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Submission by Freehills

1 Introduction

The following submission is in response to the call for submissions in relation to the inquiry, by the Parliamentary Joint Committee on Corporations and Financial Services, into the regulations (Regulations) and ASIC policy statements (Policy Statements) made under the Financial Services Reform Act 2001 (the Act).

This is a “high level” review.

We have not conducted a detailed review of every aspect of the Financial Services Reform regime. Rather, we have focused on what we consider to be some problem areas.
2 Terms of reference

We understand the terms of reference of the Parliamentary Joint Committee’s inquiry to be as follows:

the extent to which the regulations and ASIC policy statements made under the Financial Services Reform Act 2001 are consistent with the stated objectives and principles of that Act.
Section 760A of the Corporations Act outlines the objects of the Financial Services Reform regime. Those objects include, among other things, the promotion of “confident and informed decision making by consumers of financial products and services while facilitating efficiency, flexibility and innovation in the provision of those products and services.”

We set out below a number of issues that we believe require refinement in light of the commercial and legal difficulties that have arisen under the Financial Services Reform regime embodied in the Regulations and Policy Statements. We simply focus on some aspects of the regime where we believe the intent of the Act is not clearly reflected in the Regulations or the Policy Statements, or where refinements could be made so as to increase legal efficiency. 

In some cases, we have made recommendations as to how the issue or problem might be resolved. In cases where we have not made a specific recommendation, we would be happy to engage in further discussion as to an appropriate course of action, if required.

3 Regulation of listed trusts

Listed trusts are currently subject to the financial product disclosure requirements of Part 7.9, along with most other financial products. Notably, securities are excluded from the application of Part 7.9. Disclosure requirements for securities are set out in Chapter 6D.

We can see no logical reason for the differential treatment of listed trusts and companies in relation to disclosure requirements. Investors in units in a listed trust should be entitled to the same level of disclosure as investors in shares from a listed company.

Units in a listed trust bear far more resemblance to securities, than they do to many other types of financial product regulated under the Act. For instance:

· the capital markets treat them as equivalent products;

· they both compete for the same funds; and

· their fundraising activities are identical.

The issue is further confused by “stapled securities”. Typically, a stapled security comprises a unit in a listed trust stapled to a share in a listed company so that one may not be traded without the other.

Stapled securities are an increasingly common investment product. The remarkable result of the Act and Regulations is that stapled securities, effectively one product, are subject to two distinct disclosure regimes. This leads to an additional expense burden on issuers (and therefore investors), regulatory uncertainty and market confusion.

Accordingly, it is submitted that units in listed trusts should continue to be regulated under Chapter 6D, just as they are similarly regulated under the ASX listing rules. 

Recommendation:

Units in a listed trust should not be regulated by Part 7.9. Instead, they should   be regulated in the same way as securities under Chapter 6D.

4 Disclosure requirements in the context of secondary sales

Section 707 provides the circumstances in which a company (A) must provide disclosure to investors in situations where it is selling securities to a person or company (B) with the intention that B will on-sell the securities to another (C).

Class Order CO 02 / 272 provides some relief from the disclosure requirements of section 707. The effect of the Class Order is that A will only have to comply with the disclosure requirements and prepare a prospectus if it intends for the securities to be on-sold. Accordingly, if B independently forms an intention to on-sell the securities, then A is not required to provide disclosure.

Section 1012C is the equivalent provision in Part 7 to section 707. However, there is no equivalent class order relief. For the reasons set out in paragraph 3, listed trusts should have the benefit of the class order relief.

5 Investor Directed Portfolio Services – cooling off and transaction confirmation provisions

The cooling-off and transaction confirmation regimes set out in sections 1017F, 1019A, 1019B and the Regulations do not adequately contemplate the role of investor directed portfolio services (IDPSs).

Under a typical IDPS, a retail investor places funds with the IDPS operator. This often involves a transaction which needs to be confirmed under section 1017F and may be cooled off under section 1019B.

The IDPS operator, as a wholesale investor, then invests in an underlying product, without the benefit of a cooling off or a transaction confirmation entitlement.

This arrangement leads to a number of problems, including:

· the right of the retail investor to cool off may be frustrated by the terms of the underlying investment;

· the amount to be returned under the redemption of an underlying investment may differ from the amount to be returned under a cooling off from the IDPS; and

· the transaction confirmation obligation becomes confused, particularly where the IDPS is not a registered scheme.

We support the initiatives of the Investment and Financial Services Association in relation to cooling off.

However, we consider that IDPS arrangements do not sit well with Part 7.9 of the Act and should be the subject of a separate review, working group or inquiry.

Recommendation:

Establish a working group to inquire into cooling off and transaction confirmations in relation to IDPS arrangements.
6 Anti-hawking provisions

The operation of section 992A (hawking of certain financial products) and 992AA (hawking of managed investment products) needs clarification.

It appears on a literal reading of section 992A(3), that the “no contact” rules apply to both managed investments and other financial products. When read as a whole however, it appears that section 992A in its entirety should not apply to managed investments.

The intention of the legislature should be made clear through the use of the Regulations.

7 Non-cash payment facilities – transaction confirmation provisions

Section 1017F of the Act obliges the “responsible person”, typically the issuer of the relevant product, to provide written or electronic confirmation of certain transactions to a retail client as soon as reasonably practicable after the transaction has occurred.

However, a number of exceptions and variations to this rule are found in the Act and Regulations. For example:

(1) regulation 7.9.62(3) provides that certain transactions in relation to a financial product are not required to be confirmed, including debits or credits to a basic deposit product, provided that the holder of the product is given a periodic statement under section 1017D not later than six months after the transaction occurs and the statement contains the information about the transaction that is required by that section. 

(2) section 765A(1)(h)(i) provides that a credit facility (eg a credit card account or a loan account) is not a “financial product”, and thus the relevant issuer does not have to comply with the confirmation requirements under the Act;

(3) section 765A(1)(h)(ii) provides that a facility for non-cash payments is not a “financial product” if payments made using the facility will all be debited to a credit facility.

This means that debits and credits to a savings account only (a basic deposit product) made through a facility for non-cash payments (NCP Facility), for example, an internet or telephone banking facility, will not need to be confirmed if six monthly periodic statements are provided.

Additionally, debits and credits to a credit card account only (a credit facility) made through an NCP Facility will not need to be confirmed.

However, if an NCP Facility relates to both a basic deposit facility and a credit facility, a common situation (for example, where an internet banking facility allows customers to access both their savings and credit accounts), it appears that transactions made through the NCP Facility in respect of the credit facility will need to be confirmed under section 1017F as and when they occur.

The anomaly can best be demonstrated by considering what the position would be if the NCP Facility was established separately in respect of a credit facility and a basic deposit product. In that case, there would be no obligation to confirm the transaction under section 1017F because:

(1) transactions in respect of basic deposit products are exempt under regulation 7.9.62(3); and

(2) transactions in respect of credit facilities are exempt because section 765A(1)(h)(ii) provides that a facility is not a financial product if it is a facility for making non-cash payments if the payments made using the facility will all be debited to a credit facility.

In our view, this anomaly should be rectified to ensure that credit facility transactions effected through NCP Facilities (such as telephone and internet banking facilities, which provide functionality to allow customers to access and perform transactions in relation to a number of different accounts) are not subject to the confirmation requirements of section 1017F.

Incidentally, the vast majority of institutions which provide NCP Facilities comply with the revised EFT Code of Conduct (Code). Several points should be noted in this regard: 

· the Code requires at least 6 monthly reporting as well as the provision of detailed receipts following each transaction;

· the differences between the confirmation of transaction provisions under section 1017F and the Code are minor and not material. The most important difference is that for a telephone transaction the Code does not require provision of a physical receipt;

· however, fundamental information is common between the two regimes and includes the date, description and amount of the transaction.

Recommendation:

The Regulations should be modified to provide that credit facility transactions effected through a facility for making non-cash payments need not be confirmed.

8 Licensing - organisational capacities

ASIC has set out its views and provided guidance on its approach to the organisational capacities of licensees in the context of their obligations as holders of an Australian Financial Services Licence, in ASIC Policy Statement 164.

ASIC says that it recognises the licensing regime is designed to work in a flexible way and that an individual licensee’s compliance measures will generally vary according to the nature, scale and complexity of the business that the licensee carries on.

However, client feedback has been that ASIC’s expectations in PS 164 are too prescriptive for the systems and procedures that a licensee needs to put in place and the issues it needs to consider in order to comply with its licence obligations.

Clients have indicated that they wish to have greater control and flexibility in meeting the general obligations prescribed for licensees in section 912A. While ASIC has said that PS 164 contains suggestions for licensees to think about and that a “one-size-fits-all approach” is not appropriate, clients have expressed concern that even though these may be merely “suggestions”, they are given a greater force because these are the expectations of the regulator, formally documented in a policy statement.

9 Training requirements

ASIC Policy Statement PS 146 provides guidance on the training requirements for financial service providers. PS 146.42 provides that an adviser will meet the training standards by completing approved training courses relevant to their activities. These courses must be:

(a) assessed by an authorised assessor as meeting the relevant requirements for knowledge and skills; and

(b) listed on the ASIC Training Register.

As an alternative, advisers with at least 5 years relevant experience over the immediate past 8 years may demonstrate their competence by being individually assessed.

Clients have expressed concern about an arbitrary application of the 5-year rule. Some recognition is required of the special training needs of those advisers who have significant and worthwhile experience, but which amounts to less than 5 years. These people should not be treated in the same way as a person with no industry experience at all, which the current formulation of policy seems to suggest. 

10 Top-up provisions for wholesale investors

There is an anomaly in the treatment of wholesale investors between Part 6D.2 (relating to securities) and Part 7 (relating to other financial products). 

Section 708(8)(b) ensures that a sophisticated (ie wholesale) investor in securities is able to “top up” its original investment with further funds, without the need for a disclosure document if the top-up amount is less than the threshold figure for wholesale investors ($500,000). As long as the original investment, or the amounts previously paid for securities of the same class, adds up to at least $500,000, then the investor will in effect be regarded as a wholesale investor.

However, there does not appear to be an equivalent provision under Part 7. It may be that regulation 7.1.27 was made to address the issue, but on closer reading, that regulation is not equivalent in its operation to section 708(8). This is because of the definition of “financial product” and the references in the regulation to “that product” – suggesting that the financial product referred to in the regulation is the specific product invested in at a particular time.

Accordingly, each time the investor wishes to “top-up” its investment, we are of the view that the effect of the definition is that the investor will, in fact, be investing in a new financial product. Accordingly, the top-up relief given in relation to wholesale investors in securities will not apply to wholesale investors in other financial products. 

Recommendation:

Regulation 7.1.27 should be amended to clearly permit top-ups in line with section 708(8).
11 Matters relating to superannuation

11.1 Requirement to hold monies in separate trust account: section 1017E

We think that the Regulations should clearly establish that section 1017E does not apply to trustees of superannuation funds, at least as it relates to contributions from standard employer-sponsors in respect of their employees. The requirement to hold moneys in a separate trust account for the payor pending the issue of an "interest" or "increased interest" does not make sense where an employer is paying contributions on behalf of its employee members. 

The rationale behind the section appears to be to protect consumers who pay money to acquire an "interest" or "increased interest" but for some reason there is a delay before the interest can be issued. (An example that applies under the Superannuation Industry Supervision legislation (SIS) is where the interest cannot be issued because the requisite application form has not yet been received). 

Since application forms are not required for employer-sponsored members, there is no such impediment to the issue of the interest effective from the date the money is received. Therefore the requirement to hold funds in a separate trust account is unnecessary and should not apply in respect of employer-sponsored members of any superannuation fund.

Recommendation:

The Regulations should be amended to state clearly that section 1017E does not apply to superannuation funds in respect of employer-sponsored members.

Further, we seek clarification of the reference to "increased interest" in section 1017E. What is meant by "increased interest"? Is it intended that the trust account requirements under section 1017E apply:

· only to the initial contribution made to a superannuation fund; or 

· to the original contribution to a superannuation fund and to any additional contribution made thereafter? 

The provisions under SIS (see former sections 168 and 169) applied only to the initial contribution and we submit that this should continue to be the case.

Recommendation:

The Regulations should clarify that “increased interest” does not include additional contributions made to a superannuation fund.

11.2 Clarification of requirements for confirming transactions

We note several matters in relation to section 1017F and the applicable regulations:

(a) Inconsistency between Act and Regulations

Section 1017F details the requirements for confirming transactions, including provision of confirmation by means of a standing facility. Regulation 7.9.61D provides an exemption for a standing facility provided in accordance with the Regulations. The Regulations provide that the facility may be able to be accessed by phone, writing or by another known method. 

However, this exemption does not accord with the requirements in the Act, as sections 1017F(5)(b) and 1017F(6) require the facility for confirmation to be in writing, electronic or in some other form applicable under “regulations made for the purpose of this paragraph”. At this stage, there are no regulations made for this purpose. 

We therefore seek clarification as to whether a standing facility under regulation 7.9.61D may be accessed by phone, notwithstanding the inconsistency with section 1017F(6).

Recommendation:

The inconsistency between regulation 7.9.61D and section 1017F(6) should be remedied so as to make clear that a standing facility can be accessed by telephone.

(b) Definition of “eligible successor fund”

Additionally, the exemption under regulation 7.9.61D applies to:

· an interest in a regulated superannuation fund that is not a public offer superannuation fund; and

· an interest in a public offer superannuation fund that is not an eligible successor fund.

"Eligible successor fund" is not defined. It is unclear whether confirmation by the standing facility will be available for employer-sponsored members who have transferred to a public offer superannuation fund by a successor fund transfer. There is no clear policy reason for not allowing the standing facility exemption in these circumstances. We therefore seek clarification as to whether the standing facility exemption under regulation 7.9.61D is available for all employer-sponsored members of a public offer superannuation fund.

Recommendation:

The words “that is not an eligible successor fund” should be deleted from regulation 7.9.61D to ensure that the standing facility exemption applies to all employer-sponsored members of public offer superannuation funds.

(c) Clarification of exemptions to the need to confirm transactions

Regulation 7.9.62 details various transactions which are not required to be confirmed by the trustee of a superannuation fund, an approved deposit fund or a pooled superannuation trust under section 1017F. Regulation 7.9.62(4)(g)(ii) exempts a transaction consisting of:

"the payment to that holder of that return or other benefit, if the holder has agreed to the method by which the payment will be made".

We believe that this regulation means that the crediting of interest to a member's notional account would not require confirmation. We seek clarification of whether this exemption would allow the crediting of negative interest to a superannuation fund, approved deposit fund or pooled superannuation trust account without requiring confirmation under section 1017F.

(d) Duplication of section 1017F(5B)

A section 1017F(5B) is inserted by both regulation 7.9.61D(2) and Part 15.1 of Schedule 10A of the Regulations. This duplication should be rectified.

11.3 Anomaly with cooling off provisions applying to employer-sponsors

An employer-sponsor is deemed to be a client for the purposes of section 1019A(3) - see regulation 7.9.68.

However, an anomaly with extending the cooling off provisions to employer-sponsors arises where:

· an employer-sponsor commences participation in a superannuation fund and its employees become members of the fund;

· the members of the superannuation fund are immediately covered by group death and disability insurance under the fund; and

· the employer-sponsor subsequently exercises its cooling off rights.

The employees who have become members of the fund then lose their entitlement to the group insurance and may be uninsured for a period as a result. If one of these members dies or becomes disabled during this time, they may have no applicable insurance.

We submit that, from a policy point of view, the risk of employees having unnecessary gaps in insurance cover overrides any benefit in allowing an employer cooling off rights when it commences participation in a superannuation fund on behalf of its employees. We submit that regulation 7.9.68 should be repealed.

Recommendation:

We submit that regulation 7.9.68 should be repealed, since the extension of cooling-off rights to employers could disadvantage employee members.

11.4 Other matters

(a) Definition of “successor fund”

We note that the term "successor fund" is used in numerous places in the  Regulations. This term is not defined. We seek clarification that the term "successor fund" under the Regulations has the same meaning as under the Superannuation Industry (Supervision) Act 1993.

(b) Typographical error in regulation 7.9.64(2)
We note that the reference to "standard employer-sponsor member" in regulation 7.9.64(2) should be to "standard employer-sponsored member".

12 Miscellaneous matters

12.1 Drafting issues

A difficulty arises where regulations replace a section in the Act. This creates confusion and means in effect that for particular sections in the Act, one would have to read through the regulations in order to glean the true meaning of the section.

An example of replacement is regulation 7.9.08(4), which in effect directs the reader to apply the section by omitting subsection 1017E(2)(b) and replacing it with the text in regulation 7.9.08(4).

12.2 Requirement for date of birth on application

Regulation 7.9.74 provides that an application for a financial product attached to a Product Disclosure Statement, must require, among other things, the applicant’s date of birth.

This requirement is clearly not appropriate where the applicant is a body corporate.  The regulation should be amended to take account of corporate applicants in this regard.

12.3 Financial product advice

Some clients have suggested that they would find it helpful to generally have more guidance from ASIC on the financial product advice provisions. While there appear to be different views in the industry on how helpful the ASIC guidance is on the financial product advice provisions, consideration should be given to encouraging ASIC to reissue guidance as per its original Policy Proposal Paper.
12.4 Disclosure

ASIC has set out its broad policy on preparing a Product Disclosure Statement (PDS) in ASIC Policy Statement 168. ASIC has said that the guidance in this policy statement can have a more general application to promotional material, Financial Services Guides (FSGs) and Statements of Advice (SOAs). Some client feedback has asked whether ASIC intends to issue separate policy guidance on preparing a FSG, SOA and other promotional and advertising materials.

* * * * *
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