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10 May 2002

Mr David Creed

Committee Secretary

Parliamentary Joint Committee on Corporations and Financial Services

Parliament House

Canberra ACT 2600

Dear Mr Creed

Inquiry into the Regulations and ASIC Policy Statements

under the Financial Services Reform Act

The International Banks and Securities Association of Australia (IBSA) represents the interests of investment banks operating in Australia, many of whom are foreign-owned.  The Financial Services Reform (FSR) Act has had a significant impact on our members’ business.  We have outlined below some of the issues that members have encountered in applying the associated regulations and ASIC policy statements that are relevant to their business.  

1.  FSR Regulations

1.1 Offshore Service Provider – Regulation 7.6.01(n)

Summary of Issue

In its report on the FSR Bill last year, the Committee recommended that the Bill be amended to include a provision like s.93(5) of the Corporations Law to permit an unlicensed entity to make a financial supply without breaching the dealers licensing regime, provided that the supply is arranged by an entity that is licensed.  The regulations are the primary mechanism used to deliver this outcome, but they are only partly successful in their current form.  The regulations should be amended to deliver the extent of relief recommended by the Committee last year, which would be in keeping with the objectives of the legislation.

Background

Section 911A(1) of the FSR Act sets out the requirement for a person who carries on a financial services business in Australia to hold an Australian financial services licence.  However, there are exceptions to the licensing requirement and s.911A(2) details the circumstances under which a person may be exempt from the requirement to hold a licence.  This includes circumstances prescribed in the regulations (see s.911A(2)(k)).

The draft second stage regulations at the beginning of the year included the following exemption under s.911A(2)(k), which facilitates the provision of financial services by offshore providers through local licensees:

Draft reg 7.6.01(1)(o) a financial service provided by a person (person 1) to another person (person 2) in the following circumstances:

(i) person 1 is not in this jurisdiction;

(ii) person 2 is in this jurisdiction;

(iii) a financial services licensee whose financial services licence covers the provision of the service arranges for person 1 to provide the service to person 2.

However, the scope of the exemption included in the final regulations (Reg. 7.6.01(1)(n)) that were made on 28 February 2002 was much narrower.  This came as an unpleasant surprise to IBSA and was inconsistent with the scope of the exemption foreshadowed during prior consultations.  In particular, the final regulation only applies to dealing in a financial product, whereas the draft regulation applied to arranging financial services, which covers advice, market making and other services as well as dealing.  

The regulation that was finally made at end-February includes an additional condition, which is item (iii) below:

Reg 7.6.01(n) a financial service provided by a person (person 1) to another person (person 2) in the following circumstances:

(i) person 1 is not in this jurisdiction;

(ii) person 2 is in this jurisdiction;

(iii) the service consists only of dealing in a financial product or class of financial products;

(iv) a financial services licensee whose financial services licence covers the provision of the service arranges for person 1 to provide the service to person 2.

There was some ambiguity about the breadth of the intended exemption in the draft regulations, which arose from the interaction of paragraph 7.6.01(o) and related conditions on the licensee in paragraph 7.6.04(1)(m).  The Department of Treasury has advised us that the amendment that resulted in the final regulation was made in response to industry submissions in relation to the conditions.  In retrospect, this was not a reliable basis for making this decision, as many organisations understood from the consultation process that the regulations would be amended to clarify that the exemption would apply to all financial services (not just to dealing) and hence did not make a submission.  Therefore, the narrowing of the exemption was unexpected, as well as being problematical.  

Recommendation

IBSA submits that the regulations should be amended to widen the scope of the exemption to include all financial services that are arranged in the manner prescribed.  This would be consistent with the exemption that was originally planned.  Note that subparagraph (iv) of the regulation would still require that the financial services licensee who arranges for person 1 to provide the service(s) to person 2 must hold a licence that covers the provision of those service(s).  Thus, there would be an effective limit on the type of services that can be provided by person 1 in this manner.  

We understand that to give effect to the change we propose, the licence of the financial services licensee may be subject to the additional conditions, as proposed in the draft regulation.
  
Rationale

It is common practice for foreign institutions to provide selected financial services, like dealing and research, in Australia through an Australian subsidiary that holds the requisite dealers licence.  This permits the subsidiary to draw upon economies of scale arising from the global infrastructure and resources of its parent bank in servicing its Australian clients, while at the same time affording the necessary protection to investors.  

Given the increasingly global nature of financial markets and growing demand from Australian investors for diversification across jurisdictions, there is a need for research and other services from suitably qualified persons and for offshore providers to give country specific investment advice.  It is often found that those most familiar with local market conditions and regulatory requirements are qualified persons located in the jurisdiction in which the investment is undertaken.

In the event that correspondent offshore providers must be licensed in Australia, Australian investors may be disadvantaged, as these providers are unlikely to continue to offer their services.  One reason for this is the unfavourable balance between the compliance cost of regulation for a global bank and the benefit from servicing Australian clients, who as a group are relatively small in global business terms.  This in part reflects the practical difficulty of having to comply with Australian regulation, as well as their home regulation given the scope and complexity of their overall business.

The Department of Treasury has indicated a concern that financial institutions might use the exemption as a means to move operations offshore and, thereby, avoid FSR regulation.  However, the Australian financial services licensee through whom the service is provided would have to satisfy the normal licence conditions and obligations of a licensee.  In addition, the offshore providers that stand behind our member banks are major international institutions that are rigorously regulated in their home jurisdiction.  Moreover, the real risk is that Australian investors will lose access to existing services from offshore providers, rather than local providers moving offshore.  

Apart from this, we are unable to identify the reason why dealing should benefit from the exemption, but other financial services (like market making and advice) should not.  Indeed, at a practical level it can be difficult to differentiate between market making and dealing in a business where there is a degree of regularity of trading in the provider’s business.  In particular, it is not clear at what point in a pattern of dealing that an entity would be considered to be a market maker rather than a dealer.  This limits the practical effectiveness of the current limited exemption.

In the past, the business of overseas providers in question here has been facilitated through section 93(5) of the Corporations Law, which covers both dealing and advising activity.
  It is important that the law effectively preserves this position in respect of overseas providers; especially since the service and product range covered by the law has been extended under the Act.

In its report on the FSR Bill last year, the Committee considered these issues and recommended that the Bill be amended to include a provision like s.93(5) that would permit unlicensed entities to act through licensees without breaching the dealers licensing regime.
  The regulations in their current form do not achieve this result but they would have done so as originally drafted.

In consideration of these factors, the exemption in the Regulations should be re-balanced to give effect to the policy advised to IBSA during consultations; that is, the exemption should extend to market making and dealing too.  

1.2 Takeovers Telephone Monitoring – Regulation 6.5.01

Summary of Issue

There have been welcome initiatives through the regulations to address inadequacies in the FSR provisions that govern monitoring of telephone calls during takeovers.  These are entirely consistent with the objectives of the law.  However, the regulations cannot overcome the problems arising from flaws in the policy setting and deficiencies in the framework of the law itself.  

Policy Target Missed
IBSA acknowledges that the protection of small investors is an important objective of financial regulation that benefits both investors and the industry, by helping to sustain investor confidence.  However, we believe that the takeovers telephone monitoring provisions in the FSR Act are defective in this regard and should be struck out in their current form.  There is no discernible public benefit from this addition to one of the most highly regulated parts of securities business, while the associated costs are significant.

The general policy objective would be to improve the flow of information to retail shareholders during the takeover period.  However, the telephone monitoring provisions in the Corporations Act are counterproductive for small shareholders, as at least some banks are restructuring their operations to minimise contact with them that might involve a requirement to tape calls during takeovers.  This is being done to avoid the legal complexities and operational costs of complying with the recording requirement.
  

Technical and Practical Deficiencies

Technically, the law is not well designed which gives rise to several problems.  To begin with, it reaches much further than intended because it interferes with the normal operations of corporate advisers that generally would have no organised dealings with retail shareholders as a group.  The law is also inconsistent in its coverage of takeovers; for example, the provisions only cover telephone calls during the bid period and so would not cover calls made during the period between the announcement of a bid and service of the bidder’s statement in an off-market bid.  There is also uncertainty about the meaning of the law in some areas; for example, there is ambiguity about what might constitute an “invitation” to shareholders to call for the purpose of discussing a bid.

In addition, the requirements for recording calls are prescriptive and impractical.  They cannot be complied with in full by investment banks using standard recording technology without significant cost.  For example, section 648L requires the recorder to mark the “medium” where the recording is stored to identify the parties of the conversation and the date and time of the conversation.  However, it is not possible to mark a computer hard drive in this manner, or to write hundreds of names on an archive tape.
  Nor is it possible to record calls made to shareholders on mobile phones.

ASIC has acknowledged the practical difficulties in its response to concerns raised by industry.  However, though an ASIC ‘no action’ letter’ is helpful, it does not remove the regulatory risk of action by third parties.

Regulations Adopted

IBSA appreciates the efforts to ameliorate the worst effects of this through the Regulations.  For example, subregulation 6.5.01(2) includes directors and executive officers of the bidder or target within the definition of wholesale holder.  This is helpful as it provides for a sensible application of the law, as these individuals may otherwise be classified as retail shareholders and subject to the recording provisions.

More recently, on 3 May 2002, a draft regulation (reg.6.5.01(3)) was issued for public consultation which extends the definition of wholesale holder to include any person acting on behalf of the recorder that holds relevant securities, but is not involved in the call as holder of securities of the bidder or the target.  IBSA sought this inclusion in the Regulations after members had identified an unintended consequence in the way that the law worked.  

Notwithstanding these initiatives to better target the law through the regulations, it is not possible to give the necessary level of relief to fully overcome the problems in the law, as the framework of the law is flawed.  It is really only possible to overcome this fault by amending the law so that it applies only to the mass marketing arrangements referred to by the Minister.  

1.3 Internal Consistency

As a general point, we note that the interaction between the Act and regulations could be improved at several levels.

The first general point is that in some instances the regulations represent a level of detail superimposed on detailed legislation – it is not the case of high-level principles with the detail filled in through regulation as originally proposed.  There is no clear benefit in having two sets of detailed regulation – one in legislation and one through regulation.  For example, the detailed checklist for a Products Disclosure Statement contained in s.1013D of the Act is supplemented by additional detailed requirements in the regulations, as provided for in section 1013D(4).  Regulation 7.9.14C in respect of labour standards and environmental, social and ethical considerations is illustrative of this.

In addition, there are circumstances where the application of the law and regulations is internally inconsistent - while s.1440 applies the provisions of Chapter 6D of the old Corporations Act to managed investment products issued during the transition period, reg.10.2.51 (derived from s.1444) instead applies s.707 of the Act (i.e. post-FSR Act) if they are issued after FSR commencement and sold during the transition period.  However, s.1444(2) states the regulations made for this purpose have no effect if they are inconsistent with a provision in Division 1 (which includes s.1440), so reg 10.2.51 actually does not apply in practice.  Understandably, this interaction has created confusion and uncertainty.

Also, there are circumstances where the regulations override sections of the Act for all purposes, which calls into question the appropriateness of the provisions of the Act (or alternatively the regulations, but assuming the regulations give the right result, the more appropriate long-term mechanism would be to amend the Act).  For instance, the provisions in the legislation have no application as a result of the regulations - reg.7.9.08(4) is used in conjunction with s.1020(G)(1)(c) to replace s.1017E(2)(b) of the Act with a different provision.

In summary, the interaction of the Act and the regulations could be improved to deliver a more efficient and clearer set of rules that reduce the risk of misinterpretation in the law.  

2.  ASIC Policy Statements

2.1 Approval of Offshore Regulators

Summary of Issue

ASIC is preparing guidance on the approach it will take to approving overseas regulators for licensing purposes.  Overseas providers may provide financial services to wholesale clients in Australia without the need to hold an Australian financial services licence, provided they are regulated instead by an approved regulator.

It is important for overseas providers that this advice is issued in a timely manner and that the approach focuses on the substantive aspects of regulated activity.  The necessary advice could be issued through an ASIC Policy Statement.

Background

Section 911A(2) of the FSR Act lists a range of circumstances under which persons may be exempt from the requirement to hold an Australian Financial Services Licence.  Of particular interest here is subsection (h), which provides an exemption where all of the following conditions apply in respect of a financial service that is provided:

i. The person is regulated by an overseas regulatory authority;

ii. The regulatory authority is approved by ASIC in writing for the purposes of this paragraph;

iii. The service is provided in the course of carrying on the business or undertaking which causes that regulation to be required;

iv. The service is provided only to wholesale clients.

This is an important provision for foreign-owned groups that provide financial services to wholesale clients in Australia through integrated international structures.  In many instances the group includes a subsidiary operation in Australia that is licensed and is the main provider of services to Australian clients.  The services provided directly to wholesale clients by the overseas parent supplement those provided by the Australian licensee.

Issue 1:  Recognition of Overseas Regulators

Financial institutions generally have had to review their business structures within the framework of the FSR Act.  However, many IBSA members are unable to complete their review until ASIC identifies the overseas regulatory authorities that it will approve for the purpose of section 911A(2)(h) of the Act.  

We appreciate that ASIC had to wait until the Government finalised the FSR regulations before it could approve any regulator and that it requires time and resources to evaluate each overseas regulator.  ASIC has acknowledged that the absence of guidance may cause a problem for entities that wish to rely on this provision for new lines of business (which are not eligible for the 2-year transitional relief).

IBSA has requested ASIC to attach a high priority to the approval process for overseas regulators that it will recognise for licensing purposes.  In this regard, it would be most efficient to concentrate initially on regulators from the major financial centres (especially the USA, UK, Japan, Hong Kong and Singapore).

Issue 2:  The Breadth of the Provision

Regulatory regimes do not mirror each other across jurisdictions and differ in some respects, especially at the margin.  ASIC has yet to indicate its approach towards approval of a foreign regulator in respect of a particular line of business for the purpose of section 911A(2)(h).  IBSA has requested ASIC to take account of the substance of overseas regulation in these instances, rather than focusing on fine points of difference.  This is important given the relative breadth of FSR regulation.

There may be situations where an overseas provider’s business is soundly regulated by a recognised regulator, but availability of the relief is uncertain because the Australian and offshore regimes are not perfectly symmetrical.  In other cases, a service not regulated offshore might be incidental to the main service being provided in Australia.  Clearly, adopting too narrow an approach would limit the effectiveness of the provisions.

It may not be viable for foreign providers to incur the compliance cost of licensing in Australia for one element of a service that is a small part of their business.  Focusing on the substantive qualities of regulation would help ensure that a full range of offshore financial services are made available to Australian wholesale customers and that competition in domestic markets is kept at a premium.

Concluding Comments

The Act has been in operation for less than two months, so while most of the obvious problems have at least been identified, it is likely that the actual application of the new regulatory measures will uncover new issues.  We see this as a natural process in bedding down the Act and look forward to working through the various issues that may arise with the Department of Treasury and ASIC in the future.  In the meantime, we will continue to work to remove identified deficiencies in the new regulatory regime, for example, the unresolved difficulty for security placements created by s.707 and the inappropriate application of insider trading rules to all over-the-counter transactions.

Thank you for the opportunity to present our views to the Committee.  Please contact our Director of Policy, David Lynch, if there are any matters that you wish to pursue in relation to our submission.

Yours sincerely

Duncan Fairweather

Executive Director
� In particular, paragraph 7.6.04(1)(m) of the draft regulations.


� Section 93(5) – An act done on behalf of the person by the holder of a dealers licence or an exempt dealer shall be disregarded.


� See Paragraph 6.20 of the Committee’s Report on the Financial Services Reform Bill 2001, August 2001.


� Section 911B(3) of the Act does not give effective relief either, as uncertainty about its precise meaning creates an unacceptable level of risk for a person to rely upon it for this purpose.  Thus, this section is inadequate for IBSA’s members.  Similarly, while s.911A(2)(h) assists overseas providers that service wholesale clients only, its value in this regard is diminished by an inadequacy in the definition of wholesale investor.


� It will not always be possible to avoid contact with retail clients; for example, a major shareholder in a company that wishes to buy-out the minority shareholders with a view to de-listing the company will find it difficult to avoid giving these shareholders access to them via telephone, which would now be costly.  Of course, all communications through other media (paper, or electronic) are not covered by the monitoring provisions .


� ASIC issued an Information Release IR02/04 on 7 March 2002 to provide general advice on the takeovers telephone recording requirements.  This guidance is helpful in some respects but cannot address the technical difficulties arising from deficiencies in the legislation.
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