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Thursday, 27 February, 2003

The Secretary

Parliamentary Joint Committee on

Corporations and Financial Services

Room SG.64

Parliament House

Canberra ACT 2600

RE:
INQUIRY INTO THE DISCLOSURE OF COMMISSIONS ON RISK PRODUCTS

The Australian Consumers’ Association (ACA) is a not-for-profit self-funded organisation dedicated to providing consumers with information and advice. Independent from government and industry, it lobbies and campaigns on behalf of consumers to protect and advance their interests. 

As consumers become increasingly responsible for managing their financial affairs, their interest in the conduct and regulation of the financial services industry has also grown. ACA therefore welcomes the opportunity to provide a submission to this inquiry. Appropriate regulation of the financial services industry is crucial to ensuring consumers are not only confident of realising opportunities provided by this rapidly-expanding sector, but can also be confident they will be protected from poor or sharp practice. 

1.
Importance of disclosure in consumer-focused regulatory model. 

The current regulatory approach to financial services focuses on the consumer. At the heart of this approach – set out in the Wallis recommendations and largely implemented in the Financial Services Reform Act 2001 - is the assumption that a transparent and efficient financial services market will effectively self-regulate, with informed consumers driving improved standards and promoting compliance. 

While ACA believes the complexity of financial services limits the degree such market-based regulation can be relied upon, the extent to which it will be useful is determined by the adequacy of such mechanisms as disclosure to aid transparency and accountability. 

As such, we are concerned at proposals to limit the application of disclosure requirements to exempt risk products. Such a exemption is not only unsupported by any adequate justification, but may result in consumers being misled as to the nature and cost of products and would also undermine the benefits a uniform disclosure regime can offer. 

This issue has been considered on a number of occasions by the Joint Parliamentary Committee. The most recent statement on the matter recommended no change to existing requirements of disclosure of the quantum of commissions in the Financial Services Guide (FSG) and Statement of Advice (SOA).

ACA recommends the Committee adhere to this position as a minimum. The issue was last considered less than 6 months before the current reference. While ACA supports the future review of the operation of the FSRA, and consideration of the extension of the disclosure requirement to Product Disclosure Statements (PDS) if evidence of inappropriate loading up of commissions emerges, the provision is yet to even come into effect. 

2.
Exemption not justified

A number of arguments have been advanced to support an exemption for risk products. In our view, none of these has been sufficiently made out. They fall into several broad categories, addressed below. 

2.1 Difficulties in providing such disclosure

Difficult to provide disclosure requirements in an accurate and simple way

In its submission, the Association of Financial Advisers (AFA) argues that disclosure on risk products is complex and “meaningless and can be confusing and even counterproductive”.
 We strongly reject this as an argument against disclosure. The ongoing negotiations around fees and charges disclosure for managed investments and superannuation demonstrates that complexity cannot be held up as an obstacle to giving consumers the information necessary to the “confident and informed decision making”
 FSRA aims to promote. This argument has not held sway elsewhere in the implementation of FSRA, and it should not operate to frustrate the aims of the Act with regard to risk products. 

Definition of ‘influence’ in FSRA unclear

This argument seems to suggest that a precise definition of ‘influence’ under s946B(2)(d) FSRA is necessary for the operation of the disclosure requirement. As such, it appears to miss the point of a transparent disclosure regime – to enable consumers to decide whether the commission has influenced, or may influence the advice provided. If consumers are willing to take advice or purchase products remunerated by commission, they need to be aware of the extent of that remuneration. 

ACA has been critical of the prevalence of commissions in financial services, and their capacity to encourage mis-selling. But FSRA places the decision to accept or avoid commission remuneration with the consumer. Disclosure of the quantum, as well as the existence, of a commission is clearly central to any such decision (further discussion of the need for mandatory quantum disclosure is set out below). 

Consistency and comparisons difficult to achieve

We have argued for uniformity in disclosure to aid meaningful comparison of features on products, especially with respect to cost. ACA’s preferred fees and charges disclosure model entails a standardised global comparative measure with accompanying standardised dollar-based fee disclosure modelling effect on return. 

But the arguments in favour of such standardisation and comparability should not be applied to preclude uniform commission disclosure. One of the strongest arguments in favour of requiring mandatory disclosure of the quantum of commission on risk products is to ensure consistency and comparability. 

If a consumer-focused model of regulation is to work, uniformity of the model and its application is essential. If education campaigns are to be effective, and consumers properly able to inform themselves of what they can expect from providers, those expectations must be consistent, whether they apply to fee or commission disclosure. 

ACA notes the different positions adopted on this point by different advocates of an exemption. While the AFA has argued consistency of the form of disclosure is essential, but impossible,
 the National Insurance Brokers Association (NIBA) has presented a preferred model of such disclosure.

Other relevant information not required to be disclosed

The lack of a requirement for life offices to disclose their profit margins or cross-subsidies on different products should not mean consumers cannot expect uniform disclosure of commissions on the sale of products or for advice. Profit margins and cross-subsidies may influence the recommendation, marketing or promotion of particular products, but unlike commissions, that is not their express purpose. 

2.2 Quantum disclosure available on request

Consumers do not have to request disclosure of the amount of commissions paid on other financial products and services. Mandatory disclosure ensures consumers enjoy the benefits of uniformity discussed elsewhere in this submission.  

It also seems a contradictory argument to assert a wide array of problems with commission disclosure on risk products, but then concede that the information is currently made available upon request. 

2.3 Not a level playing-field

This suggests that as salaried employees of companies do not disclose distribution costs and remuneration, commission agents would be placed at a market disadvantage. However, agents will still be able to explain to consumers how their service may add value, prove less expensive or match services provided by salaried staff. 

NIBA has argued for a modified form of disclosure, to separate out the remuneration for back office functions, leaving commissions for sales still disclosed.
 ACA would be concerned that such an arrangement would allow for the inappropriate loading up of costs into the non-disclosed payments, artificially lowering disclosed amounts. 

We also query any underlying assumptions that performing back office functions for additional remuneration may not influence the relationship between the agent and insurer and consequently, the advice given to a consumer. The accounting profession has experienced problems with conflicts of interest arising out of the provision of other services to audit clients. As NIBA sets out in its submission
, the remuneration from insurers for whom back office functions are provided can be far higher than for sales not involving that extra business. In ACA’s view, the potential to generate extra business and higher commissions through the sale of particular products clearly has the potential to influence advice, and should be disclosed. 

2.4 Information not relevant

Consumers don’t want/need to know

The AFA has presented a number of arguments in its submission to this effect, including the assertions that:

· “Consumers are not interested in having commission on risk products disclosed”

· “Current statistics show Adviser misrepresentation down to an absolute minimum (e.g. 0.0001% of policies issued)”

The submission further claims:

“All of these points have been argued in a detailed way in the last year or so and the Joint Parliamentary Committee has no doubt seen these.” 

ACA cannot find any reference to evidence to support these assertions in previous AFA submissions or Hansard evidence on this matter over the past 2 years. Participant feedback from ACA’s most recent Survey of the quality of financial advice shows consumers are clearly interested in having commissions disclosed where advice or product recommendations may be influenced. That survey also demonstrates that, far from being down to an ‘absolute minimum’, Adviser misrepresentation appears to be at an all-time high, adding further weight to arguments in favour of mandatory commission disclosure.
 

No impact on return, therefore no need to disclose

It has also been argued in submissions to the Committee that as commissions do not impact on investment return, there is no need to disclose quantum other than on request.

While commissions may not affect returns on risk products, the decision to recommend one product over another may be impacted by commission. Commissions may influence agents to recommend products that are more expensive for consumers than other products; products that are less appropriate for consumers than other products; or products that are inappropriate. Commission disclosure gives consumers improved tools with which to consider the quality and impartiality of advice provided by agents. 

ACA has already been concerned at the prevalence of inappropriate margin loan recommendations in the absence of a commission disclosure requirement.
 Without mandatory disclosure of the quantum of commissions, consumers are clearly vulnerable to inappropriate advice and recommendations.  

Conclusion

Commission disclosure is a critical tool in improving transparency and raising consumer confidence in the financial services market. Full disclosure of all commissions is fundamental to ensuring the objectives of FSRA are achieved. Any exemption would weaken the overall disclosure requirements, create gaps in the consumer protection framework and undermine consumer expectations of ‘fairness, honesty and professionalism by those who provide financial services’ and ‘fair, orderly and transparent markets for financial products’ promoted by the Act. 

ACA therefore strongly recommends that existing requirements be retained, in line with the Committee’s recommendation of October 2002. 

On behalf of ACA, I would be pleased to provide any additional information to the Committee, and can be contacted on 02 9577 3349, or at cwolthuizen@choice.com.au.

Yours sincerely

Catherine Wolthuizen

Senior Policy Officer, Financial Services
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