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23 February 2004

Dr Kathleen Dermody

Secretary

Parliamentary Joint Committee on Corporations and

 Financial Services

Room SG.4

CANBERRA ACT 2600

By email: corporations.joint@aph.gov.au
Inquiry into Corporations Amendments Regulations

(FSR Regulations - batches 6, 7, 8)

IFSA Comments

Dear Dr Dermody

IFSA represents the retail and wholesale funds management and life insurance industry and has over 100 members who are responsible for investing approximately $A655 billion on behalf of over nine million Australians.

The comments below address issues raised by the requirements contained in Batch 8 of the draft regulations (dollar disclosure).  We would also like to take this opportunity, however, to express our appreciation of the Committee’s role in expediting passage of the FSR Amendment Act 2003.  The amendments contained in the Act have long been considered essential for the smooth transition to FSR on 11 March 2004. 

Dollar disclosure

IFSA fully supports the objective of improving disclosure to consumers, in relation to fees and charges and all other matters relevant to the product selection process. We also understand that many consumers prefer to see costs expressed in dollar terms.  IFSA has actively supported the Government’s efforts to develop a more comprehensive and comprehensible product disclosure regime, in particular, through its cooperation with ASIC in developing its fee disclosure table.  

Difficulties with “…. ASIC determines that, for a compelling reason, it is not possible to state the amunt in dollar terms…”

In Batch 8 the Government has produced draft regulations which will, if implemented, place an unreasonably heavy burden on industry, consumers and the regulator.  

While the term “reasonably practicable” is understood to encompass the concept of what can reasonably be achieved at a given point in time (taking into account such factors as cost, industry standards/practice, the state of technology etc), “not possible” is an absolute concept – ie if it can be done, it must be done, regardless of cost or any other factor such as detriment to provider or consumer.  To require companies to prove, by providing “compelling reasons”, that it is not possible to do something, these regulations will, if implemented, set an impossible standard.

IFSA submits that it would be fairer and more in keeping with the objectives of FSR to set a standard based on the provision of “compelling reasons as to why dollar disclosure is not reasonably practicable”.  That is, retain the requirement to provide ASIC with compelling reasons as to why, in a given situation or product, dollar disclosure cannot be provided.  
Statutory guidance or ASIC policy urgently required
The Batch 8 regulations will, if implemented, need to be supplemented by clear guidance as to what factors will be taken into account in determining whether or not reasons for non disclosure of dollar amounts are to be accepted as being “compelling”.  In our view it would be preferable for the regulations to make it clear that “compelling reasons” would include considerations relating to cost, availability of time and resources, nature of the product and likely detriment to providers and consumers, as well as other considerations an individual applicant may wish to bring to ASIC’s attention.

Alternatively, ASIC will need to urgently consult with industry to develop policy as to circumstances in which it will be taken to have determined for “compelling reasons”, it is not possible to state dollar amounts, in relation to a range of documents and products.  It would not be possible to develop an exhaustive list of such circumstances and comprehensive industry consultation must be undertaken to ensure that market practices and differences in products/services are accommodated in the policy/circumstances stated.

In relation to costs and timing, please refer to the comments below in relation to periodic statements.

Transitional relief required to avoid having to supplement PDSs dated before 1 July 2004 

Currently, Batch 8 is stated simply to “commence on 1 July 2004. However, PDSs dated before 1 July 2004 but in use after 1 July 2004 should not need to be supplemented with respect to any changes applying from 1 July 2004.  Accordingly, the proposed “dollar amount” regulations should be amended to state the regulations apply in respect of PDSs dated on or after 1 July 2004 and this relief should extend for a period of 12 months from the date of the PDS (this will allow an orderly transition to the new requirements).  
Non-monetary significant benefits
A PDS is required to include information about any significant benefits to which the holder of the product may become entitled.  In relation to draft Reg 7.9.15A, there are numerous significant benefits where it would not be possible to either state the benefit in dollar terms or as a percentage of a matter.  For example, rights including:

· future distributions (unknown at the date of the PDS – in any event section 1013C(2) would operate to not require dollar amounts, as the amounts are not known to the issuer at the time the PDS is prepared);

· voting rights (eg, applicable to managed funds); 

· receiving consolidated reports from wrap providers. 

If the law is not changed to reflect this, ASIC will need to provide guidance on the specific types of benefits that need not be disclosed in dollar terms and/or in percentage amounts.

Fees that are calculated as a percentage
Many fees are calculated as percentages, consistent with scheme constitutions and many PDS’s, therefore, express these fees as percentages, providing worked dollar examples.  In many cases, the only way in which issuers will be able to express these fees in dollar amounts will be to provide descriptions/examples.  Where, for example, there is a contribution fee of 3% of an initial contribution, the PDS could include a statement along the lines of "For example, if you make an initial investment of $100,000 you will pay $3,000".  Clearly, a statement such as this would not add anything to the worked dollar examples required by, and prepared in accordance with, ASIC's fee model.  The question arises, therefore, whether the worked dollar examples (required by the current ASIC fee model) will still be required if issuers also include dollar amounts (by example as outlined above). 

The ASIC fee model recommends the use of worked dollar examples. The Batch 8 “dollar amount” regulations overlap with (but are not entirely consistent with) the current ASIC fee model. If the Batch 8 “dollar amount” regulations are implemented it will be difficult, and unclear as to how, to comply with both the current ASIC fee model and the “dollar amount” regulations.  

Fees that have a negotiable range
Some product fees are negotiable as between clients and their advisers.  In those situations, in accordance with ASIC's fee model, issuers set out the percentage ranges and state in the fee table that the amount is to be "negotiated between you and your adviser". The only way in which such fees could be expressed in dollar amounts would be to provide descriptions/examples.  For example, where there is a contribution fee that is between 0 and 5% of an initial contribution as negotiated between an investor and an adviser, it would be necessary to include a statement like "For example, if you make an initial investment of $100,000 you will pay between $0 and $5,000".  

Again, worked dollar examples (as required by the ASIC fee model) assume that an investor negotiates particular percentage fees and shows dollar amounts for those fees, based on the relevant variables.  Inclusion of the above (italicised) dollar amount disclosure in addition to the worked dollar examples required by the ASIC fee model will entail significant repetition in the fee disclosure section of many PDSs, which may reduce their clarity and effectiveness, and certainly their conciseness.

Financial Planning Commissions - Statements of Advice



It will not always be possible to provide exact dollar amounts in advance for commissions in the Statement of Advice (SoA) for the following reasons.

A financial planner may not know the exact amount to be invested when the obligation to provide an SoA arises - the planner may well, however, have a good approximation.  If, for example, a financial planner recommends that a client roll over his or her superannuation fund to an allocated pension, the superannuation statement will have the balance.  Due to unitised pricing, however, an exact amount will be unknown until the funds are actually received by the allocated pension provider. Notwithstanding the exact amount is unknown, the adviser will disclose commissions based on the amount advised by the client.  

It is also very difficult to quantify exact disclosure amounts in dollars when financial planners are salaried and have bonus systems that have differing validation thresholds (or conditions).  On individual sales, it may be possible to quantify exact commissions in dollars that the licensee (not the authorised representative /representative/ adviser) will receive.  It may, however, be impossible to quantify what the authorised representative/ representative/ adviser will receive because whether the licensee pays some of the commission to the authorised representative/ representative/ adviser depends upon whether the authorised representative/ representative/ adviser has met commission conditions at the time of the particular sale.  

The practice of many advisers when producing statements of advice is to assume that they are entitled to the maximum commission and to disclose this figure.  

     
       
Dollar disclosure in periodic statements (Regulation 7.9.75)

Dollar disclosure in periodic statements raises issues different to those applicable to point of sale disclosure.  In particular, periodic reporting is very much a function of the operating systems which underpin products, and the ability of such systems to extract meaningful information about individual interests from numerous pooled investment vehicles.

While industry is anxious to improve the comprehensibility of periodic reporting, its ability to move quickly is constrained by a number of factors, including the cost of systems changes and the time taken to implement such changes across multiple systems. There are also significant uncertainties as to the exact scope of the new requirements.

What is a common fund?

The scope of application of the dollar disclosure requirements to periodic statements will remain in doubt as long as the meaning of “common fund” is unclear.  The term “common fund” appears to be understood in a variety ways by industry and regulators.

Life insurance

Does the term “common fund”, for example, include the statutory funds of a life company?  If so, does it automatically include all statutory funds?  Life insurance companies operate completely different types of statutory funds and it would be inappropriate to lump all such statutory funds together.

Most life companies will have at least one statutory fund that does not have any investment-linked products - where the statutory fund holds assets backing both “risk” and traditional conventional whole of life, endowment or other “investment” policies which have some form of guarantee or assurance provided by the life company about the return on capital invested.  These policies may also give rights to participate in profits of the life company by bonus additions at other accretions.  These rights are usually subject to the payment of contract premiums on time over the term of the contract and there may be no contractual right to withdraw; surrender values therefore being discretionary, subject to minimum surrender value rights and the Life Insurance Act.

Statutory funds have a mixture of funds belonging to 

· shareholders,

· owners of participating policies (most whole-of-life and endowment policies; policies with an “investment account” eg those policies with crediting rates), and

· owners of non-participating policies (some ‘investment’ account type policies; ‘pure’ risk such as death & TPD, disability income cover; immediate annuities).

Policies within some statutory funds could be categorised together in a similar way to a trust fund, so that it could be regarded as a single pool of assets subscribed from multiple sources.  With policies from other statutory funds though, it is very difficult to make many generalisations about all policies - or, in FSR terms, “financial products” – issued from these funds.

In our view, therefore, it is not possible to simply characterise statutory funds as “common funds”.

One generalisation that can be made about statutory funds, however, is that it is unlikely or unusual if fees and charges can be attributed, even in a generalised way, to individual policies (or “financial products”).  The provisions in the Corporations Act and the associated regulations, such as section 1013D(1)(iii) and regulation 7.9.75, simply cannot, and should not, apply to these financial products as:

(i) it is misleading and inaccurate to attempt to attach any particular fees/costs/expenses to those products,

(ii) there are no calculations that a life company could do to satisfy the requirements to disclose the fees/costs/expenses associated with the common funds provision.

Example – term annuity

The structure of an annuity, for example, is that the client accepts a particular rate of interest upon entering the product - much like a term deposit.  That is, the client/adviser should have shopped around amongst product providers to obtain the best rate of interest (although there may also be additional factors). Once locked in, this rate of interest it does not change though it can, if agreed, increase in line with inflation. Advising the client of any fees or expenses deducted from the common fund would only serve to confuse, as it in no way impacts their investment return because that was agreed, and guaranteed, when they first entered into the product. The product provider, when determining the rate of interest they will offer on the product, estimates the expenses that will be incurred in administering the product, the possible yield on the underlying investment for the term and any profit margin the product provider hopes to receive on the invested amount.  If the product provider’s estimate is wrong and costs are greater, or investment yields are lower, then it is the product provider that accepts a lower rate of return (profit) and this does not affect clients’ investment returns. 

Methodology for disclosing “common fund” fees for unit linked products

For unit linked products such as managed investments and certain accumulation superannuation, “common fund” charges vary from day to day, depending on account balances held by individual members. While it is not possible with existing systems to extract actual dollar amounts of individual contributions/proportions of common fund charges, industry is working hard towards achieving dollar disclosure of common fund fees via OGFM (Ongoing Fee Measure) and average account balance based calculations.   

Even the ability to provide estimates of individual contributions to “common fund” charges through the use of average account balance/MER calculations depends on the implementation of major systems changes for most companies.  These changes are both expensive and time consuming and have been delayed by the uncertainty associated with finalisation of the regulations and the scope of their application.

(We expect that ‘average account balance’ will be calculated no more than monthly.  To calculate average balances with any greater frequency will, while providing greater accuracy, increase significantly the time it would take to calculate a common fund charge for each member of a fund.  At this stage initial estimates are that more frequent calculations would result in annual periodic statements taking up to a week, and possibly longer, for industry to calculate and produce.)

Cost of system changes

Cost estimates for systems changes required to implement the OGFM/average account balance solution referred to above vary from company to company, but range from $300,000 up to $2 million, depending on the number of different systems/platforms employed and individual assessments as to what products are subject to the requirements.

With regard to timing, many IFSA members have advised that it will take approximately 15 to 20 weeks to upgrade even their most modern systems to be able to provide calculations, based on average account balances and OGFM, for “common fund” charges.  For older systems, much more time will be required, not to mention expenditure.

For some older products, it may not even be possible to provide the information required for the simple reason that the operating systems involved are so old as to be incapable of upgrading.  For these ‘legacy’ products, numbers of consumers affected are declining and, even if the relevant systems skills could be accessed, costs would be prohibitive.

More time is needed

IFSA strongly recommends that implementation of the new requirements be deferred to at least 1 July 2005, in order to allow reasonable time for consultation with ASIC as to appropriate implementation policies, as well as to allow sufficient time for industry to plan and implement the systems changes referred to above.

The deferrals sought in relation to periodic statements must apply not just to ‘annual’ periodic statements required under sections 1017D(2)(a) – (c), but also to periodic statements that must be sent under section 1017D(2)(d) to members within 6 months of them exiting fully from a product.  That provision applies to any exiting member once a PDS has been issued in respect of a product – as such, this provision already applies to most of our members, which is unfortunate, given the number of issues requiring clarification. 

I hope you will find the above comments useful.  Please do not hesitate to contact me ((02) 9299 3022) if you require any further information or feedback on behalf of IFSA members.

Yours sincerely
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Richard Gilbert


Chief Executive Officer
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