NATIONAL ELECTRONIC CONVEYANCING —THE WAY FORWARD

Simon Libbis, Executive Director, National Electronic Conveyancing Office

What is National Electronic Conveyancing (NECS)?

In brief, the National Electronic Conveyancing System (NECS) will be an efficient means for
legal practitioners, conveyancers and financial institutions to prepare dealings and related
instruments, to register changes in ownership and interests, settle financial transactions (including
duties, taxes and disbursements), lodge dealings with a Land Registry and receive confirmation
of lodgement and registration electronically.

NECS is being developed as a single national system with a single point of entry, operating in
each jurisdiction, using each jurisdiction’s business rules.

Many legal practitioners, conveyancers, mortgage processors and banks already have electronic
systems for preparing their instruments and settlement statements. But these in-house, or
proprietary systems, are not connected to any of the Land Registries and cannot verify that an
instrument is compatible with the relevant title records and likely to be accepted for registration.
With a connection to each of the Land Registries through a system such as NECS, the preparation
of the legal instruments necessary to change title registration records will be more reliable and
more certain to avoid having to be augmented or corrected later after lodgement.

The Importance of a National Approach

The conveyancing and mortgage industry in Australia is regulated and taxed on a State and
Territory basis. However, the impact on the Australian economy as a whole is very significant.
Total real property sales in Australia are approximately 28% of Gross Domestic Product.
Housing represents 60% of household wealth and is the most significant single item of household
expenditure.

Whilst all the title registration systems are based on the one introduced in South Australia by Sir
Robert Torrens on 1 July 1858, each has evolved in slightly different ways. The processes of
conveying property in each jurisdiction are similar. Differences exist in each Land Registry’s
requirements and practices and in the regulation of service providers such as conveyancers and
lawyers.

However, the reality is that the fundamental processes in each jurisdiction have much in
common. With the development of new technologies the opportunity has arisen to create an
efficient and convenient way of completing property transactions and lodging land title dealings
for registration. The challenge has become how to develop a national electronic system that can
accommodate the differences between the jurisdictions and provide for electronic settlement as
well as lodgement.

In 2005 government and industry stakeholders reached an agreement to pursue a single national
approach. This was partly in response to a stipulation by the major banks that there be only one
interface between any electronic system for conveyancing and their mortgage processing
systems.

This has resulted in a co-operative initiative between all state and territory administrations, the
lending industry and the legal practitioner and conveyancing professions to define and implement
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a system of electronic conveyancing for use by industry participants in all industry sectors and
jurisdictions throughout Australia.

Governance structure and arrangements for NECS

A Natjonal Steering Committee was established with a commitment to define provision and
implement NECS. The National Steering Committee has representatives of all key stakeholder
groups ~ government land administrations, bankers, lawyers, conveyancers, collectors of duties
and taxes, law stationers and information brokers. It meets four times a year. The Independent
Chair is Mr Les Taylor, former chief solicitor for the Commonwealth Bank. In August 2005 a
National Office was established and the former Registrar-General of South Australia, Simon
Libbis, engaged as its Executive Director.

The National Office has set to work on developing the Roadmap Documents. These documents
define the national electronic conveyancing system. They consist of a National Business Model,
National Implementation Strategy, National Governance Arrangements and the National
Operations Description. The National Business Model outlines the implementation of a national
facility for the electronic settlement of property transactions and the electronic lodgement of
associated real property instruments anywhere in Australia. The computer system known as
NECS is the basis of the National Business Model. These documents are available on the website
hitp://www.necs.gov.au

The project has been designed in four stages:

e  Set up — establishing national governance, confirming National Business Model, developing
a funding model and detailed implementation planning

e  Building NECS — specifying, provisioning, testing and commissioning NECS

e  Readying the jurisdictions — legislative, policy and practice changes in each jurisdiction

e  Converting users — educating, training and supporting users in each jurisdiction

The project is currently completing the set-up stage so that the current governance structure is an
interim measure until agreement is reached to move forward with building NECS. At this point,
a permanent governance structure will need to be implemented.

Several independent consultancies have been undertaken to consider the issues of risk, regulatory
review and governance.

The governance review advised that the NECS should be a body corporate owned by the
jurisdiction governments. The recommendations included:

+  Equal shareholdings among the jurisdiction governments

e A skills-based board of directors responsible for the management and operation of NECS

e  Six board committees of directors, industry representatives and independent advisers

e Resourcing of NECS services through a comprehensive outsourcing contract secured by
competitive tender.

Work is currently being undertaken by the National Office to develop a Constitution and
Shareholders agreement for NECS Ltd.

The Benefits of NECS
The benefits of an electronic business environment for conveyancing will fall initially upon those

who will use it every day — the industry practitioners and morigage lenders — but ultimately upon
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the consumers of their services. The industry is characterised by well developed competition for
both professional services and financing that will inevitably transfer the benefits of a more
efficient way of working to the vendors and purchasers of property. An efficiency improvement
of just 10% has been estimated to save consumers and the economy $150 million per annum.

These efficiencies will come from the savings as a result of a system that:

= Can immediately check the accuracy of prepared documents

= Does not require bank cheques

»  Does not require physical attendance at settlements

= Does not require physical delivery of documents to the Land Registry

= Makes the monies from property sales available for other purposes days earlier than at
present

The benefits that are expected to flow from the national electronic conveyancing system are:

e  Consumer and practitioner convenience

e  User efficiency and consumer benefits

e  Straight-through processing from dealing preparation to registration
e  Single interface for national businesses

Common functionality for users in all jurisdictions

e Easier cross-border transactions

Transparent application of jurisdiction rule differences

The philosophy of NECS is that it will be a financially self-sustaining business from fees levied,
with profits going back into the business to continue its development and innovativeness.

Developing common data interchange standards

The National Electronic Conveyancing Office has just entered into an agreement with standards
body Lending Industry XML Initiative (LIXI) to create common data standards for the National
Electronic Conveyancing System (NECS). The National Office is now a member of LIXI. Each
state and territory is also entitled under the agreement to become members.

LIXI Ltd is a non-profit, independent industry organisation established to develop e-commerce
standards and remove barriers to electronic data exchange within the Australian lending industry.
LIXI has developed practical standards that have been implemented across the lending industry.
So, data standards developed for electronic conveyancing will grow from the lending industry
standards.

The agreement that the National Office has negotiated with LIXI provides for a NECS Data
Standards Management Group with representatives appointed by the National Office from the
jurisdictions. This group will control the project scope, the working groups and the approval of
the resultant standards. We envisage that the Management Group will commence shortly to
define the project and appoint the working groups.

The National Office is interested in the views of the profession and members are welcome to
contact Simon Libbis on 03 8626 4545 if they would like to discuss any matters. Alternatively,
our website and online forums have further information.

August 2007
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This paper is being delivered in conjunction with presentations by Mr Simon Libbis,
Executive Director, National Electronic Conveyancing Office (NECO) and Mr lan Gilbert,
Australian Bankers Association, Sydney. It addresses developments in thinking about the
legal issues affecting the establishment of the National Electronic Conveyancing System,
especially those developments which have occurred in the last 12 months.

1 Background

To begin with, for those of you who are not familiar with the background to the
establishment of the National Electronic Conveyancing System (NECS), | recommend a
visit to the website established by NECO: www.hecs.gov.au

On the site, the following are published:

1 draft National Business Model for the establishment of a national electronic
conveyancing system (Version 10 - June 2007);

2 National Implementation Strategy for the establishment of a national electronic
conveyancing system (Version 6 — June 2007);

3 draft National Governance Arrangements for the establishment and operation of
a national electronic conveyancing system (Version 9 — June 2007); and

4 draft Operations Description for a national electronic conveyancing system
(Version 6 — June 2007).

This draft documentation has evolved over a period of 4 years and is now reaching a
level of maturity where financiers and solicitors will be able to identify issues affecting
their business at a level of detail that is very specific.

In the latest round of documentation which was published in June 2007, NECO has
adjusted the Business Model (and the other documents) to take account of
recommendations published in March 2007 in the following 2 reports which were
commissioned by NECO:

. Risk Assessment of the NECS, final report to the National Steering Committee
(of NECO) dated 9 February 2007 by law firm Clayton Utz; and

. Regulatory Review — preparatory analysis for the NECS (March 2007) prepared
as a final report to NECS by The Allen Consulting Group and Gilbert & Tobin
lawyers.

Each of these reports analyses the applicable issues at a level of detail which is difficult
to summarise in a paper to be given in a 20-30 minute time slot. Nevertheless, | propose

to survey the topics which have been covered in these reports, to summarise some of the
key findings and to discuss some of the risks which have been identified as material with
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particular emphasis on those which are not found in the existing paper based
conveyancing system.

For the purposes of this presentation | have necessarily reproduced extracts from all of
the documents referred to above.

2 Structure of NECS

Before commencing an examination of the legal issues, it is helpful to consider (at a high
level) the legal structure which is recommended for the conduct of the NECS. Details can
be found in the report of corporate advisers Dench McClean Carlison issued in February
2007 and published on the NECO website: www.necs.gov.au.

It is suggested that the system should be owned and controlied by a Corporations Act
company to be known as NECS Pty Ltd. Each state and territory government would own
an equal number of shares in that company.

The business of NECS Pty Ltd will be managed by another company (a subsidiary)
known as NECS Operator Pty Ltd. It is anticipated that most functions and requirements
of NECS Pty Ltd will be provided to NECS by third party suppliers under services
contracts.

21 Legal Relationships

I am reproducing below a diagram found in Version 10 of the draft National Business
Model which summarises the relationship between each of the operational roles. Each of
these roles is described in significant detail in Part 9 of the draft National Business Model.
I will elaborate on each of these roles when | discuss the relationships represented in this
diagram:

National
Business Model

Settlement

__________________________

[
>

Preparation

Compliance & Lodgment

2.2 Glossary

This is a guide to the terms used in the diagram above (again summarised from Part 8 of
the draft National Business Model).
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Clients are registered proprietors, purchasers, vendors, mortgagees, mortgagors,
caveators and others with an interest in land. Their role is to choose and instruct a
Subscriber to act on their behalf (through the subscribers, users and certifiers).

Subscribers are corporations, partnerships, associations, government agencies and sole
traders representing (or being) Clients and employing, contracting or being legal
practitioners, licensed conveyancers (or others) to prepare, certify and sign registry
instruments, information reports and settlement statements.

Users are employees or contractors of Subscribers who work under the day to day
direction, supervision and control of a Subscriber.

Certifiers are Users who are legal practitioners or licensed conveyancers (or others)
especially delegated or empowered to certify and sign registry instruments, information
reports and settlement statements on behaif of the subscriber or its clients.

Licensed Service Providers are businesses providing tailored interfaces, integration
and support services to subscribers as an alternative to direct access to NECS.

FSM is the financial settlement manager and provides proprietary financial settlement
services through access to RITS for irrevocable settlement of monies payable between
financial institutions.

LR are land registries in each jurisdiction which maintain a Torrens Title Register of Land
and interests in land, provide the registration service, and determine regulatory controls
etc.

RO are revenue offices in each jurisdiction and administer the requirements for payment
of duty and taxes associated with property transactions in each relevant jurisdiction.

2.3 Web of contracts

The role relationships set out in this diagram depend on a web of contracts. The
relationships will not be legislated and the roles, responsibilities and risk allocation will
occur by contract as a result of recommendations in the risk assessment report of
Clayton Utz which is discussed in greater detail in Part 3 below. This report was produced
after extensive consultation with stakeholders. Many of you may have been involved in
that consultation. .

3 Risk assessment of the NECS

As mentioned above, Clayton Utz provided the National Steering Committee of NECO
with its risk assessment of the NECS on 9 February 2007 (“Risk Report”). It is a
comprehensive report. It addresses risks which will be applicable to the actual operations
of NECS as described in the diagram that is reproduced in Part 2.1 above.

At the request of NECO, the Clayton Utz report is confined to risks associated with
operation of NECS. It expressly excludes any consideration of:

. project risks associated with the design and implementation of NECS;

. regulatory risk issues which are the subject of the separate regulatory review
paper discussed in Part 4 below; and

. issues associated with Corporate Governance of NECS and related issues
associated with funding the establishment of NECS.

In this paper, I will focus on risks which have the most direct relevance to financiers and
solicitors. In doing so, | will reproduce some materials which appear in Part 13.3 of the
National Business Mode! for the establishment of the Nationa! Electronic Conveyancing

System.
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3.1 Subscriber risks

As generally applies to existing paper based arrangements, Subscribers remain
responsible for:

. obtaining full and proper instructions from their clients;

° ensuring accurate and complete advice to their clients;

. obtaining a written authorisation to act for each client;

. ensuring ail prescribed processes are fully and properly conducted (including
client identity verification);

. ensuring all prescribed documentation is fully and properly prepared, signed
and securely retained,;

. ensuring all instruments and settlement instructions are fully and properly
compileted, certified and signed;

. assuring the relevant actions of Users working under their directions and
control; and

. ensuring all actions undertaken by them, or a User or Certifier working under

their direction and control, on behalf of a client are fully compliant with relevant
legal, policy and procedural requirements.

These responsibilities are enforced through a participation agreement with the NECS
including a commitment to Participation Rules to which every Subscriber must commit as
part of the registration process. This commitment enables each Subscriber to rely upon
the conduct and certifications of ali other Subscribers and their Users and Certifiers
participating in the same transaction.

There is a material risk for Subscribers if there is a misdirection of disbursements from a
financial settlement. It would be strongly desirable to require 2 different Certifiers to
independently certify and sign certain settiement statements.

3.2 Financial institution risks

Each financial institution carries responsibility for:

. ensuring the security, accuracy, integrity, reliability and compliance of its
systems interacting with the NECS;

. ensuring its obligations generally as a Subscriber under the Participation Rules
are fully complied with;

. ensuring its Users and Certifiers are fully trained and properly delegated,
empowered and authorised to act on its behalf: and

. ensuring the availability of cleared funds is properly certified for each
settlement.

Just as with Subscribers generally, there is a material risk for financial institutions in the
misdirection of payments in a financial settlement.

3.3 General observations

In producing the proposed risk management framework, Clayton Utz stated:

‘We consider that the substantial core system rules which govern the relationship of
Subscribers and the NECS operator need to be nationally uniform, while other rules may
be jurisdiction specific'.

! See first paragraph of Part 1.7 of the Risk Report.
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The report goes on to observe that the core uniform rules could be created by a uniform
State and Territory statute or subordinate instrument, but in [Clayton Utz’s] opinion, it
would take considerable time and effort to establish and maintain the relevant
intergovernmental agreements and processes fo ensure this. Instead, [Clayton Utz]
assumed throughout the report that the system rules will take the effect as a confract (in
some respects as a deed — a contract under seal) and that there will be adequate
statutory authority in each jurisdiction for land registries to implement a contractual
approach. The reasoning is because they believe a contractual framework is more likely
to create and maintain a nationally uniform set of rules with less time, effort and
complexity than each of 8 jurisdictions creating and maintaining a uniform subordinate
legislative instrument or exercise a statutory power to give the rules statutory force in
each jurisdiction. In managing risk, Clayton Utz therefore used contractual principles,
exclusions and limitations of liability and indemnities in relation to the core system rules.

In the Risk Report, the authors focused on risks presented by the draft National Business
Model, endeavouring to put aside the large number of risks which are already present in
conveyancing transactions and which are unaffected by the draft National Business
Model. Examples given included the risk of a solicitor or conveyancer not keeping an
adeguate file of a transaction, the risk of misleading information in a vendor’s statement
etc.

In part 6.2 of the Risk Report, the authors of the report set out specific mitigation
treatment options for identified material risks and responsible roles. In Part 3.4 below |
provide by way of example, the recommendations for the Certification
Authority/Registration Authority, for a Certifier, for a Financial Institution and for a
Subscriber. These provide examples of the methods by which particular risks faced by
those parties can be managed to the extent reasonably possible.

It appears that solicitors and conveyancers will take on more rigorous responsibilities in
NECS than in paper conveyancing (for example, in relation to identification and
registration of themselves as a subscriber to the NECS operator, client identification,
certification as to client identity and authority to act and certification as to the correctness
of instruments and statements)*.

3.4 Risk Mitigation Table

Role Mitigation treatment options attributable to the role

Certification Authority Ensure verification of applications for digital signature
(CA)/Registration certificates (DSCs) with Subscriber
Authority (RA) organisations/individuals

« Implement best practice pre-employment checks to
verify potential employees;

o Set appropriate access levels for staff:

» Develop exception notification procedures and
suspend administrator access where necessary;

» Establish policies and procedures in relation to the

2 See Part 1.7 of the Risk Report.
® See Part 3.5 of the Risk Report.
* See the third paragraph of Part 1.12 of the Risk Report.
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issue and revocation of DSCs;
« Maintain audit trails;
« Develop and test a Business Continuity Plan; and

« Monitor and report on compliance with NECS/CA
Service Level Agreement

Certifier (CE) « Undertake and maintain adequate records of client
Verification of Identity checks (may be a Subscriber’s
obligation depending on the nature of the
Subscriber/Certifier relationship);

« Enter into and maintain accurate records of its
Representation Agreement;

« Read and understand NECS System Rules;

« Ensure DSC security is maintained via physical and
technological means;

» Follow policies and procedures developed by NECS
Operator and Subscriber re workflows, system access
etc;

» Record instructions provided by client and verify
against workspace before signing Instruments or
Statements (whether prepared by the Certifier or by a
User);

» Complete simulated NECS transactions before
undertaking actual transactions in NECS; and

» Hold and maintain adequate Professional Indemnity
insurance (see our discussion regarding whether a
Certifier should be covered by their associated
Subscriber's Pl insurance cover).

Require two Certifiers to sign and confirm availability of
funds for settiement (as per Draft NBM);

Financial Institution (Fl)

« Develop processes and procedures around the use of
dual certification;

« Retain audit trails;

« Verify that transaction batch data matches
expectations prior to and following settlement;

« In consultation with peak bodies and NECS Operator,
develop conveyancing Industry Protocols and NECS
workflows;

» Establish (at the industry level) protocols tc be applied
where an Fl Subscriber is to certify another non-
Subscriber FI's customer’s funds;

+ Have in place best practice physical and technological
security measures; and

« Develop and test a Business Continuity Plan.
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Subscriber(s) + Meet requirements for registration established by
NECS Operator (including, for example, security
mechanisms, insurance etc);

« Putin place processes and procedures to monitor and,
where necessary, verify the conduct of Users and
Certifiers;

» Keep an electronic record of information entered into a
Workspace;

+ Develop processes and procedures for entering into
and maintaining accurate records of Representation
Agreement;

» Acquire appropriate physical and technoiogical
mechanisms for protecting records;

» Keep records of system activity;

= In consultation with peak bodies and the NECS
Operator should develop standard contract forms, e-
conveyancing protocols and NECS workflows;

» In consultation with peak bodies, develop policies and
guidelines for Client authority verification including
powers of attorney, corporate and trustee clients;

« In consultation with peak bodies develop professional
conduct rules.

3.5 NECS risk management framework — recommended liability transfer
and insurance framework

According to Part 13.1 of the draft National Business Model, the risk assessment used
the following performance objectives for a risk management regime:

. confidence among participant groups that there is no net increase in their risk or
liability exposure;

. confidence among participant groups and the general public of the same levels
of the integrity and security as in paper conveyancing;

. assurance that all legal and regulatory mechanisms preventing, mitigating or
allocating risks are applied consistently and provide clear and specific guidance
to participants;

. allocation of risks and liabilities to the participants able to prevent or mitigate
those risks at least cost;

. reliance on existing or additional insurance and/or compensation systems to
cover residual risks and liabilities.

In the Risk Report, Part 7.13 contains the summary of liability transfer and insurance
recommendations. These may be distilled as follows:

(a) Subscriber — Client

Solicitors and conveyancers currently limit some aspects of their liability in their retainer
agreements. Similarly, financial institutions limit their liability to their customers by
contract. In the Risk Report, it is recommended that Subscribers should not be able to
transfer significant risks arising from NECS to their clients or custormers using their
retainer or customer agreements (other than to “back to back” liability limitations of the
NECS operator to the subscriber).
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(b)

(©)

(d)

Risk mitigation measures

Service agreements, participation rules, industry protocols and professional practice
regulations will contain relevant obligations for risk mitigation. We have set out some
examples in the table in Part 3.4 above which will affect financiers and solicitors.

Risk transfers

There will be some risk transfers effected through comprehensive Participation Rules
which are to be implemented as bilateral contracts between Subscribers and NECS as
well as back to back indemnity agreements with service providers to the NECS such as
the FSM and DSC suppliers.

Liability Insurances

Liability insurances will be particularly relevant to Subscribers and Certifiers. The
availability of adequate professional indemnity cover is essential. Similarly, NECS will
need to secure market insurance for its residual risk in any transaction capped by the
Participation Rules at the value of the interest that is to be conveyed.

In the Risk Report, it is suggested that if NECS is unable to secure market insurance, the
fall-back position should be a compensation fund separate from each of the existing
Torrens Assurance Funds.

Regulatory Review

4.1

4.2

In summary, the Regulatory Review conducted by The Allen Consulting Group and
Gilbert & Tobin (“Regulatory Review") concluded that there is little risk of regulatory
intervention in the establishment and operation of NECS so long as NECS conducts itself

in particular ways.

Competitive neutrality regulation

The Regulatory Review considered that NECS is not subject to the National Competition
Principles. However, it recommended that NECS conform with the principles to ensure
that it operates efficiently. In particular, it should:

. charge fees fully reflecting its operational costs;

. include in its fees all government taxes, duties and charges which apply to
private sector businesses;

o pay commercial rates of interest on its borrowings;
o generate commercially acceptable profits; and
. comply with the same regulations that apply to private sector businesses.

Trade Practices

The Regulatory Review considered that NECS will be subject to certain requirements of
the Trade Practices Act, 1974 (Commonwealth). It suggests the following steps, among
others:

. authorisation should be sought from the ACCC for the approach to be taken by
NECS to establish minimum requirements of Subscribers (to avoid breaching
the exclusionary provisions of the Trade Practices Act).

. Authorisation should be sought from the ACCC for the fee setting methods to be
used by NECS (to avoid breaching the price fixing provisions of the Trade
Practices Act).
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4.3

44

4.5

4.6

Financial Services Regulation

According to the report, NECS will not be providing any financial products or services that
would necessitate holding an AFS licence under the Corporations Act.

Money Laundering Regulation

Because NECS will be an intermediary between reporting entities under the Anti-Money
Laundering and Counter Terrorism Act, it will have obligations under that legislation. It will
need to ensure that account numbers and reference details are transmitted with
settlement instructions. NECS should not permit settlement payments to be made to
accounts outside Australia. If it does so, it may become a designated service for the
purposes of this legislation.

Privacy Protection Regulation

NECS will certainly be subject to the Privacy Act 1988 (as amended) and it will need to
take a considerable number of steps to ensure compliance with this legislation in the way
in which it permits collection of information and dealing with information in its processes.

Payment Systems Regulation

NECS is a payment system that could be designated and regulated by the Reserve Bank
of Australia for access and fee setting in the public interest under the Commonweaith
Payment Systems (Regulation) Act, 1998. Clearly, NECS will need to have regard to this
when applying its fee setting principles and designing its minimum necessary
requirements for subscriber access.

The Regulatory Review also found that NECS could eventually be designated by the
Reserve Bank Australia under the Commonwealth Payment Systems (Netting) Act to
provide protection for transacting parties in the netting of chain settlements in the event of
a mortgagee becoming insolvent. This will depend on NECS reaching significant
milestones in the total value of settlements passing through it.

Finally, the review also found that it would be prudent for NECS to comply with APRA’s
standards for any significant outsourcing arrangements which are entered into resourcing
its services. This will be important because the business model calls for services to be
substantially outsourced.

Concluding Remarks

2.005296589.13

I trust that by focussing on risks associated with the roles of financiers and solicitors in
the National Electronic Conveyancing System, we will provoke some further debate about
the very important issues which have been the subject of the reports delivered during
2007.

Tony Coburn
Partner
Freehills

Date: 11 August 2007
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