannuation
funds provides a wholly satisfactory answer to thestee’s legal obligations in
making corporate investments; secondly, whethetrtisgee and investment manager
are now truly able to exercise their investment @®r'in a fiduciary way’; and
thirdly, whether the cross-over of corporate angsttrforms within the markets
sufficiently distinguishes the arguably differeontas that might now be assumed by

the trustee owner and corporate investment managerporate governance.

A consideration of Clark’s capitalism in the Audima context suggests that there is
some discernable evidence of a continuing separagtween the ‘ownership’ role of
the trustee and the potentially ‘controlling’ rodé the investment manager in the
management of superannuation funds. While themewsan extensive mixing of trust
and corporate forms within the market, the sepamatetween ownership and control
begins with important differences in the constdntiand legal duties of the
superannuation trustee and the investment mantgsrreinforced in the effective

dependence of the superannuation trustee uponnthestment manager and the
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manager’'s products in making investment decisidrigs separation between the
ownership and control of funds in the financial keds holds particular significance

for the investment of superannuation funds in cafgoshareholdings.

There are significant tensions here between taaditi concepts of corporate and
trustee responsibilities. At the heart of thesesitars lies the fundamental difficulty
posed by a superannuation trustee meeting onerassomal obligations to
beneficiaries in safeguarding trust property whalso adopting a corporate-style
approach to risk management in pursuing returns ti@her performing investments
in the market. As beneficial owners become moreokard from the management of
funds and from participation in corporations, tées of the trustee and investment
manager in corporate governance becomes more iamtoithese underlying tensions
suggest that the expectations of major trusteeebbéters and investment managers
in monitoring corporate governance might be undeeti by the different
perspectives of the trustee owner and the invedtmmanager in investing

superannuation funds.
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