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25 July 2003

Mr Peter Hallahan

Secretary

Senate Economics Legislation Committee

Parliament House

CANBERRA ACT 2600

Dear Mr Hallahan

Financial Services Reform (FSR) Amendment Bill 2003

The International Banks and Securities Association of Australia (IBSA) is the representative body for investment banks operating in Australia.  As an industry that deals predominantly with wholesale clients, the regulatory distinction between retail and wholesale clients is very important to investment banks.  In this regard, we have encountered anomalies and flaws in the definition of “retail client” in the law, which significantly hinder our business.  We believe that this matter is pertinent to the Committee’s Inquiry into the FSR Amendment Bill, which provides a legislative mechanism to address these problems.
1. Regulatory Differences Between Retail and Wholesale Providers

There must be an appropriate delineation between retail and wholesale clients in the Corporations Act 2001 (“the Act”) to ensure adequate protection for retail consumers of financial services and, at the same time, avoid excessive regulation of wholesale consumers.  This is especially important to investment banks that deal with wholesale clients only.  Indeed, some member banks have divested any retail business to avoid the need to be licensed as a retail provider, given the associated costs.

1.1 Retail Providers Carry A Heavier Regulatory Burden

The reforms implemented through the FSR Act were targeted largely at the protection of retail investors and many of the obligations under the Act only apply to financial services provided to a retail client.  This is because retail consumers require a higher level of protection than wholesale clients, who are more sophisticated and better placed to assess and protect their interests.

Hence, the regulatory burden placed on providers of retail financial services is necessarily higher than that for providers of wholesale financial services.  For example, retail providers must:

· Hold an Australian Financial Services (AFS) licence, with additional obligations and licence conditions in relation to the financial services they provide to retail clients;

· Maintain dispute resolution and compensation schemes that satisfy prescribed standards;

· Have compliance systems to support retail services, including Financial Services Guide and Statement of Advice procedures; and

· Satisfy specific ASIC requirements in regard to competency and staff training.

Thus, the Act must properly distinguish between retail and wholesale clients, to avoid placing unnecessary regulation and associated compliance costs on wholesale only providers.  

1.2 Licensing Exemptions for Wholesale-only Businesses

Wholesale clients are sophisticated persons who have adequate resources to access information and the expertise to evaluate it, seek individual contractual protection and, if necessary, obtain redress through the courts.  The Act provides a range of protections for wholesale clients (for example, a prohibition on misleading and deceptive conduct
) and mechanisms to obtain compensation if they have been unfairly dealt with.  This is supplemented by the FSR licensing regime, which targets market integrity in wholesale markets.

Moreover, wholesale financial services providers have internal procedures to ensure that their clients are fairly dealt with.  This is complemented by standards covering documentation and market practice, which have evolved within the market independently of formal regulation.

Thus, the wholesale market has established mechanisms that balance the interests of providers and users, with the law providing a safety net to protect the rights of users, if these mechanisms fail.  Against this background, it is generally accepted that it is undesirable to unduly interfere in the operation of the wholesale market for consumer protection reasons.

Reflecting this, the definition of retail client is a cornerstone of the AFS licensing system and the retail/wholesale distinction is a critical element in the availability of certain licensing exemptions.  For example: 

· Wholesale-only businesses that do require an AFS licence (which most do) are exempt from certain licence obligations, like the requirement to have an approved internal dispute resolution scheme;

· The AFS licence exemption for APRA regulated bodies in s.911A(2)(g) is available only to a business that deals only with wholesale clients;

· The AFS licence exemption for regulated bodies regulated by an approved overseas regulator in s.911A(2)(h) is only available to a business that deals only with wholesale clients.

These and other exemptions based on the retail/wholesale client distinction are important to investment banks, as they reflect the less intrusive role of regulation in wholesale financial markets.  At a practical level, it helps reduce their regulatory compliance costs to a tolerable level and supports the domestic and external competitiveness of the industry as a whole.  

We note also that a number of member banks conduct both retail and wholesale business operations.  These banks similarly require an efficient basis to classify their clients as either retail or wholesale, to minimise their regulatory compliance costs and risks and to organise their business in the most effective commercial manner to meet their regulatory obligations.

2. Practical Issues Confronting Wholesale Providers

Members’ concerns with the existing definition of ‘retail client’ centre on flaws in the design of the law and uncertainty in its application that give outcomes which seem inconsistent with the underlying policy objectives.

2.1 Inappropriate Classification of Some Entities as Retail Clients

The definition of retail client in s.761G fails to distinguish appropriately between retail and wholesale clients in some situations and this has created problems for investment banks in their corporate and private client businesses (where they conduct this business).

Member banks have found that some corporate clients who are de facto wholesale clients are classified as retail clients under the Act.  Example 1 is used to illustrate the type of situations reported.

Example 1

· Client, Co X, is a manufacturing company incorporated in Australia;

· Co X has 25 employees, assets $6 million and annual income $8 million;

· Co X is a wholly-owned subsidiary of an overseas company that is not listed on a stock exchange;

· Parent company has $5 billion in assets and annual income of $7 billion;

· Financial service provided is foreign exchange and interest rate hedging;

Client status:  Retail – a small business [s.761G(12)].
The source of the problem in this example is that the subsidiary does not take on the same character as its parent for the purpose of the retail client test.  In practice, banks may have several clients of this nature and must decide to either decline certain client business or to obtain a retail AFS licence; neither of which is reasonable under the circumstances.  

It is relevant to note that if the parent company in Example 1 was a listed company, then Co X would be treated as a ‘professional investor’ under the Act and, hence, would be a wholesale client.
  Moreover, if Co X were a branch of its parent company, rather than a subsidiary, it would also be treated as a wholesale client.

As a matter of principle, large private companies should have access to the wholesale market on the same basis as their listed company competitors.  Thus, the treatment provided to listed companies should be extended to large unlisted companies to provide a consistent treatment of business under the law.  

Because the definition of wholesale client draws on the definition of professional investor
, a person that “controls at least $10 million (including any amount held by an associate or under a trust that the person manages)” would be treated as a wholesale client.  This should provide relief in some circumstances, but members have found this element of the definition to be unreliable in practice.  We illustrate this in Example 2.

Example 2

· Manufacturing company incorporated in Australia;

· Assets $15 million, annual income $8 million and 30 employees;

· Financial service provided is foreign exchange hedging;

Client status:  Retail – a small business [s.761G(12)].
The problem in this example revolves around the intended meaning of “controls at least $10 million”.  If this refers to funds under investment or management, then the manufacturing company in Example 2 would not be a wholesale investor.  However, if it means having total assets of at least $10 million, then the manufacturer would be a wholesale client.  A $10 million total asset test would be the most practical interpretation, but member banks have not always been able to apply the law on this basis to their business, with any certainty.  Consequently, some de facto wholesale clients may be treated as retail clients.

Problems similar to that arising for banks dealing with corporate clients can also arise for securities companies that provide financial services to high net worth individuals, notwithstanding the intention in s.761G(7)(c) to treat specified high net worth individuals as wholesale clients.  Thus, good policy may not always translate to good law in practice.  To illustrate the problem by way of an example:

Example 3

· An individual has certified assets of $8 million and annual income of $2 million - hence, they are a wholesale client under s.761G(7)(c);

· This high net worth individual manages his/her investments through a privately held investment company or trust.  The investment company or trustee of the trust is the bank’s formal client;

· The investment entity has no employees. Also, the entity could be a special purpose vehicle (SPV) created by the individual to hold a particular financial product offered by the bank;

Client status:  Arguably retail – a small business [s.761G(7)(b) & (12)], on the basis that it is the sole business of the investment company or trustee to hold and manage the investments of the individual and his/her family, and, thus, 761G(7)(c) cannot apply. Also, in this example, neither the individual nor the investment company/trustee would be a professional investor, because they do not control assets of at least $10 million.

It is not uncommon for high net worth individuals to legitimately organise their personal investment affairs through a family company or trust.  This provides flexibility and convenience in dealing with their financial affairs and may be an aid to management of the financial risks involved (for example, limited liability protection).  It would be inappropriate for these individuals to lose access to the market as a wholesale participant simply because the legitimate structure through which they hold and control their investments does not satisfy a prescribed legal form.

As noted above, in practice, it is likely that investment vehicles used by high net worth individuals would have no employees and be a “small business” under s.761G(12) and would accordingly be treated as a retail client.  Also, under s.761G(7)(c), the financial product or service could arguably be taken to be used in connection with a ‘business of investment’ of the family company or trust and, thus, is again retail.  This is contrary to the intent of policy, as we understand it.

Indeed, the application of the law in this area can be even more complicated than Example 3.  For example, a high net worth client that is clearly a wholesale client under s.761G(7)(c) may seek advice and agree to a transaction, but give a final instruction to book the transaction to their family investment company.  Clearly, it would make sense to treat the investment company in this instance as a wholesale client, but it may not be possible to do this and it may be necessary to revisit the earlier documentation given to the client.

Example 4

· A high net worth individual does not meet the wholesale investor test under s761G(7)(c) because he/she has net assets of, say, $2 million and income of less than $250,000 per annum;

· However, in addition to the $2 million in assets in the individual’s name, the individual controls an additional $7 million of assets through an investment company or family trust;

· The individual wishes to invest over $500,000 in a financial product offered by the bank (for example, a deposit), but wishes to split the investment between himself/herself and the investment entity, with, say, each investing $300,000; 

Client status:  Both are retail, as they fail the s761G(7)(c) test (individual because they fail the net assets/gross income test; and the investment entity because it would acquire the financial service in connection with a business, which is a small business) and neither fall within paragraph (e) of the definition of professional investor.

It is not uncommon for high net worth individuals to hold investments through a variety of different entities and to make a decision to invest $500,000 or more in a financial product but for accounting, legal, tax or other considerations may choose to split the investment between entities under the individual’s control.  It would be anomalous if the individual would be treated as a wholesale client if the investment were made solely in his/her name but retail if the investment were split between controlled-entities.  This anomaly could be rectified if the $500,000 value test allows the aggregation of new and existing investments in financial products of the same class made by the investor or an associate of the investor.  

2.2 Uncertainty in Applying the Retail Client Definition

Investment banks and securities companies deal with a broad range of wholesale clients, including government, institutional investors, corporates and high net worth individuals.  Members report difficulty in applying the law and members are concerned that uncertainty surrounding the classification of a person as a retail client could inadvertently cause them to breach a legal requirement to be licensed.  The effect of this is serious; for example, failure to provide a retail product disclosure statement mandated by law is a strict liability offence.

Eligibility for wholesale treatment under s.761G(7)(c) hinges on the client satisfying certain net asset and income tests and on the financial service or product not being provided “for use in connection with a business” 

s.761G(7)  …..  The product or service is provided to the person as a retail client unless …..: 

(c)  the financial product, or the financial service, is not provided for use in connection with a business, and the person who acquires the product or service ……. Corporations Act 2001 (our italics).

We understand that the objective of this provision is to provide protection to small business.  However, the business exclusion causes uncertainty in practice, as the existence of a ‘business’ is not always clear-cut in practice.

For example, a stockbroker’s client that is a regular trader may be deemed to be conducting a business under the law, but the client may be unaware of this status and/or may not regard him or herself as conducting a business.  It is difficult for the broker to identify the client as a business rather than a retail client in this type of situation.

In addition, there may be uncertainty about when a financial product or service is “not provided for use in connection with a business”.  While a cash management facility may reasonably be seen as being used in connection with a business, the acquisition of investment in units in a fund may not be quite so clearly placed in this category.  Further, because a financial product is not provided for use in connection with a business, this may not mean that it is not actually used for this purpose.

There is concern that uncertainty about the classification of a person as a retail client could inadvertently cause a financial provider to breach their licensing requirement.
3. Recommended Changes

We believe that it is important to address the anomalies that our members have identified in the operation of the definition of retail investors in the Act.  In particular, the law should better accommodate the operating structures that wholesale clients might adopt to conduct their affairs, be they a foreign company subsidiary or a high net worth investor.

In this regard, we submit the following changes for your consideration, to better align the retail client definition with the underlying policy objectives of the Act:

1. For companies - treat companies as wholesale clients, if they are wholly or substantially-owned by persons that are wholesale clients (as defined in the Act) for the purpose of Chapter 7 of the Act - this could be done by amending either s.761G or the definition of ‘professional investor’;

2. For trusts - treat trusts as wholesale clients, if they hold assets of $10 million or more (as in current law), or if the trustee would qualify as a wholesale client (for example, by an individual trustee meeting the s.761G(7)(c) income/assets test in his/her own right or by controlling over $10 million by acting as trustee for multiple trusts),

3. Clarify that the $10 million asset control test in paragraph (e) of the definition of professional investor (i) does not refer only to funds under management or investment, but rather includes all tangible assets (including property, securities, derivatives contracts etc),
 and (ii) that the definition of “control” in section 50AA is relevant to the interpretation of “control” as it is used in the paragraph (e);

4. In s.761G(7)(c); remove the “not provided for use in connection with a business” condition and, then, restrict the application of the income/assets test to individuals (since it is meant to be an ‘individual wealth test’);

5. Amend s761G(7)(a) to allow aggregation of the related transactions in financial products of the same class by that person or an associate of that person, for the purpose of determining whether the price or value of the financial service exceeds the threshold.

It is possible that the law could be amended in other ways to achieve the same effect as this and we would support any measures that would have this effect.  In this regard, we would be happy to contribute further to the policy analysis and to the development of technical legal solutions.  However, the necessary changes should be implemented through the Financial Services Reform Amendment Bill to have effect by 11 March 2003 at the latest.

Members report that they have sought guidance on these anomalies from external legal counsel in Australia, and given the written provisions of the Act and absence of guidance from ASIC on these issues, invariably the advice is narrow, cautious and restrictive.  The result is that members feel unable to offer certain financial services to consumers who they consider are clearly, by all normal accounts, wholesale and not retail.
4.  Concluding Comments

The Treasury has foreshadowed an amendment to the Bill to clarify that, in relation to bundled contracts of insurance, a person is considered to be a retail client only in respect of specific covers under the contract as opposed to the entire contract.  However, at present, we are not aware of any proposals to amend the law to deal with the problems raised here, though the issues are not new and they have a direct bearing on the effectiveness of the AFS licensing regime and the efficient application of the law.  The cumulative effect of uncertainties of this nature is to adversely affect business investment decisions and impair the international competitiveness of our financial system.

Thank you for the opportunity to provide a submission to the Committee’s Inquiry.  Please contact our Director of Policy, David Lynch, in relation to any matters arising from our submission.
Yours sincerely

Duncan Fairweather

Executive Director

� Part 7.10 of the Act contains a range of market misconduct provisions and provisions to obtain redress where a financial services provider has contravened those provisions.


� We note that the need for a harmonised definition of retail investor is being considered through the CLERP 9 process, so we do not consider these matters here.


� Section 761G(7)(d) states that a ‘professional investor’ is a wholesale client and s.9 of the Act includes a person that “is a listed entity, or a related body corporate of a listed entity” in the list of professional investors.


� Under s.9 of the Act, a professional investor means, amongst other things, a person in relation to whom the following applies - the person controls at least $10 million (including any amount held by an associate or under a trust that the person manages).


� A$10 million total tangible assets test has been applied successfully in ASC Policy Statement 70, which restricts participation in exempt futures markets to sophisticated users, as well as dealing with other matters concerning the operation of those markets.
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