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Morgan Stanley

Submission to Parliamentary Joint Statutory Committee on Corporations and Financial Services
1 Background

Thank you for the opportunity to comment on the regulations (“Regulations”) and ASIC policy made under the Financial Services Reform Act 2001 (Cwlth) (“FSR Act”).  Although the deadline in the Committee’s invitation for submissions has passed, we understand that submissions may still be made.  Morgan Stanley appreciates the ability to make this submission at this late stage.

Morgan Stanley previously provided submissions on the initial exposure draft of the Financial Services Reform Bill (“FSR Bill”) released in February 2000 and on the FSR Bill before the Parliament in April 2001.  These submissions were considered by the Committee in preparing its reports dated August 2000 and August 2001.  

Many of Morgan Stanley’s submissions have been addressed in the FSR Act and the Regulations.  We do, however, wish to raise three matters of significance.  Morgan Stanley believes that the first two of those matters have the potential to significantly impede the ability of Australians to access offshore financial services.

2 Foreign regulated entities

2.1 Section 911A(2)(h)

Under section 911A(2)(h) of the Corporations Act 2001 (Cwlth) (as amended by the FSR Act) (“Corporations Act”) a person does not need to hold an Australian financial services licence (“AFSL”) if:

(i) the person is regulated by an overseas regulatory authority;

(ii) the regulatory authority is approved by ASIC in writing for the purposes of section 911A(2)(h);

(iii) the financial service is provided in the course of carrying on the business or undertaking which causes that regulation to be required; and

(iv) the financial service is provided only to wholesale clients.

The exemption is of great importance to multinational financial services groups, such as Morgan Stanley, for a number of reasons:

· the FSR Act has a far broader territorial reach than the previous Corporations Act regime (eg section 911D), which will mean that offshore entities with even an incidental number of Australian clients may be caught by the regime; 

· the FSR Act does not currently contain an equivalent to former section 93(5) of the Corporations Act, which means that offshore entities may be prevented from providing services to the Australian market even through locally licensed subsidiaries (see Part 3 of this submission); and

· the infrastructure necessary to provide particular services may be located in offshore members of a financial services group, rather than in the Australian licensed subsidiaries.  If Australians are to access these services, the offshore entities therefore need to be involved in their delivery in Australia.

The Committee recognised these matters in paragraphs 6.18 and 6.20 of its report of the FSR Bill, dated August 2001. 

Status of the exemption

Although the FSR Act has been in effect for approximately 3 months, ASIC is yet to approve any foreign regulators for the purposes of section 911A(2)(h).  This is a crucial issue for a foreign financial services group such as Morgan Stanley in planning its transition to the FSR Act regime.  Whilst ASIC is encouraging financial service providers to transition early, groups such as Morgan Stanley are experiencing difficulties in completing their transition planning, even before beginning to  transition to the new regime, until ASIC identifies which overseas regulators will be approved for the purposes of section 911A(2)(h).  This is an even greater problem for suitably regulated foreign entities which do not have the benefit of the transition period for all or part of their business because they wish to either expand their activities or commence business in Australia.

Accordingly, regulators should be approved under the exemption as a matter of urgency.  Morgan Stanley endorses (and contributed to) the IBSA recommendation of 10 May 2002 that ASIC initially focuses on the major global financial centres (eg the United Kingdom, the United States, Hong Kong, Singapore and Japan).

ASIC has previously stated that it will consider individual applications for ASIC to approve foreign regulators in respect of specific services.  Morgan Stanley submits that a far more effective approach in light of the urgency of the matter would be for ASIC to approve at least some of the major foreign regulators, including the United States Securities and Exchange Commission and the United Kingdom Financial Services Authority.  

2.2 ASIC consultation paper

In May 2002 ASIC released the consultation paper Principles for cross border financial services regulation – Making the regulatory regime work in a cross border environment (“Consultation Paper”) which, among other things, sets out the general principles that will guide ASIC’s policy and decision making about whether it should exercise the discretion under section 911A(2)(h) to recognise a foreign regulator.  This is the only ASIC release relating to section 911A(2)(h) and it is only in very general terms.

Morgan Stanley has a number of concerns with the Consultation Paper:

(a) Application to wholesale service providers.  The Consultation Paper seeks to cover ASIC’s approach to cross border regulation for a range of purposes (eg the offering of foreign managed investment schemes in Australia and the operation of foreign financial markets in Australia), resulting in some requirements which are misdirected in the context of the exemption in section 911A(2)(h).  Many of the issues raised in the Consultation Paper relate to retail client requirements and are not appropriate for foreign persons who only provide financial services to wholesale clients in accordance with the exemption.  In many cases the principles in the Consultation Paper would impose a higher level of regulation on foreign providers of financial services to wholesale clients, such as Morgan Stanley, than would be imposed on Australian providers to the same clients.  They would also impose substantial obligations additional to the “equivalent” overseas regulatory regime.  

It is proposed in the Consultation Paper, for example, that foreign service providers be required to disclose significant differences in foreign regulation to that which Australian investors would expect.
  This is not consistent with the general approach in the FSR Act, which focuses disclosure requirements on retail clients only.  For example, there is no requirement for an Australian wholesale provider to issue financial services guides to its wholesale clients.  Wholesale clients are likely to have realistic expectations about foreign regulation so such disclosure is unwarranted in the context of section 911A(2)(h), and it would involve very significant additional work on the part of the foreign service provider.  A comparative analysis of two disparate regulatory regimes would be a significant task and could result in very lengthy and costly disclosures, if indeed it is even possible to produce.  Given ASIC’s determination on “equivalence” of regimes, such a disclosure  also seems unnecessary.

Also, the Consultation Paper refers to compensation arrangements and dispute resolution procedures. 
  However, these requirements are only imposed by the Corporations Act in relation to services provided to retail clients and are therefore not relevant for wholesale service providers.  The Consultation Paper also proposes a requirement that ASIC secure the formal cooperation of the approved overseas regulator, in particular to ensure that appropriate regulatory action is taken to protect Australian investors.  Again, it is submitted that this requirement is unnecessary in the context of wholesale clients if sufficient remedies are available through the foreign courts (see Principle 5 in the Consultation Paper).  Wholesale clients should be sufficiently resourced to take their own action in foreign courts or sufficiently sophisticated to understand the difficulties associated with taking legal action outside Australia.

(b) Relevance.  Parts of the Consultation Paper are not relevant to section 911A(2)(h), which is an exemption from the requirement to be licensed rather than a means of regulation or conditional relief.  For example, in paragraph 3.24 ASIC states that it may impose conditions on any relief granted to ensure it can enforce certain Australian laws.  Further, ASIC sets out the circumstances in which it will require compliance with Australian laws.
  These concerns are not relevant in the context of section 911A(2)(h) as the exempt foreign service provider will still be subject to relevant Australian laws.  

(c) Exemption only applies to licensing.  The Consultation Paper addresses both licensing and disclosure issues.  For the purposes of the exemption in section 911A(2)(h) disclosure is irrelevant as it is an exemption from a licensing requirement, and it only relates to services provided to wholesale clients who generally do not require disclosure under the Corporations Act.  For example, an Australian  financial service provider does not need to give a financial services guide, statement of advice or product disclosure statement to its wholesale clients, and thus nor should an appropriately qualified foreign financial services provider.

(d) Foreign regulatory regime in English.  Morgan Stanley considers that the requirement that the foreign regulatory regime be available in English is too restrictive, particularly in relation to wholesale clients.  Wholesale clients should be adequately resourced to be able to obtain advice on a regulatory regime in a language other than English.  This is reflected in the comment in paragraph 3.32 of the Consultation Paper, which recognises that wholesale clients are more likely to be sufficiently resourced to take legal action outside Australia. Indeed, if this requirement (and the ‘equivalence’ principle, see below) was given its natural application, it would require that all or all relevant parts of the Corporations Act be available in foreign languages.

(e) Equivalence.  Morgan Stanley supports as a matter of principle the central concept of “equivalence” of regimes in the Consultation Paper.  In applying that principle in the context of the licensing exemption in 911A(2)(h) we believe, however, that special considerations arise.  As the exemption only applies where services are provided to wholesale clients, it is submitted that ASIC should take a broader, more high level approach to the concept of equivalence than it might take, say, in the context of a foreign collective investment regime which impacts on retail clients.  This approach is supported by the drafting of the exemption itself - in order for a service to be within the exemption it need only be “provided in the course of carrying on the business or undertaking which causes [the foreign] regulation to be required”.  The exemption does not refer to the regulation of the specific service, only to the service being provided “in the course of” the relevant offshore regulated business. We submit this is a fundamental point.

In summary, Morgan Stanley submits that the Consultation Paper needs to be revised to take into account the nature of the licensing exemption in section 911A(2)(h) more appropriately.  While we recognise that the Consultation Paper is designed to be a general statement of principle for a variety of purposes, on its face it applies a range of requirements which have the potential to significantly limit the effectiveness of the licensing exemption and the availability of offshore services to the Australian wholesale market. Morgan Stanley urges ASIC to issue an initial list of approved foreign regulators for the purposes of the exemption, so that financial services groups can properly plan their FSRA transition. This needs to happen as soon as possible.

3 Foreign service providers - use of local licensees

3.1 Old section 93(5)

The Committee recommended in its report on the FSR Bill published in August 2001 that the FSR Bill be amended to include a provision similar to the old section 93(5) of the Corporations Act
.  Section 93(5) provided that an act done on behalf of a person by the holder of a dealers licence was to be disregarded for the purpose of determining whether a person carried on a securities business, and therefore required a dealers licence.  In effect, the section allowed services to be provided in Australia by an offshore unlicensed entity where a locally licensed entity (eg the Australian subsidiary of the financial services group) was sufficiently involved in the provision of the service.  

Morgan Stanley welcomed the Committee’s recommendation in relation to section 93(5) in its August 2001 report.  Unfortunately, however, it does not appear that the recommendation has been properly implemented.

3.2 Regulation 7.6.01(1)(n)

Regulation 7.6.01(1)(n) goes only part way to providing a solution.  Regulation 7.6.01(1)(n) exempts a person (“person 1”) from the requirement to hold an AFSL if they provide financial services 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 financial 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.

Although an original draft of the regulation did apply to all financial services, the final form of the exemption is limited to only apply to “dealing” services.  It would therefore not cover other categories of financial services in the FSR Act, such as provision of financial product advice, custodial or depository services or making a market.  

There appears to be no logical explanation for this limitation considering that advice and dealing services are often intertwined, and the difficulty in differentiating between dealing and market making activities. In addition, custodial services will often be provided as part of the suite of services to the client.

Accordingly, Morgan Stanley submits that a new regulation should be prescribed along the lines of regulation 7.6.01(1)(n) but applying to all other categories of financial services.  If necessary, additional investor protections could be included as were originally proposed in an initial draft of the regulation.  For example, the relevant AFSL holder referred to in paragraph (iv) of the regulation could be required to take responsibility as against the client for services provided under the exemption. 

Morgan Stanley also submits that further clarity of the concept of “arranging” in this context is required.  We consider that the relevant AFSL holder should only be required to introduce the client to the offshore provider with the intention that that offshore provider would provide a bundle of financial services to the client.  Accordingly, Morgan Stanley does not consider that it should be necessary for the AFSL holder to be involved in each of those financial services provided by the offshore provider or in each relevant transaction, as it has initially arranged for the provision of the bundle of financial services.

3.3 Section 911B(3)

Section 911B(3) potentially assists groups, such as Morgan Stanley, which wish to provide services to the Australian market from offshore entities.  Where a person (the “provider”) provides a financial service on behalf of a principal and the provider holds an AFSL covering the service, the service is taken to be provided by the provider rather than their principal.  The difficulty with section 911B(3) is that some of the newly regulated services do not sit well with the concept of the provider acting “on behalf of” their principal. For example, if an Australian investor purchased foreign securities (e.g. NYSE listed shares) and effected that transaction through an AFSL holder in Australia, but the shares were then custodied by the foreign affiliated broker/dealer in New York who executed the trade, and that broker/dealer sent monthly account statements to the investor to record its entitlement to those shares, arguably the custodial or depository service is being provided by the foreign affiliate direct to the investor and  that service is not being provided by the AFSL holder ‘provider’ ‘on behalf’ of that foreign affiliate.  Similar problems often arise in relation to  making a market in a financial product.  Further, with the broad territorial reach of the AFSL regime, the role of the offshore entity would have to be very limited (eg an offshore entity even signing transaction documentation with an Australian client may arguably trigger a licence requirement).  Section 911B(3) is therefore not a complete solution for groups wishing to service the Australian wholesale market through offshore entities. Consequently, it is even more important that the relief sought above in relation to section 911A(2)(h) and Regulation 7.6.01(1)(n) is provided.

3.4 Approved overseas regulators

The shortcomings of regulation 7.6.01(1)(n) and section 911B(3) are exacerbated by the absence of the approval of any foreign regulators under section 911A(1)(h).

4 Definition of retail and wholesale clients

Morgan Stanley has also identified what seems to be an important deficiency in some  of the categories of “wholesale client” contained in section 761G(7) of the FSR Act.  Under the “wealth test” in section 761G(7)(c) a client will be classified as wholesale if it obtains a certificate from a qualified accountant confirming that the client has a particular level of income or net assets, provided the relevant service or product is not “provided for use in connection with a business”.  The equivalent provision of the Corporations Act prospectus regime
 does not contain the “not for use in connection with a business” limitation.

High net worth clients, at which the wealth test is of course directed, often invest through family companies or trusts, or special purpose vehicles, which may be carrying on an investment or other “business”. That is, arguably, if an investor uses a private company to conduct all of his securities investments, that company is carrying on a business of  investing and thus is not entitled to rely on this wholesale category. This means that the wealth test will not be available to many high net worth clients, even though it is clearly directed at that category of investor.  The availability of the test will depend on how high net worth clients structure their personal affairs – and in fact, it is often the even higher net worth and more sophisticated clients that go to the effort and expense to set up a family trust or private investment vehicle through which to make what are still really their ‘personal’ investments, and these would be the very class of persons now unable to be treated as ‘wholesale clients’.  

Further, it would be very difficult for a service provider to assess whether their client is carrying on a “business”.  The client is best placed to answer that question as it turns on the client’s particular circumstances, of which the service provider may be unaware.

It is therefore submitted that the addition of the requirement that the service or product not be “provided for use in connection with a business” represents a significant defect in the wealth test.  The test may not be able to be satisfied by a significant portion of the very class of clients at which it is directed, and service providers will not be well placed to assess whether their high net worth clients are, or are not, carrying on a “business”.  Morgan Stanley understands that part of the policy behind this restriction is to ensure that small businesses are not treated as wholesale clients under this category – i.e. a small corner shop proprietor or butcher or green grocer, should not be able to be treated as wholesale just because they happen to have the necessary assets/income. This is understood and accepted, however Morgan Stanley believes that an amendment or clarification (or relief) is required to differentiate those investment ‘businesses’ mentioned above.

Another and related issue concerns paragraph (e) of the definition of ‘professional investor’ in section 9 of the Corporations Act (being another class of wholesale client). In the above example where a high net worth client obtains financial services from an AFSL holder in Australia, but then makes the actual investments through a family trust or private investment company etc. (‘entity’), because at least some of the financial services will be provided to that entity and not to the high net worth individual who controls that entity, the AFSL holder needs to determine whether that entity meets the wholesale client test. However it may be that the substantial assets are held by the individual behind that entity, and not by the entity itself. This would mean that the custodial services for example provided by the AFSL holder to the entity (because the shares acquired are held in the name of that entity) are being provided to a retail client, with all the consequential impact (providing financial services guide etc.), however the financial product advice is provided to the individual as a wholesale client (because the wealth test is satisfied). Morgan Stanley submits that this is a curious and inefficient result which does not facilitate any policy objective.  Morgan Stanley seeks appropriate regulations or confirmation from ASIC that in this situation the AFSL holder may ‘look through’ the entity to the individual’s assets/income, and determine that each is a wholesale client. It is noted that paragraph (e) refers to the person controlling the necessary minimum amount of AUS$10M, however in the situation outlined, arguably the entity does not ‘control’ the individual shareholder/owner/director behind the entity – i.e. only the reverse is true. Hence the need for this confirmation or relief. 

The defects mentioned above are amplified by the very serious consequences for service providers of incorrectly classifying a client as a wholesale client, which include both criminal and civil sanctions.

Although these defects in the wholesale test may not be strictly be within the scope of the Committee’s current enquiry (relating to the Regulations and ASIC policy), Morgan Stanley feels that they are  of sufficient importance to raise with the Committee.

Should the Committee wish to discuss any aspect of this submission, please do not hesitate to contact any of the following people:

· Brett Graham from our Hong Kong office on (852) 2848 6841;

· Elizabeth Christies from our Sydney Office on (02) 9770 1523; or

· Damien Richard from our lawyers, Mallesons Stephen Jaques, in Sydney on (02) 9296 2296.

Morgan Stanley Dean Witter Australia Securities Limited ABN 55 078 652 276

Morgan Stanley Dean Witter Australia Limited ABN 67 003 734 576

28 June 2002

� see Principle 6 of the Consultation Paper.


� see paragraphs 3.13(a) and 3.28 of the Consultation Paper.


� see paragraphs 3.31 and 3.32 of the Consultation Paper.


� see paragraph 3.11 of the Consultation Paper.


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


� 	section 708(8)(c).
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