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Dear Dr Dermody

Corporations Amendment Regulations 2003 (Batch 6)

Financial Services Reform (“FSR”) and the regulation of lawyers
The Law Council of Australia (“Law Council) is writing to the Joint Committee to support the adoption of regulations 7.1.35A and 7.1.40(h) which affect the application of the Financial Services Reform amendments to the Corporations Act 2001 (“Corporations Act”) to lawyers.

Our reasons for supporting these regulations in summary are:

· The regulations are necessary to fulfil the intention of the “financial product advice” exemption contained in section 766B(5) of the Corporations Act, by removing uncertainty about whether some conduct which constitutes ordinary legal services may technically amount to “dealing” or “arranging” .  The regulations are subject to the same conditions as exist in section 766B(5).

· They support the general intent of the FSR legislation, which is to regulate only those activities which truly constitute the provision of financial services, and not activities which are peripheral to that industry;

· They provide certainty in relation to insurance arrangements, having regard to the developing practice of insurers to exclude from cover traditionally available for ordinary legal practice any activities which (depending on the language of individual policies) either constitute the provision of a financial service or for which a financial services licence or authority is required.  This certainty is important not only in the interests of lawyers, but also for the benefit of the consumers of legal services.

· Lawyers are already regulated by extensive State and Territory legislation and to require FSR licensing would significantly and unnecessarily duplicate existing regulation of ordinary legal services which is at least as extensive in its consumer protection.

This submission has been made with the assistance of an ad hoc working group of the Law Council (referred to below).

Background

The Financial Services Reform Act 2001 (“FSRA”) was created to improve regulation of the financial services industry.  That Act made extensive amendments to the Corporations Act including to the exemption of lawyers from licensing requirements.  It was recognised when the new law was enacted that it had the potential to impact on ordinary legal activities.  An exemption was enacted, in sub-section 766B(5) of the Corporations Act, which covers certain advice given by lawyers:

“(5)
The following advice is not financial product advice:

(a) advice given by a lawyer in his or her professional capacity about matters of law, legal interpretation or the application of law to any facts;

(b)
except as may be provided by the regulations – any other advice given by a lawyer in the ordinary course of activities as a lawyer, that is reasonably regarded as a necessary part of those activities;”

However, when the law was enacted, it was not anticipated (at least by the Australian legal profession) that a lawyer’s ordinary activities might technically fall within aspects of the definition of financial service other than financial product advice, in respect of which a lawyer has the benefit of the exemption referred to above.

In particular, it was not anticipated that a lawyer’s ordinary activities might also involve dealing by arranging dealings in financial products (see sub-section 766C(2) of the Corporations Act) or the provision of a custodial or depositary service (see section 766E of the Corporations Act).  These provisions are discussed in detail below (at pages 4-5).

In a few cases – for instance, investment of funds in cash management accounts for clients – it seems clear that without appropriate exemptions, this will amount to arranging a dealing.  In other cases, the wide import of the language means that it is simply not clear whether very typical activities for a lawyer – for instance, drafting and negotiating a sale of shares agreement – goes beyond the provision of financial product advice to amount to “dealing”.

This issue has taken on urgency because a number of insurers of legal practices have indicated that they will not insure activities which are or need to be licensed under the FSRA or which constitute the provision of a financial service.  To the extent that this means that lawyers and consumers may not have the benefit of insurance which has previously been readily available for activities that are regarded as usual for lawyers, it has increased the need to ensure that ambiguities in the application of the legislation to lawyers are resolved.

Law Council’s Ad Hoc Financial Services Reform And Lawyers Working Group

The Law Council established a working group, the Ad Hoc Financial Services Reform and Lawyers Working Group (the “Working Group”), to consider specific activities undertaken in ordinary legal practice and the applicability of the Corporations Act (as amended by the FSRA) to those activities.

The Law Council tried to ensure that the Working Group has a membership which is broader than simply the major national law firms, so as to address the concerns of legal practice generally.

It has become apparent from the work undertaken by the Working Group that there are a number of activities undertaken in the ordinary course of lawyer’s activities which might arguably constitute the provision of a financial service.

Submission to Parliamentary Joint Committee on Corporations and Financial Services

The Law Council made a submission to the Parliamentary Joint Committee on Corporations and Financial Services for its Inquiry into and Report on Corporations Amendment Regulations 2003 (No. 1), Statutory Rules 2003 (No. 31) and Regulation 7.1.29 Incorporations Amendment Regulations 2003 (No. 3), Statutory Rules 2003 (No. 85).  That submission touched upon some ordinary activities of a lawyer that had been identified by the Working Group at that time as giving rise to some difficulty.

The submission was prepared on short notice and therefore did not address all of the issues which have been identified by the Working Group.

Lawyer’s ordinary activities

Specific ordinary activities undertaken by lawyers about which the Law Council considers there may be uncertainty in the absence of the regulations 7.1.35A and 7.1.40(h) include:

(1) investing client money on trust in cash management funds, as directed by the client;

(2) preparing and participating in negotiation of agreements for sale or purchase of shares in a target company;

(3) preparing a bidder’s or target statement and preparing buy-back documents;

(4) preparing and participating in the negotiation of mortgages of financial products where the security is being provided for the acquisition of other financial products;

(5) taking out insurance cover notes on behalf of the client following a transaction, for instance, the completion of a real property purchase. 

Financial services and the ordinary activities of lawyers

As mentioned above, there are two financial services under the Corporations Act that have been identified as potentially capturing the ordinary activities of lawyers:

· “dealing” by “arranging” dealings in financial products; and 

· the provision of a custodial or depositary service.

“Arranging” a “dealing” in a financial product

The first relevant financial service is that of “dealing” in a financial product, as extended to “arranging” a dealing in a financial product (see sub-section 766C(2) of the Corporations Act).

There is no judicial interpretation of the concept of “arranging” at this time, and limited guidance is available from ASIC.

To gain some understanding of the likely application of the term, the Working Group has considered the commentary available on the equivalent provision from the Financial Services and Markets Act 2000 (UK) and its predecessor legislation, the Financial Services Act 1986 (UK).   The available commentary on the UK provision indicates that the provision is “one of the most difficult to construe”, and that arranging is “clearly a term of the widest import”.
  It suggests that there is a form of causation requirement to be attached to the concept of arranging.  However, as any lawyer would know, causation tests are notoriously difficult to apply.

Any one of a range of steps in a chain of events can be said to have brought about the relevant transaction, and therefore might amount to “arranging” in the appropriate context.  For instance, participating in negotiation of the terms of a dealing in a financial product may satisfy the causation test in many circumstances in which lawyers find themselves in the ordinary course of providing legal advice.

The width of the “arranging” language is mitigated in the UK, because an activity is not taken to amount to:

· dealing in investments as agent;

· arranging deals in investments;

· safeguarding and administering investments; or

· advising on investments;

if the activity is carried on in the course of carrying on any profession or business which does not otherwise consist of the carrying on of regulated activities (regulated financial services) in the UK and may reasonably be regarded as a necessary part of other services provided in the course of that profession or business.  Thus in the UK, there is no requirement for lawyers to be licensed under the financial services legislation for the provision of ordinary legal services.

The provision of a custodial or depositary service

The second relevant financial service is that of providing a “custodial or depositary service”, which, as you will be aware, requires little more than that a financial product be held in trust for or on behalf of a client (see section 766E of the Corporations Act).

Lawyers regularly act in the role of trustee or stakeholder in the course of their professional life.  There have recently been regulations made which at least resolve the position where lawyers hold a basic deposit product on trust for a client (see regulation 7.1.40 of the Corporations Regulations 2001).

However, the Law Council is concerned that, without the new regulation 7.1.40(h), regulation 7.1.40 does not deal with the circumstance where the lawyer is asked to invest stakeholder money in a cash management trust, and there does not seem any “in principle” reason for distinguishing between cash management trusts and basic deposit products.

Existing regulation of lawyers

The Council contends there is no public benefit in the dual regulation of lawyers’ ordinary activities by way of FSR licensing requirements, overlaid upon the existing regulation. Set out in the annexure is an overview of how lawyers are regulated under existing legislation, and also an overview of professional standards legislation.

The Law Council believes that the fundamental premise of the FSRA is to regulate the conduct of participants centrally involved in the financial services industry.  It should not regulate activities on the periphery of the industry when those activities are conducted by persons whose clients already enjoy extensive consumer protection provisions, which in many respects anticipated, and in some cases go beyond, the consumer protection measures introduced by the FSRA.

In the Law Council’s view, lawyers who provide ordinary legal services are at the most on the periphery, and should not be required to be licensed and regulated under the Corporations Act.  Lawyers are already covered by comprehensive State/Territory regimes which provide for:

· the licensing of lawyers;

· mandatory professional indemnity insurance; 

· trust account regulation; 

· fidelity funds;

· controls over fees; 

· duties to the court; and 

· extensive complaints and discipline procedures.

Consequences for lawyers and their clients

In the absence of exemptions such as those provided by regulations 7.1.35A and 7.1.40(h), it appears to the Law Council that a lawyer and his or her client face a number of adverse consequences.

If it is the case that the activities identified above (at pages 3-4) amount to the provision of a financial service and the lawyer is taken to be carrying on a financial services business, then:

· the lawyer faces a further layer of regulation under the Corporations Act in addition to the extensive regulatory structure which governs lawyers by State and Territory legislation – the Law Council cannot see that there is public benefit in this double regulation;

· it potentially jeopardises legal professional privilege, because many of these activities cannot be separated from giving legal advice (for example, drafting/negotiation of a sale of shares agreement);

· there will be a significant increase in the cost of legal services to clients without correlating additional benefits;

· ASIC’s resources would be stretched to cover the licensing of Australian lawyers and FSR licensing of lawyers would divert finite resources from the primary activity of regulating core players in the financial services industry who are not otherwise regulated; and

· there would be uncertainty as to the extent of the cover under professional indemnity insurance for activities for which cover is readily available in the pre-FSR regime. Because of the uncertainty about what constitutes “arranging” or “dealing”, a lawyer may take a view that he or she is covered but only many years later, when the provisions fall for consideration by a court, may all concerned discover that insurance cover has been excluded for what is seen as an ordinary legal service.

The Law Council commends the regulations to you as being appropriate in the public interest and consistent with the legislative scheme.

Further contact

If you may want further information in relation to this letter, please contact Mr James Greentree-White on (02) 6246 3715.

Yours sincerely
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The Hon Michael Lavarch

Secretary-General

Attachment – existing framework for regulation of lawyers

Legal practice in Australia is regulated by State and Territory based legal regimes, comprising statues – notably the various “Legal Profession Acts”,
 supporting regulations, case law, professional and ethical rules, and responsibilities of lawyers to the courts.  In addition, aspects of legal practice are affected by specific Commonwealth laws and rules, particularly concerning the operation of federal courts.

The State/Territory regimes are based in the public interest of ensuring that lawyers protect and uphold the rule of law, which includes practising law to high professional and ethical standards.

The precise nature of the regulation, and the structures responsible for regulation, varies between States and Territories, and between branches of the legal profession.  However, of all the professions within Australia, it would be fair comment that the legal profession overall would be among the most extensively regulated, if indeed not the most.

Regulation generally

In broad terms, legal practice is subject to a co-regulatory model.

In each State and Territory, government bodies oversee all regulation, and conduct particular aspects of regulation, often in dealing with complaints about lawyers and the imposition of sanctions.

Equally, professional associations – the State and Territory Bar Associations and Law Societies – require their members to meet standards of conduct and performance.  In most jurisdictions, the professional associations are granted statutory authority to regulate aspects of the profession, and their performance of those statutory roles is subject to governmental and parliamentary oversight.

Certain matters of regulation and supervision of lawyers also fall within the inherent and statutory jurisdictions of the supreme courts of the states and territories, as well as the federal courts of Australia.

The balance between government structures, the courts, and professional associations performing regulatory duties and functions, varies from jurisdiction to jurisdiction, reflecting local conditions and issues.

The Law Council and its Constituent Bodies
 are currently working closely in consultation with the Commonwealth and the Standing Committee of Attorneys-General (SCAG) to introduce greater levels of consistency in state and territory laws, standards and rules applying to the regulation of lawyers (“Model Laws Project”).

In some jurisdictions, lawyers can practice as both barristers and solicitors.  In others, the traditional separation between barristers (advocates) and solicitors remains.  The reforms being introduced through the Model Laws Project will not change these basic features.  While recognising shades of local variation, legal practice regulation has common features throughout Australia, which are set out below.  

Licensing of lawyers in Australia generally

Licensing of private practising lawyers is Australia is achieved through a dual process of admission and practising certificate requirements, which address:

· the qualifications and experience of a person to be admitted to practice law; and

· the continuing suitability of a lawyer to engage in legal practice.

In contrast to some other professions, it is a requirement of the law that a person be tertiary educated and trained in practical practice issues prior to being admitted to practice law.

Admission as a lawyer

Each state and territory provides for the admission of those who, through the successful completion of their academic studies and practical legal training, are qualified to be admitted a lawyer.

The Supreme Court is the admitting authority in all states and territories, and the requirements for admission are specified in the relevant jurisdiction’s legislation, rules of court, or rules made by admission/legal education boards.  These boards assist the court by advising or certifying whether an applicant is eligible for admission, and by approving practical legal training courses.

Academic studies and practical legal training must comply with the standards developed by the Law Admissions Consultative Committee.  Applicants must also satisfy the admitting authority that they are suitable to be admitted.  This requires a declaration of “good fame and character” by the applicant and/or the applicant satisfying the court that he or she is a “fit and proper person”.

In all jurisdictions a candidate for admission must take an oath or affirmation that – to take Victoria as an example – he or she will well and truly conduct himself or herself in the practice of the profession of barrister or solicitor and as an officer of the Court.

Once admitted, a lawyer is an officer of the Supreme Court and is bound to comply with the duties owed to the Court.  The Court holds a continuing and overarching power of supervision and discipline over the lawyer.

Practising certificates

Even after admission, persons are not entitled to provide legal services to consumers unless they hold a current practising certificate.  This is a further requirement for a person to be able to provide legal services within the areas of work reserved by legislation to licensed lawyers.  Once granted, a practising certificate must be renewed annually.

Generally, State and Territory legislation provides the grounds on which the certifying body (the Law Society, Bar Association, or in some cases, the Legal Practice Board) can grant, refuse, cancel or suspend practising certificates.

Grounds for refusal, cancellation or suspension include (among others):

· infractions of ethical and professional rules and requirements;

· bankruptcy;

· criminal offences (including taxation offences);

· unfitness to practice due to infirmity, injury or illness; and

· non-compliance with conditions on the practising certificate.

A practising certificate may only be granted if a range of requirements are met each year.  Of particular importance, all jurisdictions require lawyers in private practice to hold professional indemnity insurance.  Another requirement is compliance with legal profession legislation and rules.  Some jurisdictions also require the lawyer to have undertaken particular continuing legal education.

Professional indemnity insurance
To obtain a practising certificate, a lawyer must be insured by an approved policy of Professional Indemnity Insurance.
  The terms of the policy and the extent of its coverage is approved annually by an authority or body under statutory provision.

While the precise terms of the policies vary to some extent from jurisdiction to jurisdiction, typically the insurance covers all civil liability arising from the lawyers practice.  The compulsory level of cover is generally at $1.5 million
 and the policy features non-avoidance and run-off cover provisions.

This level is generally appropriate to cover most “consumer” liability.  Having regard to the nature of individual practices, very many lawyers, especially those practising as solicitors, have greater insurance cover than this.

Continuing Legal Education

Continuing legal education (CLE) is a program run generally by professional associations in each jurisdiction.  Programs are also conducted by the Law Council, professional providers and in-house by larger law firms.

Completion of a mandatory number of CLE units is a requirement for the grant of a practising certificate in some jurisdictions.

Trust accounts

All States and Territories have comprehensive regulatory regimes governing which lawyers are able to receive and hold trust money and property (a condition imposed by the practising certificate granted to a lawyer), and how trust accounts must be operated, and audited by a qualified external auditor, who is required to notify the regulatory authority of any irregularity or deficiency in a lawyer’s trust account.

State and territory regulatory authorities (for example, Law Societies) also have extensive powers to conduct audits on these activities, and to supervise and investigate these accounts.  Any failure to comply with trust account regulation can result in a lawyer’s practising certificate being cancelled, or a regulatory authority exercising its powers of intervention and taking over management of the trust accounts under a lawyer’s control and their practice.  

Fidelity funds

In addition there are fidelity fund arrangements established under each State and Territory legislative regime.  The arrangements feature a statutory fund to meet claims by consumers who have suffered financial loss because of a lawyer’s misappropriation of trust money or valuable property entrusted to a lawyer.  The funds are generally managed and administered by a regulatory authority (for example, the Law Society) or in some cases by a statutory body.

Registers to be kept by lawyers

Although the requirements vary among the various Australian jurisdictions, lawyers - taking Victoria as an example - are required to establish and maintain for the protection of the public:

· a Register of Investments, which records documents held by the lawyer in trust for a client or other person;

· a Register of Interests, which records all companies (other than listed companies) and all business ventures in which the lawyer or a member of the lawyer’s immediate family has a financial interest; and

· a Register of Powers of Attorney, which records:

-
all general powers of attorney under which the lawyer may act alone; and

-
all deceased estates of which the lawyer is the sole executor.

These registers must also be audited annually by a qualified external auditor.

Regulation of lawyers’ fees

Fees charged by lawyers are regulated in various ways via fee scales, costs agreements, taxation (or assessment) arrangements, costs disclosure requirements and professional conduct rules.  These matters are not a condition on which practising certificate might be granted, but relate to the body of regulation governing the conduct of lawyers generally.

Lawyers have an obligation to disclose their costs (and anticipated total costs for a matter) when accepting instructions from a client.  A failure to comply with costs disclosure requirements may result in the costs agreement being unenforceable or void; the amount of costs being reduced either in accordance with the scale or an amount assessed by a costs assessor (or taxed); or the agreement with the client being set aside.

The review of legal costs is matter which lies within the inherent jurisdiction of the Supreme Court in all jurisdictions.  The court may vary or set aside costs agreements (for example) if they are unfair, unreasonable, unjust or entered into by fraud or misrepresentation.

Complaints and discipline

Complaint handling and disciplinary processes play a critical role in underpinning high ethical and professional standards in the legal profession.  Disciplinary arrangements are generally designed to discipline and penalise lawyers for “unprofessional conduct” and/or for “professional misconduct”.

Matters going to professional practice, and the conduct and discipline of lawyers are generally governed by regulations and rules administered and supervised by the professional associations and/or government bodies, and ultimately the courts.  The rules of court represent an additional layer of regulation and supervision of lawyers by the courts.

While there is State/Territory variation, generally several bodies are responsible for receiving, investigating, handling and hearing complaints/charges against lawyers.  These include disciplinary tribunals, legal practice boards, the legal services commissioner or legal ombudsman, as well as Law Societies and Bar Associations.  The complaints handling and disciplinary process depends on the nature of the complaint and the seriousness of the matter.  Supreme Courts may act as final arbiters.

Professional standards legislation

Professional standards legislation (“PSL”) currently applies in New South Wales and Western Australia.
  The other States, Territories and the Commonwealth have all indicated they will pass the legislation for PSL to operate nationally.  PSL provides an additional layer of regulation in respect of professional competency.  In broad terms, PSL can be outlined as follows.

PSL allows professional associations to apply to an independent authority to approve a scheme for that profession.  A scheme includes consumer protection measures, such as:

· professional education;

· risk management programs; and

· insurance requirements (in addition to lawyers’ existing mandatory insurance requirements) so that damages claims can be satisfied.

As part of the scheme there is also a limit placed on the amount of compensation payable for harm covered by the scheme.  This limit would be set at such a level that all consumer and most corporate claims would be under the level of the cap.

PSL is relevant here as it provides an independent statute based assessment of the adequacy of lawyers’ practice standards, with an emphasis on consumer protection.  Presently, the Law Society of NSW (which covers NSW solicitors) is the only legal professional association which has a scheme approved.  The Law Council understands that the application of PSL to NSW solicitors led to improvements in risk management programs.  Conversely, their complaints and discipline procedures were found to already be satisfactory.

As PSL comes into effect in more jurisdictions, it could be expected that there will be improvements in risk management programs among those parts of the legal profession which have PSL schemes approved.

� 	E Lomnicka and J Powell, Encyclopedia of Financial Services Law at page 2-445 (commenting on paragraph 12 of Schedule 1 to the Financial Services Act 1986 (UK)).  Although the UK provision is drafted to refer to making, offering or agreeing to make certain “arrangements”, the Law Council believes that the commentary on that provision provides (at least in the absence of further other consideration) guidance on “arranging” in sub-section 766C(2) of the Corporations Act.


� 	Legal Practitioners Act 1970 (ACT); Legal Profession Act 1987 (NSW); Legal Practitioners Act 1974 (NT); Legal Practitioners Act 1995 (Qld) soon to be replaced by Legal Profession Act 2003 (Qld); Legal Practitioners Act 1981 (SA); Legal Profession Act 1993 (Tas); Legal Practice Act 1996 (Vic); Legal Practice Act 2003 (WA).





� 	The Constituent Bodies of the Law Council are, in alphabetical order:  ACT Bar Association;  Bar Association of Queensland; Law Institute of Victoria; Law Society of the ACT; Law Society of NSW; Law Society of the Northern Territory; Law Society of South Australia; Law Society of Tasmania; Law Society of Western Australia; New South Wales Bar Association; Queensland Law Society; and the Victorian Bar.


� 	In some jurisdictions, lawyers working within government are not required to hold practising certificates.  Also, Queensland and ACT barristers currently are not required to hold certificates, but this will change with the enactment of legislative change announced by the respective governments.


� 	Queensland and ACT barristers are currently not required by law to carry insurance, but the practice is that these lawyers are in fact insured.


� 	The level in South Australia and the Northern Territory is $750,000.


� 	See Professional Standards Act 1994 (NSW) and Professional Standards Act 1997 (WA).
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