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Dear Dr Dermody, 

Inquiry into the Corporations Amendment Regulations 2004 (Batch 8)
I am writing to the Committee for two reasons. First, to express my support for what is contained in the Corporations Amendment Regulations 2004 (Batch 8) and secondly, to clarify for the Committee what is contained in my 2002 report to ASIC – Disclosure of Fees and Charges in Managed Investments: Review of Current Australian Requirements and Options for Reform – given that this report has been commented upon by witnesses appearing before the Committee. 

Corporations Amendment Regulations 2004 (Batch 8)
In summary, Batch 8 of the Corporations Amendment Regulations requires the disclosure of fees and commissions in dollar terms unless ASIC determines there are compelling reasons why this is not possible.
I support what is contained in the Corporations Amendment Regulations 2004 (Batch 8) on the basis that it accords with one of the key recommendations in my report to ASIC. In my report, I note that there is strong evidence that investors better understand and feel more comfortable with disclosure which is in dollars rather than percentages. Research in other countries has reached similar conclusions. I further note in the report that in some instances, it may be appropriate for disclosure to be made in both dollars and percentages. However, the guiding principles should be one of dollar disclosure. 

I believe that the regulations should be amended to enable ASIC to grant class order relief so that any appropriate exemptions can be granted. This would remove what would otherwise be a heavy administrative burden on ASIC to review disclosure documents on a case by case basis. 

It would be appropriate for ASIC to issue a policy proposal paper in relation to how it will exercise its powers in this area.

Financial Literacy and Problems with Disclosure of Fees and Commissions
In this section of the submission I identify issues associated with financial literacy and problems with disclosure of fees and commissions (based upon my research and the research of others).

ANZ financial literacy survey
According to a recent ANZ research report which examined the financial literacy of Australian adults, knowledge of fees and commissions varies to a significant degree.  Although 88 per cent of credit card users and 78 per cent of those with bank accounts know their fees well, only 60 per cent of people with managed investments and 44 per cent of those with superannuation know their fees well.  In other words, 56 per cent of people with superannuation know little or nothing about the fees relevant to superannuation.

Survey of adequacy of disclosure of fees in prospectuses

A survey of prospectuses which I undertook as part of my 2002 report for ASIC on fees found the following:

· There is significant variation with respect to the degree to which fees are disclosed. This is evident not just in relation to a comparison of prospectuses for superannuation and prospectuses for managed funds, but also in relation to a comparison of prospectuses for the same products. For example, in some prospectuses, there is identification of fees at a broad level. In other prospectuses, more detail is provided concerning specific types of fees.

· There is significant variation with respect to how the same fee is described in different prospectuses. The use of different terminology to describe identical fees detracts from the ability to compare prospectuses.

· In some prospectuses, fees are referred to, but not defined.

· There is significant variation in relation to what the Management Expense Ratio represents and how it is calculated.

· In some prospectuses, not all relevant fees are disclosed in the one section of the prospectus which means that a potential investor must review all of the prospectus to see what fees apply.

· Many prospectuses do not disclose how much notice is required to investors in relation to an increase in fees.

· There is significant variation in relation to whether prospectuses disclose the maximum fees that can be levied under the trust deed.

· There is significant variation in relation to disclosure of the purpose for which fees are imposed.
ASIC – ACA survey on the quality of financial planning advice
The 2003 ASIC – ACA survey on the quality of financial planning advice demonstrates problems in the area of disclosure of fees and commissions by financial advisers.  124 plans were assessed by a panel of experts against good practice standards, consumer expectations, and regulatory obligations.  Each financial plan was assessed in relation to 26 items and the items included disclosure of fees and commissions.

In relation to the Advisory Services Guide (now the Financial Services Guide), the average score for disclosure of adviser remuneration was 6.4 out of 10, with 16 per cent of the plans assessed as poor or fail and 59 per cent assessed as good or excellent.  Out of the five items assessed in relation to the Advisory Services Guide, disclosure of adviser remuneration was ranked equal last with respect to the average score.

In relation to plan structure, the average score for disclosure of advice fee and commission structure was five out of 10, with 32 per cent of the plans assessed as poor or fail and 24 per cent of the plans assessed as good or excellent.  Out of the 11 items assessed in relation to plan structure, disclosure of advice fee and commission structure was ranked fifth out of the 11 items in terms of average score.

In relation to recommendations, the average score for disclosure of financial product fees was 4.9 out of 10, with 29 per cent of the plans assessed as poor or fail, and 20 per cent of the plans assessed as good or excellent.  Out of the nine items assessed in relation to recommendations, disclosure of financial product fees was ranked eighth out of the nine items in terms of average score.

Surveys testing consumers’ understanding of fees and commissions

My 2002 report to ASIC provides a summary of the results of surveys which have been undertaken in recent years with the objective of testing consumers’ understanding of fees and commissions in prospectuses and other disclosure documents.  The surveys have found that substantial numbers of consumers fail to understand the fees that are being paid.  For many consumers, the results show that it is difficult to understand the fee structure and it is not easy for them to work out exactly how much an investment will cost.  For example, in one survey of 500 people who had invested in managed investments, 61 per cent agreed with the statement that “it is difficult to understand the fee structures”.  Another finding of this survey is that approximately one-third of those participating in the survey were unable to define the types of fees and commissions they are paying in relation to their investments.

Summary

This review of the research relating to financial literacy, the adequacy of disclosure of fees and commissions in prospectuses and other disclosure documents, and surveys which have tested consumers’ understanding of fees and commissions indicates considerable scope for improved disclosure of fees and commissions.

 Recommendations from my 2002 report to ASIC
There has been significant discussion before the Joint Committee as to whether or not a single “bottom line” figure for all fees and commissions can be calculated. In my opinion, if this can be done, it would be of significant benefit to consumers. Although most attention has been paid to the recommendations in my report concerning product disclosure statements, I also made recommendations relating to periodic statements. I said in my report: 

“Disclosure of fees and charges in periodic member statements varies to an extraordinary degree. Some periodic member statements make no disclosure to investors about fees and changes. This is unfortunate because it is this document which provides the opportunity for an investor to ascertain precisely what fees and charges have been paid in relation to their investment. This cannot be done in a PDS where there is a limit to the information that can be tailored to individual circumstances. 

I view this situation with the utmost concern. I also note there is international interest in improving disclosure of fees and charges in periodic member statements. I see considerable scope for improved disclosure of fees and charges in periodic member statements.”

In summary, the periodic statement is the ideal place for a consumer to be informed precisely what fees and charges he or she has paid in relation to their investment. It is imperative that progress be made in this area so that consumers receive the information to which they are entitled. 

In relation to fee disclosure in product disclosure statements, the recommendations in my report included: 

· Standardised descriptions and definitions of fees (all relevant fees should be in a fee section of a PDS, the purpose of any fee which is imposed should be disclosed, there should be standardised descriptions and definitions of fees, and a standardised fee table across all PDSs for financial products should be introduced for significant fees);
· The capacity to increase fees and maximum fees should be disclosed in the fees section of the PDS;

· ASIC should facilitate industry discussion about disclosure of the effect of fees on returns given the reasons stated in my report why this information is important for consumers;

· The fees sections of the PDS should contain disclosure of fees paid to advisers – both upon an initial investment and an ongoing basis;

· There should be improved disclosure of the ability of consumers to negotiate rebates with advisers. 

I also recommended that my suggestions for improved disclosure be tested with consumers and that ASIC introduce a fee calculator on its website (ASIC has since introduced a fee calculator on its website).

Three additional points can be made. First, there is a need to ensure that disclosure about fees and commissions is made in a way that is both meaningful for consumers and concise. I recently completed a research report titled Use of Prospectuses by Investors and Professional Advisers (this research report is available on the website of the Centre for Corporate Law and Securities Regulation of the University of Melbourne). In relation to the survey of investors, only 36% of the respondents said that the prospectus gives them sufficient information to make an investment decision and 56% of respondents that, as a general rule, prospectuses are not easy to understand. The survey found that investors find prospectuses too detailed, containing excessive technical and legal jargon. This meant that investors tend to rely on sources other than a prospectus for their investment information. 

This research highlights the importance of ensuring that strenuous efforts are made to provide information to investors (whether in a product disclosure statement or a periodic statement) that is meaningful and concise. 
The second point relates to the ASIC fee tables. As noted above, one of the recommendations in my 2002 report to ASIC was the introduction of a fee table that would enable comparisons of financial products to be made. There have been some criticisms made of the ASIC fee tables. However, the following should be noted:

(1) it is an important initiative that assists consumers as it requires all significant fees to be disclosed in the one part of the PDS;

(2) my research in this area (prior to the introduction of the fee tables) found that fees were often not disclosed in the one part of the PDS. It is unfair to consumers to require them to search the entire PDS to find significant fees;

(3) the fee tables have been welcomed by the key industry bodies, with one of these industry bodies suggesting some improvements; and
(4) in my opinion the fee tables can be improved and I understand from recent discussions with ASIC that they are in the process of incorporating suggestions for improvement. I  believe that ASIC intended that the fee tables would evolve over time.
The third point is to identify the challenges relating to a single “bottom line” figure in a PDS which would contain all fees and commissions. There are additional challenges with calculating such a figure in relation to the PDS when compared to a periodic statement. One reason for this is that some fees referred to in a PDS will be mandatory for all consumers while others will be discretionary. Examples of fees that may be discretionary include entry fees, exit fees and switching fees. It is possible for some consumers to acquire a financial product and pay an entry fee while other consumers may acquire the same financial product and pay no entry fee or a reduced entry fee. Nil or reduced entry fee products can be obtained through discount brokers or by investing through offers made in financial magazines. There is an issue concerning the extent to which consumers know that an entry fee can be reduced. This is why one of the recommendations in my 2002 report was for this to be clearly stated in the PDS.
 I note that the February 2004 publication of the Technical Committee of the International Organisation of Securities Commissions titled Elements of International Regulatory Standards on Fees and Expenses of Investment Funds has a recommended a best practice form of fee disclosure but this does not include a “bottom line” figure that includes all fees and charges (both mandatory and discretionary fees). 

In summary, consumers would benefit from having a single line figure. This should occur in the periodic statement but frequently doesn’t. It would be desirable for the PDS to contain such a figure. However, there are particular challenges in achieving this objective for a PDS where discretionary fees may apply and one must ensure that if such a figure is used, it does not mislead consumers. 

Yours sincerely, 

Professor Ian Ramsay
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