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PJC Inquiry into Financial Products and Services in Australia

A Executive summary

1 TheAustralian Securities and Investments Commission (ASIC) makes this
submission to assist the Parliamentary Joint Committee on Corporations and
Financial Sevices (PJC) with its Inquiry into Financial Products and
Services in Australia (the Inquiry).

ASI Cbs submission

2 This submission sets out:

(@ the policy underpinnings of the Australian financial services regulatory
(FSR) regime following the Financial Systémquiry in 1997 (the
Walllis Inquiry) and a summary of the key legal provisions (see Section
B and Appendix 2);

b the key issues raised by the I nquir.)
context in which they arise (see Sections C to J and Appendix 1);

(¢) A S | s@dyward program to improve performance of its oversight role
(see Sections C to J);

(d) an outline of areas for possible legislative reform to address the issues
raised by the Inquiry by moving the policy balance of the FSR regime
more in favour of retailnvestorprotection Whi | e ASI C06s sur \
compliance and enforcement activities and forward program will assist
in minimising retail investor losses in the future, the PJC may wish to
re-examine the regulatory balance between market efficiency aait ret
investor protection in the FSR regime and consider a number of areas
for possible legislative reform (see Sections C to J); and

e ASI Cdbs response to criticisms. ASIC
preventing retail investor losses, particularly in relatm&torm
Financial Limited (Storm) and Opes Prime Stockbroking Limited
(Opes). ASIC rejects those criticisms. Our reasons for rejecting the
criticisms are set out in confidential Appendices 5 and 6 which deal
specifically wit htsférBalik/éstgat@ensini ons pr i
relation to Storm and Opes. In Appendix 4 we respond publicly to the
criticisms of ASIC in submissions made to the Inquiry.

Financial advice industry

3 The Inquiry is focused on the financial advice industry. The financial advice
industry plays an important role in providing advice to retail investors. It is
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important to note, however, that access to advice is relatively low with only
22% to 34% of adult Australians accessing financial adVice.

The financial advice industry is damated by large dealer groups and
financial institutions and approximately 85% of financial advisers are
associated with a product manufactdrer.

ASIC has overall confidence in the advice industry and the current standards

of advice are adequate. Nevesth e s s, t he recent <coll aps
surveillance and compliance workvedadentified areas for improvement

which are the subject of more specific comments in Section D of our

submission.

ASIC is pleased to see that industry associations, such amémneial

Planning Association (FPA) artde Investment and Financial Services
Association (IFSA), have embraced the need to improve standards and
guality of advice and commenced consultation processes aimed at achieving
this end.

of ABI COs positio

FSR regime

The fundamental policy settings of the FSR regime were developed

following the principles set out in the Financial System Inquiry Report 1997

(the Wallis Report). These principle:
t heoryo6, a bdriveiefécfency amdcthat regalatokye t s

intervention should be kept to a minimum to allow markets to achieve

maxi mum efficiency. The o6efficient mar
FSR regi me and ASI C0s role and power s.

The FSR regime seeks to balance invegtotection with market efficiency.
As such, the regime regulates markets through conduct and disclosure
regulation, that is:

(@ conduct regulatioi rules designed to ensure industry participants
behave with honesty, fairness, integrity and competenceglhasv
rules relating to the settlement of disputes between market participants
and investors; and

(b) disclosure regulation rules designed to:

! See, for example: Financial Planning AssdoigtConsumer Attitudes to Financial Planning, 2007, [online]
<http://www.fpa.asn.au/PrintFriendly.aspx?Doc_id=1051> (22% of Australians aged 16 years and over); ANZ, ANZ Survey
of Adult Financial Literacy in Australia, 2008p. 89, [online] <http://www.anom/abouus/corporate
responsibility/community/financidlteracy-inclusion/research/> (34% of Australians aged 18 years and over); and Bloch, Jo
2|1BISWorld Industry Report, Financial Planning and Investment Advice in Australia (K7515), 22 May 2009, p.
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() overcome the information asymmetry between industry
participants and investors by requiring disclosure of infomat
required to facilitate informed decisions by investors; and

(i) promote transparency in financial markets.

9 The regime is designed to be largely e{écuting and, as such, relies on
market participants to comply with the requirements of the law. In this
context ASI CO6s role is to oversee and
surveillance, compliance and enforcement).

10 Recent events in the Australian and global financial system have lead to the
Inquiry and with that the possible reassessment of theyps®itings of the
FSR regime and the economic philosophy that supports it.

Recent events

11 Australia has fared better in the global financial crisis than most other
countries. This is due, in part, t o t
framework inclaing the FSR regime. Other factors include the economic
momentum arising from the resources boom, astute conduct of
macroeconomic policies by successive governments and the sound position

and performance of Australiads banks.
12 Nevertheless, many Australimvestors have seen a significant destruction

of their wealth and have suffered considerable pain as a result. This, in turn,

has affected investor confidence in Al
13 Much of the destruction of investor wealth has been causdtelmarket

downturn and its impact on superannuation savings and other investments.
For example, from the period November 2007, at the height of the market, to
April 2009, the stock market loss was about $617 billion or 52% of GDP.

14 Australian investors ha also suffered losses from various collapses and
corporate failures including:
(@ Storm and Opes;

(b) failures of agribusiness managed investment scheme operators, Great
Southern and Timbercorp;

(c) corporate collapses such as ABC Learning, Allco, and Babcock and
Brown; and

(d) insolvency of debenture issuers.

15 The primary causes of these collapses and corporate failures were the market
downturn and flawed business models, that is, business models that could
only prosper if asset prices continually rose and debt masketsined open
and liquid.
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16 Some of the particular problems of the Storm and Opes business models
included:

(a) extensive use of margin loans with high gearing. In the case of Storm,
for example, margin | ending was ext e
(he,agai nst all of an investorods assets
unrealised gains as the market rose;

(b) selling sophisticated and complex investment products designed for
institutional investors to retail investors. For example, Opes operated a
securitis | endi ng business, whi ch, from
like a margin lending business; and

() undercapitalisation. For example, Opes was not well capitalised and,
as a result, when a number of its clients faced significant losses in the
market dowaturn, it was not able to cover the shortfall.

17 In outlining these causes ASIC is not suggesting that there may not have
been any wrongdoing under t@erporations Act 200{Corporations Act).
Indeed, ASIC is actively pursuing a number of investigatiomfyiéing the
recovery of money for investors under s50 ofAlstralian Securities and
Investments Commission Act 2qBEIC Act).

ASI Cds oversight activities
18 In performing its role as an oversight body, ASIC exercises a number of
powers. ASIC:

(@) administergheAustralian financial services (AF8¥ensing regime to
ensure that applicants meet the minimum eldvgl statutory criteria;

(b) registers managed investment schemes that meet the statutory criteria;

(c) monitors compliance with the FSR regime, throughitooing and
acting on complaints and breach reports and conducting surveillance
and document reviews;

(d) modifies and exempts from the FSR regime where appropriate;

(e) encourages compliance with the law by helping industry understand
their obligations;

(f educatesnd informs retail investors and consumers; and

(@) enforces the FSR regime where there has been corporate wrongdoing.

19 ASIC has, within the regulatory framework, discharged its responsibilities
effectively and efficiently.

20 Prior to the market downturn acdllapses, ASIC carried out extensive
surveillance, compliance and enforcement (see Appendix 3).

21 ASIC has also sought to recover retail investor losses. For example:
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(@ Since November 2007, ASIC has commenced 16 civil actions seeking
to recover funds for irestors in Westpoint using its power under e60
the ASIC Act. These are substantial actions seeking to recover some
$329 million for investors

(b) ASIC was successful in obtaining court orders for a global mediation of
all Federal Court actions we commendéedcompensation arising from
the failure of the Westpoint Group

(c) ASIC, together with the then administrators of Opes (who were
subsequently appointed as liquidatpes)couraged mediatianvolving
ANZ andMerrill Lynch to resolve claims between the pasti This
mediation resulted in a settlement agreement and a creditors scheme of
arrangement subsequently approved by the creditors and the Federal
Court

(d) ASIC is continuing its investigations into Storm and is doing everything
it can to seekecovery of canpensatiorior investors.

ASI Cbébs forward program

22 While ASIC has fulfilled its role as required in the current FSR regime,
ASIC is committed to continually improving its performance. From May
2007 ASIC undertook an extensive strategic review to ensurmiris
effectivein performing its oversight role and in enforcing the Corporations
Act to the limit The key outcomes of that strategic review were:

(@ expansion and additional skills at the Commission level,
(b) an expanded senior team, much of it recruitethftioe market;

(c) a restructure to ensure ASIC officers are closer to their stakeholders;
and

(d) additional resources for market integrity issues.

23 This has enabled ASIC to respond meffectivelyand quicklyto issues
including those arising out of the globaldncial crisis and to push the
existing FSR regime to the limit. ASIC has developed a forward program
which will further reduce risks for retail investors. This forward program
(which it is actively implementings summarised ifablel
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Table 1:
Term of Reference

Adequacy of licensing
arrangements (TOR 5)

Role of financial advisers (TOR 1)

Role of commission arrangements
for product sales and advice (TOR
3)

ASIC& forward program

Issue

Licensing sets a low barrier to
entry and this is not understood by
investors

Licensing focuses on the entity,
not representatives, limiting ASIC&
ability to control entry into the
financial services industry or ban
individuals

Access to advice is limited i.e. not
all investors can, or do, obtain
advice

There are some instances of poor
quality advice being given

Remuneration structures in the
financial advice industry create
conflicts of interest which can
distort the quality of advice

ASIC Activities

ASIC will continue to assess
licence applicants using a risk-
based approach

ASIC will strengthen the financial
resource requirements for non-
APRA regulated AFS licensees
and look at other possible licence
conditions to mitigate retail
investor risk

ASIC will continue to identify and
ban problem individuals in the
financial services industry

ASIC is assessing how advice can
be made more widely available

ASIC is developing a generic
online advice tool

ASIC is looking to benchmark the
quality of advice through targeted
surveillance activities

ASIC will conduct a Shadow
Shopping survey to review current
training requirements for advisers
and the quality of advice

ASIC is reviewing whether to raise
the training standards for advisers
and will consult on proposals for
change.

ASIC will identify the impacts of
remuneration structures on
conflicts of interest and on the
quality of advice

© Australian Securities and Investments Commission August 2009

Page 8



PJC Inquiry into Financial Products and Services in Australia

Term of Reference Issue ASIC Activities

Appropriateness of information and  Disclosure can be ineffective ASIC will continue targeted

advice provided to consumers because of: the length and reviews of disclosure documents to
(TOR 6) complexity of some documents; ensure compliance with legal

limited consumer engagement and  requirements
understanding; and the mixed or

. . ASIC will continue to work with the
competing purposes of disclosure

FSWG on its project to simplify
disclosure

ASIC will continue to issue
regulatory guidance to improve
disclosure e.g. guidance to make it
clear that the law requires
disclosure of historic yield
information in agribusiness
managed investment scheme
PDSs

ASIC will identify and implement
ways to improve the effectiveness

of disclosure (beyond the scope of
the FSWGO6s py oj e
introducing disclosure against
benchmarksonandé f not ,
basis for specific products, etc

Role of marketing and advertising Advertising campaigns are ASIC will continue to monitor and

campaigns (TOR 4) extremely influential conduct targeted thematic
campaigns on advertising to
ensure compliance with ASIC
guidance and the law

ASIC will publish guidance on the
standards of advertising expected

Consumer education and Consumers have low levels of ASIC will continue to promote
understanding (TOR 7) financial literacy and delivery of financial education

derstandi . . .
understanding ASIC will continue to provide

Australians with access to
information and tools

ASIC will look beyond education
for solutions to promote financial
well-being e.g. by designing a
website to assist retail investors
create a financial plan and follow it
through

ASIC will develop and promote
national partnerships to expand
delivery of investors and consumer
education
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Term of Reference

PI Insurance (TOR 8)

Role of lending institutions
(Additional TOR)

Issue

PI Insurance has limitations as a
compensation mechanism and
these limitations are being
exacerbated by the current
hardening of the insurance market

There are limited regulatory
controls, especially on the
provision of credit to retail
borrowers to invest

There have been failures of
corporate governance and risk
management leading to higher risk
lending and inadequate
management of existing loans,
particularly where there is a
relationship between the lending
institution and a financial services
intermediary

ASIC Activities

ASIC will monitor and work with
industry to maximise the
effectiveness of Pl insurance as a
compensation mechanism as far
as possible

ASIC will update RG 126 to clarify
guidance on the requirements to
hold fraud and product-switching
cover

ASIC will be responsible for the
regulation of consumer credit and
margin lending under the new
margin lending and credit reforms

ASIC has set up a dedicated
Credit Taskforce to implement the
reforms, including engaging in an
extensive consultation process on
proposed guidance on how we will
administer the reforms

ASIC will continue to take action
within its consumer protection
jurisdiction

Note: This table sets out ASIC& forward program to increase investor confidence and better protect retail investors. The
projects and activities set out in this table are discussed in Sections C to J of the submission. See also Appendix 3.

24 The key initiatives that ASIC is focusing on in this forward program are:
(@) appropriate financial resource requirements forABRA regulated
AFS licensees;
Note: Further information about this project is set out in Section C.
(b) improving the quality of adge by increased surveillance and (subject
to consultation) raising the training standards for financial advisers;
Note: Further information about this project is set out in Section D.

(c) improving the effectiveness of disclosure e.g. by introducing diselosu
against benchmarks for specific
and

pr oc

Note: Further information about this project is set out in Section F.

(d) improving financial literacy and retail investor education.

Note: Further information about this projecsit out in Section H.
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Efficiency versus protection of retail investors i
reassessing the balance

25 On the whole the FSR regime has delivered benefits to the Australian
economy and retail investors. However, as stated above, recent events have
raised the podisle need for the PJC to reassess the policy settings of the FSR
regime and, in particular, the balance between market efficiency and investor
protection.

26 ASI Cb6s f or «setrou inTabled)gvill @sist N minimising
further retail investor losses. Nevertheless, ASIC believes that the Inquiry
may need to reassess the balance reached by the Wallis Inquiry between
market efficiency and retail investor protection because ASIC and industry
action may not, witim the current policy settings of the FSR regime,
adequately protect retail investors.

27 ASIC believes that changes to the policy settings of the FSR regime are
matters for Government. ASIC6s role i:¢
providing information, data ahadvice based on its regulatory experience. In
light of our regulatory experience, we have identified a number of possible
options for reform (i.e. options that shift the balance more in favour of retalil
investors). These options are summarisethainle2 and detailed in
subsequent sections of this submission. While increased interveatitzh
impact on market efficiency, the benefits it will deliver, in terms of increased
investor protection from loss and inas&d investor confidence causing
retail investors to renter the market, may outweigh the cdating the
term in its broadest sense)

© Australian Securities and Investments Commission August 2009 Page 11



PJC Inquiry into Financial Products and Services in Australia

Table 2:

Term of Reference

Adequacy of licensing
arrangements (TOR 5)

Role of financial advisers (TOR 1)

Role of commission arrangements
for product sales and advice (TOR
3)

Issue

Licensing sets a low barrier to
entry and this is not understood by
investors

Licensing focuses on the entity,
not representatives, limiting ASIC&
ability to control entry or ban
individuals

Access to advice is limited i.e. not
all investors can, or do, obtain
advice

There are some instances of poor
quality advice being given

Remuneration structures in the
financial advice industry create
conflicts of interest which can
distort the quality of advice

Options for regulatory change to shift the balance in favour of retail investors

Regulatory change options for
consideration by Government

Financial resource and other
requirements i Depending on the
outcome of ASIC& activity to
strengthen financial resource
requirements and review other
possible licence conditions to
mitigate retail investor risk, the
Government may need to consider
changes to policy settings to
enable ASIC to set appropriate
financial resources requirements
for AFS licensees

Minor changes to licensing
threshold i Enable ASIC to refuse
or remove a licence where a
licensee may breach (rather than
will breach) its obligations

dNegative licensingdof
individuals 7 Enable ASIC to ban
individuals who are not fit and
proper and who may not comply
(rather than will not comply) with a
financial services law. Clarify that
ASIC can ban individuals who are
involved in a breach of obligations
by another person

Fiduciary standard i Clarify the
duty owed by financial advisers to
clients (i.e. a fiduciary-style duty to
act in the best interests of clients
and, where there is a conflict

bet ween the advi
and the clientds
interests of the client)

More prominent disclosure of
restrictions on advice i Require
disclosure of restrictions on advice
in advertising and marketing
material

Remuneration structures for
advisers T Prevent remuneration
structures that may create conflicts
of interest that adversely affect the
quality of advice, particularly
personal advice

© Australian Securities and Investments Commission August 2009
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Term of Reference

Appropriateness of information and
advice provided to consumers
(TOR 6)

Role of marketing and advertising
campaigns (TOR 4)

Consumer education and
understanding (TOR 7)

Pl insurance (TOR 8)

Role of lending institutions
(Additional TOR)

Issue

Disclosure can be ineffective
because of: length and complexity
of some documents; limited
consumer engagement and
understanding; and the mixed or
competing purposes of disclosure

Advertising campaigns are
extremely influential

Consumers have low levels of
financial literacy and
understanding

Pl insurance has limitations as a
compensation mechanism and
these limitations are being
exacerbated by the current
hardening of the insurance market

There are limited regulatory
controls, especially on the
provision of credit to retail
borrowers to invest

There have been failures of
corporate governance and risk
management leading to higher risk
lending and inadequate
management of existing loans,
particularly where there is a
relationship between the lending
institution and a financial services
intermediary

Regulatory change options for
consideration by Government

ASICG disclosure project i
ASIC®& project to improve the
effectiveness of disclosure may
recommend law reform

Mandatory content in
advertising 1 Enable ASIC to
require issuers of certain classes
of products to include certain
content in their advertising and
marketing material

Enhance ASI
order poweri Make AS1 Cd s
order power under Ch 6D
consistent with the stop order
power under Pt 7.9

Government and industry action
T There are no changes to be
considered by Government at this
stage. However, Government and
industry need to fully support
financial literacy initiatives

Compensation scheme i Review
Pl insurance as a compensation
mechanism and consider
alternatives such as a statutory
compensation scheme

Current Government law reform
T The proposed federal credit and
margin lending reforms seeks to
address these issues

Note: These possible changes to the policy settings of the FSR regime along with some other policy options (e.g.
comparative overseas approaches to address similar issues) are discussed in Sections C to J of the submission.

28 In ASICGs view, the following two reforms are likely to have the most
significant impact on protecting retail investors:

© Australian Securities and Investments Commission August 2009
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(a) clarifying the standard oface for advisers by ensuring they act in the
best interests of their client (i.e. imposing a statutory fiduesayle
duty to act in the best interests of clients and, where there is a conflict
between the interestd the adviseand the client, prefehe interests of
the client); and

Note: Further information about this option is set out in Section D.

(b) preventing remuneration structures that may create conflicts of interest
that adversely affect the quality of advice.

Note: Further information aboutighoption is set out in Section E.

More far reaching changes

29 In addition, the PJC and the Government may conclude that recent events
indicate that the policy settings thfe FSR regime should be fundamentally
changed and the types of options identifiedvabare insufficient. If this is
the case, then the PJC and Government could consider reforms such as:

(a) prudential regulation of a greater range of financial products;
(b) product design prohibitions or limitations;
(c) a duty of suitability for product issuers aimtermediaries; and

d 6l icensingd of investors.

30 To assist the PJC and the Government ASIC has set out information about
these reforms in Section K.

Criticisms relating to Storm and Opes

31 Criticism has been levelled at ASIC that it should have done morevern
the collapse of Storm and, possibly, Opes. ASIC rejects those criticisms.

32 In light of the recent collapses and corporate failures, ASIC has reviewed its
involvement to determine whether it could have done more to prevent the
collapses and corporaf&lures. This review has confirmed that ASIC has
performed its role under the current FSR regime in relation to these events.

33 In Appendix 5, which deals with ASI C0:
investigations relating to Storm, we note the statement ASI taetthe
Additional Estimates Hearing of the Senate Standing Committee on
Economics on 25 February 2009. In that statement, ASIC said:

ANe are in the process of reviewing our contacts with Storm and
complaints to ASIC about Storm. What we can say asthige is that,

prior to 2006, there were communications between ASIC, Storm and its
officers based on routine ASIC surveillance in Queensland on financial
planners. However, issues that arose about disclosure matters raised in
those surveillances were obged at the time.

© Australian Securities and Investments Commission August 2009 Page 14
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During 200607, ASIC received four complaints about Storm in relation to

its statements of advice and fee levels, but no complaints were received
from Stormés clients. These issues
addressed at ¢htime by Storm. They did not involve the need to look

further into their business model.

In NovembetDecember 2007, ASIC examined a prospectus lodged by
Storm for the purposes of a public offering of its business. That offering
did not proceed.

In eaty 2008, we received a call in our call centre from an unidentified
financial advisory firm complaining about Storm, but we were not able to
take that further. At the end of October, we did receive complaints from
investors of Storm and we followed up sedmmediately, and as a result
ASIC commenced a formal investigation on 12 December 2008.

Neither the earlier surveillance work nor the more recent complaints on the
work we have done so far provided ASIC with a smoking gun. Whether
with the benefit ohindsight they should have or we should have seen
greater signs is a matter that we are still examining. | go back to the point |
made earlier: the options that were available to close down that business at
the time were very, very limited, if ardy.

34 ASIC confirms the conclusen reached in this statemefit.summary, ASIC
believes it responded appropriately to the concerns raised and surveillances
undertaken in relation to Storm. ASIC has considered these concerns and
surveillances in the context of marleatents in 2008 and changes in equity
value experienced by the Storm investors. Overall, ASIC confirms its belief
that there was no evidence on which ASIC could have and should have taken
actionto close down Storm

35 In Appendix 6 whichdeabwi t h A 8dnspdics to forenal
investigations in relation to Opes, we note the statement ASIC made to the
Senate Standing Committee on Economics Additional Estimates Hearing on
5 June 2008. In that statement, ASIC said:

O6The ASX reported to us on 12 and 13 Febr22198 that Opes was

slightly below its liquidity requirement in relation to, primarily,

counterparty risk because it was a market participant and trader on the
exchange. We looked at that within a very short time but, in fact, it got its
ratio back over Wwat the ASX required for liquidity. Indeed, when it went

into voluntary administration it was above that. The liquidity ratio that the
ASX asked us to look at was not a solvency test, so you were not able from
that to work out that there could be issoésolvency coming up.

36 I n summary, the subsequent review of
prior to our formal investigation confirms the information provided in this
Statement.

37 Appendices 5 and 6 dealing with Storm and Opes are provided Rd @on

aconfidential basis because disclosure of the information set out in these
appendices may prejudice our ongoing investigations in relation to Storm
and Opes. When our inquiries and investigations are complete, we will

review the appendices to assessdktent to which they can be made public.
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38 In addition, in Appendix 4 we respond (on a reamfidential basis) to more
specific criticisms concerning Storm, including criticismabdi@ | C06 s
actions in negotiating an enforceable undertaking (EU) with Storm
December 2008. ASIC commenced the EU negotiations because it was
concerned that Stormay have beeproviding conflicted, incorrect and
damaging advice to Storm investors who were in negative equity. By the
time ASIC sought to negotiate the EU witto®n in December 2008, the
damage to investors had occurred.

39 ASIC at all times has sought to discharge its obligations in the best interests
of St or mXsa priorityj ASIE ts ocused on its investigations into
Storm and is doing everything it cemseek redress for investors. We are
aiming to report back on the status of investigations by around 31 August
20009.
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B General regulatory environment for products
and services (TOR 2)

Key points

The underlying economic philosophy of the Australian FSR regime is the
6efficient markets theorybo

As a result of this underlying economic philosophy the FSR regime
administered by ASIC is designed to promote market integrity and
consumer protection through conduct and disclosure regulation.

In the FSR conduct and disclosure regime ASIC is an oversight and
enforcement body.

ASIC conducts a number of activities when fulfilling its role as an oversight
and enforcement body. ASIC has recently re-structured and undertaken
new initiatives to ensure it best fulfils its role.

What is the economic philosophy underlying the regulatory
regime?

40 The economic philosophy underlying the Australian FSR rebjsrthat
markets drive efficiency and that markets operate most efficiently when
there is a minimum of regulatory intervemtioThis philosophy can be
loosely calledefficient markets theoy

41 Efficient markets theory has been the foundation of Australian financial
services regulatory policy since, at least, the Australian Financial System
Inquiry of 1981 (the Campbell Ingyj). Its influence continued through to
the Walllis Inquiryin 1997,

42 The basic features of the current FSR regime were developed following the
principles set out in the Wallis Report. The Wallis Report, in accordance
with efficient markets theory, statésatdi]n designing regulatory
arrangements, it is important to ensure minimum distortion of the vital roles
of markets themselves in providing competitive, efficient and innovative

A

means of meeting u s t oneed$’s 6

36 Australian financial services regulatory regimedé or O6AuSt
Corporations Act It also includes Chapters 5C and 6D, as well as the financial services provisiona®fCh&ct. Chapter
5C,whiche al s with the regulation of managed investments scheme

Inquiry into Agribusiness Managed Investment Schemes.
4 Wallis Report, p.15.
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43 The Wallis Report recognised thatven the complexity of financial
products and the adverse consequences of breaching financial promises,
there must be some regulatory intervention in the market to ensure that
market participants act with integrity and that consumers are protected. That
is, the underlying philosophy accepts that regulation is necessary to deal
with factors that prevent the market operating efficiently (e.g. fraudulent
conduct by market participants, information asymmetries and anti
competitive conduct). However, thagtdation should be the minimum
necessary to respond to market failures.

How does this economic philosophy shape the regulatory regime?

Conduct and disclosure regulation

44 As a result of this underlying econongibilosophy the FSR regime
administered by ASI seeks to balance investor protection with market
efficiency. As such, the regimie designed to promote market integrity and
consumer protection through conduct and disclosure regulgtitris

(@) conduct regulatioii rules designed to ensure industrytiggpants
behave with honesty, fairness, integrity and competence, as well as
rules relating to the settlement of disputes between market participants
and investors; and

(b) disclosure regulation rules designed to:

() overcome the information asymmetry betwawdustry
participants and investors by requiring disclosure of information
required to facilitate informed decisions by investors; and

(i) promote transparency in financial markets.

Efficiency, flexibility and innovation in the financial services indusiry a
promoted by ensuring that these rules are at the bare minimum.

45 Conduct and disclosure regulation does not involve any guarantee that
regulated products and institutions will not fail and that promises made to
retail investors will be met. Under a camtl and disclosure regime retail
investors are still subject to risks.

46 The outcome of this regulatory setting is:

(a) efficient and flexible allocation of risk and resources and a low cost of
capital;

(b) promotion of competition, innovation and flexibility; én

(c) retail investors having access to a wide range of products.
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47 On the other hand, under this regulatory settatgil investors may suffer
loss because:

(@) they have access to all financial products (including-higihproducts)
offered in the markeatrespective of their level of understanding of
those productsr the suitability of thse products

(b) they can chose the extent of diversification for their investments
(including an inappropriately undiversified set of investments); and

(c) the regulation does haim to prevent failure dfnancialproducts.
Indeed, failure of certain products because of, for example;riukh
business strategigs anessentiapart of an efficient market.

Prudential regulation

48 The Wallis Report accepted that some areaseofittancial system require
more regulatory intervention than conduct and disclosure regulation. They
require financial safety regulation in the form of prudential regulation.
Unlike conduct and disclosure regulatipnudential regulatioiis designed
to ensure (or increase the likelihood) that financial products and institutions
do not fail and that promises by financial service or product providers to
investors are met. In this way, prudential regulation may reduce systemic
risk (by minimising the riskhat key institutions will fail) and promote
investor protection (by minimising the risk that promises made to investors
are not met).

49 The intensity of that prudential regulation should be greatest where the
systemic risks and the intensity of the fin@hpromises, and hence the risk
of market failure, are greatest. However, as regulation imposes costs both
directly and on the wider economy, this more intense form of regulation
should not be extended to all participants in the financial markets bbr to a
financial products.

50 The Wallis Report recommended, and @@vernment agreethat

Authorised Depositaking Institutions and General and Life Insurers and
larger superannuation funds should be subject to prudential supervision by
the Australian Prudgial Regulation Authority (APRA), but not other
financial institutions or product&or example, securitisation, which was a
significant problem in the recent global financial crisis, was outside
prudential regulation. Similarly, markébked investment§debentures,
mortgage trusts and unlisted trusts) were outside prudential regulation.
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How does this economic philosophy shape ASICG role?”

Table 3:

Role

51

52

53

In the FSR conduct and disclosure regime, ASIC is an oversight and
enforcement bodyThe FSR regime is largelylsexecuting AFS licensees

and other participants are expected to comply wittctimeluct and

disclosure obligations in the la®SIC oversees compliance with Hee
obligationsand then takes appropriate enforcement action when there-is non
compliance. SICG& power to take action ahead of rympliance is

limited.

Consistent with the economic philosophy underlying the FSR regime, ASIC
does not take action on the basisommerciallyflawed business models. A
significant feature of the recent collap$esding to investor losses, is flawed
business models, that is, models that could only prosper if asset prices
continually rose and debt markets remained open and ligesponsibility

for flawed business models lies with management and the board.

ASICG activities

The activities ASIC performs when fulfilling its role in the FSR conduct and
disclosure regime are summarised able3.

Note: More detail about ASI® activities relevanttothien qu i r y 6 aferenoer ms o f
are set out ithe relevant sections of this submission andppendix 3.

Outline of activities ASIC performs in the FSR regime

What ASIC does?

Administer the AFS licensing ASIC assesses applications for an AFS licence and applications to vary an

regime

existing licence. ASIC also has power to impose additional conditions on
AFS licences, to cancel AFS licences and to ban a person from participating
in the financial services industry.

Register managed investment  ASIC registers managed investment schemes that meet the requirements in

schemes

Monitor compliance with:

- the AFS licensing
requirements

s601ED of the Corporations Act.

Note: ASIC& registration of managed investment schemes is not covered in
Appendix 3 as it was dealt with in ASIC& submission to the PJC& Agribusiness
Managed Investment Schemes Inquiry.

ASIC monitors and acts on complaints and breach reports. ASIC considers a
range of factors when deciding whether to investigate.

In addition to monitoring and acting on complaints and breach reports, ASIC

Thi s

paper

focuses on ASI C6s rbhiiiegoutside finarcial préd8d&s arrd seyvicane . ASI C

regulation. ASIC is the corporate regulator, overseeing approximately 1.7 million Australian companies and their directors
and officers. ASIC also regulates the 5,357 auditors and 660 registered liquibtetioesfinancial industry, ASIC regulates
16 financial markets and 5 clearing and settlement facilities. (Figures current at 31 June 2009.)
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Role

- the conduct obligations in
the Corporations Act

- the general consumer
protection provisions for
financial services and
products in the ASIC Act
and

- disclosure obligations

Take enforcement action
against breaches of the law

Modify and exempt from the
law when appropriate

Encourage compliance with
the law, by helping the
financial services industry
understand its compliance
obligations

Educate and inform investors

What ASIC does?

also directly monitors entities, documents and transactions for compliance
with the FSR obligations of its own initiative. ASIC has certain powers that
facilitate its monitoring activities.

ASIC& deterrence and enforcement activities consist of:
- formal investigations or surveillances of suspected misconduct; and
- enforcement actions, that is:

— civil proceedings to protect consumers, impose a civil penalty or recover
funds for consumers;

— criminal proceedings (usually via the Commonwealth Director of Public
Prosecutions (CDPP)) to impose a criminal penalty and actively deter
misconduct in the market place;

— administrative proceedings by ASIC (or via a referral to another decision
maker) to remove licence authorisation, disqualify or ban persons; or

— set conditions on future conduct by the party (e.g. via an enforceable
undertaking).

ASIC has a range of compulsory information-gathering, inspection and formal
interview powers to facilitate its formal investigations.

ASIC has powers to exempt individual entities or products or classes of
entities or products from aspects of the FSR regime. ASIC can also modify
aspects of the FSR regime.

ASIC exercises these powers on application and on its own motion.

ASIC issues regulatory guidance that explains how and when it will exercise
its powers to exempt from or modify the law.

ASIC has developed and issued guidance in relation to how it administers
the law to provide clarity to the industry participants about what we expect
from them and to help them understand the legislative requirements.

ASIC also helps industry understand its obligations through AS| C6 s
compliance activities.

ASIC delivers investor education and information in three ways:

- through its consumer websites i ASIC& primary channel for delivering
investor education is through the internet. This is because we are able to
reach a wide audience this way. ASIC currently has two websites focused
on investor education;

- through other channels i publications, media, professional learning
packages and outreach; and

- via stakeholder liaison.
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ASICG structure

54 In 2008 ASIC completed a strategic review of its operati®he aim of the
strategic review was to create an ASIC that:

(a) better understands the markets it regulates;
(b) is moreforwardlookingin examining issues and systemic risks;

(c) ismuch clearer in outlining to the market why it has chosen to intervene
and the behavioural changes it is seeking; and

(d) has a clearer set of priorities.

55 One of the major outcomes of the strategic review was that ASIC
restructured to better fulfil its rolesa conduct and disclosure regulaiidre
four directorategEnforcement, Compliance, Regulation and Consumer
Protection) were replaced with outwardly focused stakeholder teams and
deterrence team$here are currently 13 stakeholder teams and 8 deterrence
teams.

56 The stakeholder and deterrence teams are located in the Financial Economy
partof ASIC& structure. The aim of the Financial Economy teams is to
increaseconfidence and integrity in Austrafiacapital and financial markets
andbetterprotect inestors and consumers. The Financial Economy teams
are outwardly focused, that is, their work focuses on &S#fakeholders.

This focus means that ASIC is better placed to drive behavioural change and
to better understand the external stakeholders ulaezs.

57 Each stakeholder team has around 30 people, operating under a national
structure. Each undertakes a variety of activities to influence behaviour of
participants in the financial economy and bring about positive changes for
consumers and investoiscluding:

(@ monitoringcompliance with the law and promoting behavioural change
by conducting surveillances;

(b) interveningin cases where we detect serious-nompliance,
particularly where there may be harm to investors or the market
integrity of Australads financial markets;

(c) workingwith industry and other stakeholders to promote higher
standards of business conduct and help them to delivaegelfatory
initiatives;

(d) developingpolicy and industry guidance;

(e) assistinghe financial services industry tmderstand their legal
obligations and the regulafisrexpectations;

(H deliveringinformation and education products and seryiees

(9) developingconsumer protection ggpaigns and compliance projects.
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58 Stakeholder teams will identify specific areas of foeash year and they
continuously revievtheir priorities to address new issues amierging
risks.

59 The Financial Economy stakeholder teams most relevant to theyi@quir

terms of reference are:

(@ Financial Advisers;

(b) Consumers anRetail Investors

(c) DepositTakersand Insurance Providerand
(d) Credit

There are alsdhree Financial &vices deterrence teamwhich take
enforcement action in relation to financial services

Note: The work of the Investment Managers stakeholder team is relevant to the
Committeds Inquiry into Agribusiness Managed Investment Schemes.
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C  Adequacy of licensing arrangements (TOR 5)

ASIC®& ability to protect investors by restricting entry into, or removing
participants from, the financial services industry who might cause or
contribute to investor loss is limited under the current FSR regime. This is
because the current FSR regime:

e sets the threshold for obtaining an AFS licence relatively low and the
threshold for cancelling an AFS licence relatively high; and

e focuses on the entity rather than the directors, employees or other
representatives.

ASIC will investigate opportunities to increase the threshold for obtaining
an AFS licence by reviewing and strengthening the minimum financial
resource requirements expected of a licensee. ASIC will also investigate
other ways we can use licence conditions to mitigate retail investor risk.

ASIC also believes the Government should assess whether the following
modifications to ASIC& licensing and banning power will enhance ASIC&
ability to protect investors:

e minor changes to the licensing threshold so that ASIC can refuse or
cancel a licence where a licensee may breach (rather than will breach)
its obligations;

e clarification that ASIC can ban individuals who are involved in a breach
of obligations by another person; and

e 6negat i v eofihdviduwla s ithat §SC can ban individuals who
are not fit and proper and may not comply with the law.

Key issues

60 The key issues in relation to the AFS licensing regime are:

(@ theFSR regimesetsthethreshold for obtaining an AFS licence
relatively lowandthe threshold focanceling an AFS licence relatively
high; and

(b) theFSR regimdocuses on the entity rather than theectors,
employees or other representatives of that entitigh meansASIC:

() cannot prevent individuals entering the industry; and
(i) can have difficulty removing individuals.
All of these factors limit ASI& abilityto protect investors by restricting or

removingfrom the industry participantgsho might causer contribute to
invesor loss.
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Licensing threshold

61 A key function of licensing is as@atekeeping@mechanism odarrierto-
entryd The AFS licensing process acts as a-gagping mechanism to
maintain market integrity and protect investors by keeping out participants
who may otherwise lack the basic competence, integrity or resources (i.e.
adequate financial resources, systems and processes) to provide the relevant
financial services.

62 However, the barrieto-entry set bythe AFS licensing regimis relatively
low. Consisent with the economic philosophy underlying the FSR regime
(see SectioB), thelegislative framework iglesigned to let entities enter the
market. ASIC must grant a licenite

(@ the application is made properly;

(b) ASIC has no reason to believe that the applicant will not comply with
licensee obligations;

(c) ASIC is satisfied that thie is no reason to believe that the applicant
t he appl i c aodfficdisarenotefg@odfame ordharacter,;
and

(d) the applicat has provided ASIC with any additional information
requested for the purposes of assessing the application

63 ASIC cannot refuse an application for an AFS licence for reasons beyond the
abovespecified criteria (g. ASIC cannot refuse @ranta licenceon the
basis of the licensé proposed business modefit most the licensing
process seeks to ensure that an entity is confined to providing financial
services that it is competent to provide and has adequate resoupcegide
at the time of applid&on. It does not involveraendorsement of business
models adopted by the applicant.

64 Once a licence is granted ASt@@ly has the power tsuspenar cancel a
licencein limited circumstances.

65 ASIC canonly immediately suspend or cancel a licenceapplcation by
the licensee omwhere the licensee is insolvent, ceases to carry on the
businessis convicted of serious fraudy isincapacitated ASIC can
suspend or cancel a licence after a hearing where:

(@ the licensee has not complied withobligations

(b) ASIC has reason to believe the licensee will not comply igth
obligations in the future;

(¢) ASIC is no longer satisfied that the licensee is of good fame or
character;

(d) a banning order is made against the lgsnor a key representative of
thelicenseepr
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(e) the application was materially false or misleadingmitted a material
matter

66 ASIC& decision to suspend or cancel a licence can be appealed to the
AdministrativeAppealsTribunal (AAT). In practice ASIC has found it very
difficult to establish befie the AAT that a licensee will not comply with
obligations in the futurelhis makes it difficult to remove license&bo
may potentially cause investor lossesdvance of an actual breach

67 The relatively low threshold for obtaining an AFS licence dedrélatively
high threshold for removing a licence is not well understood by retalil
investors. Licensing, therefore, may give retail investors a sense of security
which is inconsistent with the settings of the regime. There is a perception
amongst some esumers that an AFS licence means that the licensee has
been approved by ASIC or that it signifibg high quality of the financial
services provided by the licensee. For example, in submissions to the
Il nquiry, some for mer Stormwas approvieckby t s
ASI C6o.

Focus on entity

68 The AFS licensing regime focuses on the entity rather than the directors,
employees or other representatives of that entity

69 Licensinggenerally occurs at the entity level. Under @erporationsAct, a
personor entity that carries on a financial services business in Australia must
obtain an AFS licence from ASIC, covering the provision of the relevant
financial services, unless an exemption applies. A key exemption is for those
who provide services as a reatative of a license&ssentially,
representatives are employees, direceumthorised representatives
(including corporate authorised representatives) of the licensee. ASIC does
not approve representatives

70 In addition,conduct and disclosure obligatis of the FSR regime are largely
imposed on the AFS licensdee(the entity), not the representatives who
work for that entity: see AppendiXfor more detail.

Note: There are some specific conduct and disclosure obligations that are imposed
directly an authorised representatives, as well as AFS licensees.

71 This focus on the entitymits ASIC& ability to control the individual
participants in the financial services industry.

72 While authorised representatives must be registered with ASIC, ASIC has no
information about employee representativ@s the whole, ASIC must rely
on licensees to ensure the competence and integrity of their representatives
in the financial services industSIC can experience difficulties in
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73

74

ASIC®& activities

75

locating (and taking action agathso-calledé b a d  @nghp finensid
services industry.

Moreover, A S | @Mdilisy to banindividuals from the industry ialso
limited. Generally, ASIC may only ban individuals, after a hearing, on the
following grounds:

(@) ASIC suspends or cancels an@\kcence held by the person;

(b) the person has not complied with their obligations as an AFS licensee
under s912A

(c) ASIC has reason to believe that the person will not comply tiwétin
obligations as an AFS licensee under s912A

(d) the person has not compliedgth a financial service layor

(e) ASIC has reason to believe that the person will not comply with a
financial services law.

A S| @liiligy to ban individuals from the industry under the graind
paragraplty3 arelimited bytwo factors:

(a) key obligations are imposed on the entity, ittepresentative©ften
individuals who have behaved inappropriately will not actually have
breached the financial services law, becausé&ekebligatiors are
imposed on the authising licensegand

(b) itis difficult to establish before the AAT that a person will not comply
with its obligations in the future

Licensing process

ASIC has a dedicated team tletsesseaFS licenceapplicatons. ASIC

uses a rislbasedapproach in its assessment of licence applications. This
helps ASIC determine the level of scrutiny it gives an application. In
general, the factors that ASIC takes into account in its risk assessment are
the complexity of the licence authorisations beapglied for, as well as
ASIC& analysis of the kind of business the applicant is undertaking (e
financial planning business or issuing financial products) and the market in
which the applicant proposes to operate.

Note: Further detaila b o ut  AehsinG pracess including what ASIC considers in
deciding whether to grant an AFS licence are set afppendix 3
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Strengthening the licensing regime i financial resource
requirements

76 Investor protection could be improved by increasing the licertbieghold
As indicated above, the relatively low threshofdhe AFS licensing regime
is consistent with the economic philosophy underpinning the FSR regime
and so there are limits to the changes@&in makeNeverthelessASIC is
exploring whether it caimcrease théhresholdwithin the limits of the
existing conduct and disclosure regimrA&IC is exploring whether the
financial resource requirements that must be met by AFS licensees can be
strengthenedand whether other licence conditions can be imptsed
mitigate retail investor risk

Note: ASICis also examining strengthening its licence conditions in relatitmeto
minimum training standardbat apply to financial advisers: sBection D.

77 ASIC imposes financial requiremeritg licence conditioson AFS
licenseedo help ensure that:

(a) alicensee has sufficient financial resources to conduct their business in
compliance with th&€orporationsAct (including carrying out
supervisory arrangements);

(b) there is a financial buffer to decrease the risk of ardexly or non
compliant windup if the license@ business fails; and

(c) there are incentives fdine license¢o comply(i.e. throughtherisk of
financial l0s3.

Note: The financial requirements imposed by ASIC are explained in Regulatory Guide
166Licensng: Financial requirementéRG 166).

78 In general, the type and level of financial requirements will depend on the
activities of the licenseeg the authorisations being sought and the products
that will be covered. The financial requirements do not aggpntities
regulated by APRA because these entities are cuiojgrudential
requirements.

79 The financial requirements imposed by ASIC are not the same as the
financial requirements imposed by APRA. ASIC is not a prudential
regulator andas suchA S | s@irfancial requirements are not intended to
ensure that a licensee will be able to meet their financial commitments
(including commitments to their clients or market counterparties

Other licence conditions

80 ASIC imposes a number of licence conditionsupport the obligations of
AFS licensees. These include conditions to ensure that the licensee has
adequate risk management systems and other resources such as technological
and human resources to provide the financial services covered by the licence
andadequately supervise their employees and authorised representatives.
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These requirements, like the financial requirements, will vary depending on
the activities of the licensee, size of the business, etc.

ASI Cbs project

81 ASIC is currently reviewing theesouce requirements that apply o
APRA regulated AFS licensee$he project is investigatinghowannt i t y 0 s
resources (e.g. adequate financial resources, systems and pratesses)
bolsteredo mitigae:

(a) the risk of failure ofat least somdicenses; and

(b) if failure does occur, the consequences forlthe ¢ e rustenees and
the markets in which it participates.

The project will also look at whether there is scope for ASIC to introduce
licence conditions about the delivery of certain hiiglk products in order to
mitigate retail investor riskThis work is being informed by our experiences,
and the experiences of overseas regulators, in the volatile market period of
the last year.

82 Strengthening the licensing reginmethis mannemayenable ASIGo keep
some participants out of the industry and enhance investor protdetion.
example, requiring capital adequacy and liquidity requiremgintslar, but
not identical to those required of APRA regulated institutipfts some
AFS licenseesuch asperators of mortgage trusts and unlisted property
trusts may improve protection for retail investors in these types of funds.

83 However, itmayalso:

(@) increase barriers to entry, which will raise costs, reduce competition and
stifle innovation;

(b) impede indv i d u a Is® @ondudt lgukirtesses of their choice;

(c) possibly increase attempts to conduct illegal activity in the unregulated
sphere; and

(d) increase regulatory costs.
ASIC will have to balance these factors against enhanced investor and

systemic proteatin.

Focusing on representatives

Bannings

84 ASIC is active in banning individuals in the financial services industry
despitethe limitations on legal power referred to in aeph73 above For
example from July 2006 t0o30 June 2009ASIC bannedl17individuals
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from providing financial servicesither permanently or for a specified
period.

Bad apples project

85 ASIC hasworkedto deal with thessueof problemrepresentatives (often
calledo b a d pnmvying Fosndcensee to licensdsy working withthe
financial servicesndustry. In 2007 ASIC published a handbook, developed
jointly with industry representatives and Standards Australia, on Reference
Checking in the Financial Services Industoylimit the abilityof bad apples
to move within the sector. The handbook sought to standardise a reference
checking framework that can be applied to finane@alices industry
participantsand encourage sharing of information between licensees

Changes to the policy settings of the FSR regime

Strengthening the licensing regime

Financial resource and other requirements

86 As stated above, ASIC is currently reviewing the finan@aburce
requirements fononAPRA regulatedAFS licensees, with a view to
improving investor and sgemc protection. However, ASIC is nat
prudential regulator and ASIiG not able to set prudential requirements for
AFS licensees. This will limit thgype and nature of tHaancial resource
requirements we can impose. At this stage of the projéstido early to
tell whether this limitation will prevent ASIC imposing appropriately
rigorous resource requirements on some or all AFS licenaddgionally,
ASIC is also investigating whether it can impose other licence conditions to
mitigate retailinvestor risk ASIC will inform the Government if we
conclude that we are unable to impose apprope@ateitionsto protect retalil
investorsusing our current powers and believe that Government should
consider law reform.

Enhancing the licensing power

87 ASIC believes the Government should consilermerits oslightly
modifying the requirements for granting and remowAkss licencesin order
toenhane A S | @liligy to protect investorsThis could be achieved by
replacing the curredicensingd e n tequiyetnentthat ASIC have no
reason to believe the licens@ev indtd o m pwitly tdeir obligations under
s912A in the future, with the slightly lower standardofm angtc o mpar y 6
0 inat likely toc o m pwitty tBeir obligations in the future.
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88 This changewould overcome the difficulty ASIC currently experiences
when trying toassess whether an applicanll comply with their obligations
and meet their licence conditions before they have commenced business. The
slightly lower standard proposed abdie.6 maxgtc o m par ¢y idat
likely toc o mp Wopldenable ASIC to consider a wider range of matters
than currently permittednd minimise this difficulty.

89 This requirement (i.&d maoy @ilikelydnot to comply with their
obligations)couldalsobe introduced as a basis for cancelling or suspending
AFS licences after a hearing. As stated above, ASIC has found it very
difficult to establish before the AAT that a licensee will not comply with
obligations in the future. This limi&SICGs ability to act prior to a breach.

90 The National Consumer Credit Protection Bill 2q@8: Credit Bill)
introduced into Parliament on 25 June 2q@¥@poses similar licensing
requirements to grant and cancedditlicencesThe Explanatory
Memorandum to th€reditBill notes that the requirement for ASIC to have
a reason to believe that the credit licensee will not comply with the
legislation would require ASI@o believe, as a matter of certainty, that the
applicant will contravene the obligations in the futaed notes thab Juch
a standard would be so onerous that it could result, in practice, in ASIC
never being able to refuse a credit licéifcg S | @xXperience under the
AFS licensing regime has informed this conclusion:S&eoy Bridge
Financial Pty Ltdand Ors and ASI{2003] AATA 480.

Focusing on representatives

91 ASIC believes the Government should consttiermerits onhancing
ASICGs power to act against individuals by amending the banning power
s920Aas follows:

(a) clarify that ASIC is abléo ban a individual (after a hearing) wheee
person i i n v an awendlabention dd financial services law by
another person i.e. its authorising licensearmther person;

(b) enable ASIC to ban an individual (after a hearing) wASEC has
reason to belie that the person is notfit andp r o persorbto
engage in financial services; and

(c) replace the existing grounds for banning a person where ASIC has
reason to believe that the pergonv indtd o m pwitly st912A ora
financial services law with thdightly lower standard o6 m aagt
C 0 mpoar ¢y iliely nottoc o mp 1|l y 6

Note: The Credit Bill contains similar provisions these proposed amendments

® Explanatory Memorandum to the National Consumer Credit Protection Bill 2009.

© Australian Securities and Investments Commission August 2009 Page 31



PJC Inquiry into Financial Products and Services in Australia

92 Together theethree changes, if introduced, would enhafcg | @ldility to
identify and ban individals who are likely to cause investor losses. These
powers would increase the range of matters ASIC can take into account at
the banning stage and make the banning power moredike @ g at i v e
| i c e pavern g o

6l nvol ved inbo

93 Currently,the banning power doemt explicitly permit ASIC tdake action
against an individual who is involved in a contravention of the financial
services law by another persamnich asts authorising licenseé&or
example, the conduct of an employee adviser giving negligent or
inappopriate (but not fraudulent) advice to a retail client will result in a
breach of s945Af the Corporations Adty theAFS licenseewho isthe
providing entity of the advigéut not in a breach by tlemployee
Introducingan explicitpower to ban an @ividual involved in a
contravention of a financial services law by another person vabadidy
thatASIC canmake a banning ordagainst the employéga a situation such
as this

OFandproper 6

94 ASIC cannot currently ban individuals on the basis they fare no6 fandt
p r o fi.e.ndk competent or of good fame or character)

Note: However, the fact that an individual is not of good fame or character can be taken
into account to determine the effect of any banning order established under s920A(1).

95 Introducingad f i t  a rgoebungsifoo amingdindividuals from
providing financial servicesould enable ASIC taive consideration to a
wider range of conduct than currently possiileen determiningvhether an
individual should be removed from thediustry to proteatetail investors A
fit and propetbasis for banning an individual woybgrmitASIC to consider
the conduct of the personanbroad context.e. inboth a professional and
personal capacijycovering thep e r sjadgeénentany civil or criminal
convictions(i.e. not justconvictions for serious fraudnd other factorthat
may reflect negatively on thesharacter

96 The Explanatory Memorandum to the Credit Bifites that the power to ban
individuals on the basis that they are @ott a n dwopld oper 6

énable ASIC to take into accowdnduct such as where:

e ASIC believes the individual has committed a fraud, but the individual
has not been prosecuted for this or there is a delay or uncertainty in
any prosecution;

¢ the individualhas engaged in conduct causing serious detriment or
financial loss to consumers, so that there is a need to protect the
public; or
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¢ the individual has demonstrated a consistent failure to comply with the
law, or with directions from any licensee or enygnd

6 Manypt complyd

97 As gated aboveASIC has found it difficult to establish that it has a
reasonable belief that the person will not comply with their obligations under
financial services law: sd®e Howartrand ASIC[2008] AATA 278.
Specifically, ASC found it difficult toestablish that a broader range of
conduct(aside fromconvictionsfor fraud canfounda belief that the
individual will not comply with their obligations under financial services
law. For exampleASIC was unable to establish thhefollowing conduct
of a representativehould give rise to a banning order under s9204he
grounds that the individual will not comply with the financial services law:

(a) failure to comply withthe principafs internal guidelines and
procedures

(b) failure to comply withrelevant ASX business rutesr

(¢) conduct whichmay amount to a serious conflict of interesteXTWK
and ASIC[2008] AATA 703

98 Expanding the test wwhetheran individualémaynotc o mp ér§ idikely
to not complyj with thear obligations under financial services lawil
permit ASIC totake into account wider range ofnformation relevant to
this questionFor exampleof relevance to financial services representatives,
the Explanatory Memorandum to tl@&edit Bill suggests the folleing
information may be taken into account:
& the extent of compliance by the applicant with analogous obligations
while a registered person (where applicable);
é
e conduct of the applicant that shows deliberation and planning in
wilfully disregarding tle law; or

e any other conduct of the applicant that may lead ASIC to conclude, on
reasonable grounds, that the applicant is not likely to comply (for
example, where information from a State or Territory as to the
activities of the applicant as a membeanforganised criminal group
warrants this conclusiord.

Other options

Strengthening the licensing regime

99 Other options to improve investor protection by increasing the licensing
thresholdnclude:

" Explanatory Memorandum to the Natal Consumer Credit Protection Bill 2009
8 Explanatory Memorandum to the National Consumer Credit Protection Bill 2009
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(a) placing the onus on applicants to prove that they meehtbshold
requirements; or

(b) requiring ASIC to assess the business models of applicants.

100 ASIC considers that increased investor protection created by these options is
likely to beoutweigted by the costs of these reforms. Increasing the
licensing threshdal, especially by requiring a review of business models of
licence applicants would:

(a) increase barriers to entry, which will raise costs, reduce competition and
stifle innovation;

) i mpede individual s6 rights to conduc

(c) possibly hcrease attempts to conduct illegal activity in the unregulated
sphere; and

(d) increase regulatory costs.

Focusing on representatives

101 In other jurisdictions, there is more focus on the individiuaing the
licensing procesghat is, the regulator must appeoindividuals at the entry
stage seeTable4.

Table 4: Regulation of individuals

Hong Kong Individuals who carry on regulated activities for a licensed
corporation must be licensed and are subject to a dit and
properotest.

Singapore Individuals who perform any of the functions of a financial
adviser must be licensed and are subject to a dit and properd
test.

United Kingdom Individuals who perform a @ustomer functiond including
advising on investments, dealing and arranging, must be
approved by the Financial Services Authority.

102 However, whilst requiring ASIC to approve individuals involved in the
financial services industry might improve ASHCability to ensure those
who mayengagen unacceptable conduct canmotter thdinancial services
industry, ASIC believes that the costs of such a reform would outweigh this
benefit Such a reform would dilute the key responsibility of the licensee and
significantly increase regulatory costs.
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Summary

103 Table5 below summarises the key issuased by this term of reference,

A S| @dward progranand possible changes to the policy settings of the

FSR regime that the Governmesfitouldconsider to deal wh the issues.

Table 5: Adequacy of licensing arrangements (TOR 5)

Key issues

Licensing sets a low barrier to
entry and this is not understood by
investors

Licensing focuses on the entity not
representatives,
ability to control entry or ban
individuals

ASIC activities

ASIC will continue to assess
licence applicants using a risk-
based approach

ASIC will strengthen the financial
resource requirements for non-
APRA regulated Australian
Financial Services (AFS) licensees
and look at other licence
conditions to mitigate retail
investor risk

ASIC will continue to identify and
ban problem individuals in the
financial service industry

Regulatory change options for
consideration by Government

Financial resource and other
requirements i Depending on the
outcome of ASI Cbd:
strengthen financial resource
requirements and review other
possible licence conditions to
mitigate retail investor risk, the
Government may need to consider
changes to policy settings to
enable ASIC to set appropriate
financial resource requirements for
AFS licensees

Minor changes to licensing
threshold i Enable ASIC to refuse
or remove a licence where a
licensee may breach (rather than
will breach) its obligations

6Negative |licensi
individuals 7 Enable ASIC to ban
individuals who are not fit and
proper and who may not comply
(rather than will not comply) with a
financial services law. Clarify that
ASIC can ban individuals who are
involved in a breach of obligations
by another person
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D  Role of financial advisers (TOR 1)

The challenge for ASIC, Government and industry is to improve access to
advice for retail investors and at the same time improve the quality of
advice.

ASIC has several projects underway to address this challenge.

ASIC also believes the Government should assess whether the following
changes would improve access to quality advice:

o clarifying the standard of care for advisers by introducing a legislative
fiduciary-style duty on advisers (i.e. a duty to act in good faith in the best
interests of clients and, where there is a conflict between the interests of
the adviser and the client, to prioritise the interests of the client); and

e requiring prominent disclosure of restrictions on the advice that can be
provided by an adviser in marketing and promotional material.

Key issues

104 The key issues in relation to the role of financial advisers relate to:
(@ access to financial advice; and

(b) the quality of advice provided by financial advisers

Access to advice is limited

105 Access taquality advice is crucial because of:
(@ the complexity of financial products and disclosures;

(b) the onus on investors to make financial decisions (about superannuation
and other investments) to ensure their financial security; and

(c) low levels of financial literacy.
106 Nevertheless, not all investors can, or do, obtain advice from financial

advisers. Available figures indicate that only between 22% and 34% of adult
Australians access financial advicélse of financial advisers appears to

® See, for example: Financial Planning Association, Consumer Attitudes to Financial Planning, 2007 (22% of Australians

aged 16 years dmover); ANZ, Survey of Adult Financial Literacy in Australia, 2008, p 89 (34% of Australians aged 18 years

and over) and Bloch,d&an n e , 6The Future of Financi al Pl anningbé, Financi
adult Australians).
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increase with ag€ Accordingb t he Australian Gover nme
Literacy Foundation, most clients seek advice about tax and investments and
relatively few clients seek advice abc¢

type situations. Typically, financial advisers do not progeevices to
clients with small sums of money to invest. Those who obtain financial
advice tend to be older with higher levels of investible asSets.

107 Theimportance of advice is affected by tipgality of disclosure, complexity
of products andhvestor®financial literacy. In particular, investors are less
likely to require access to financial advice whdiselosure is cleagafer
and less complex products are readily availélehere are restrictiorem
investing in more complex, riskier producand financial literacy is
improved

Quality of advice

108 Overall, ASIC believes that theirrentstandards in thadviceindustryare
adequateNeverthelesghere are some instances of poor quality advice
leading to investor losses.

109 Issues that may affedié quality of advice provided to consumers include:

(@ the structure of the advice industry; and

(b) the standardf care imposed on advisarader theCorporations Act

Impact of the structure of the advice industry

110 The financial advice industry has developemhf theproduct manufacturing
industry (in particular, théfe insurance industjyas the means of
distribution of productsAs a result of these historical roots and other
customary practices in the indusaywumber of factors buiinto the
structure dthe advice industrynayimpactonthe quality of advice. These
factors include:

(@ the dual role played by a financial adviser in providing advice services
to clients and selling products for product manufacturers;

(b) restrictions on the range of products fin&l advisersnayadvise on;
and

©0 an adviser 6s | i nkheprdctice ghnbardlingct i ssuer
aligned financial advisers

12 The Suvey of Adult Financial Literacy in Australia (2008) conducted by ANZ found that of the 34% of respondents who
had consulted a financial planner, 48% were age%MRespondents aged-28 years comprised only 13%. The FPA
commissioned report into Consun#titudes to Financial Planning found that 7% of respondents ag@d $6ars had
consulted a financial planner, increasing to 21% of those ag@d,Z8% of those aged 3® and 29% of those aged 50 or
over.

1 Financial Literacy Foundation, Financiak&iacy: Australians understanding money, 2007, p 32.
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111 Today financial advisers usually play a dual role of providing advice
services to clients and acting as the sales forcinfamcial product
manufacturers. Approximately 85% of financial advisers are associated with
a product manufacturer, so that many advisers effectively act as a product
pipeline Of the remainder, the vast majority receive commissions from
product manufacirers and so have incentives to sell products: see Section
E." This structure creates potential conflicts of interest that may be
inconsistent with providing quality adviesd these conflicts may not be
evident b consumers

112 The scope of advice provided by an adviser may be restricted. For many
reasondicensees restrict the range of prodditancial advisersan advise
on e.g. through an approved product liShis restriction may be to ensure
the products ommended meet minimum standards, to ensure the advisers
are adequately trained on the products they advise on and to give the
professional indemnity insurer comfort about the risks of negligent advice
being given. The range of products that an advigegnsitted to advise on
can also be influenced by which products are more profitable to the licensee
(e.g. where there is a commission from a product manufacturer or a
relationship with a product manufactureifhe restricted nature of the
adviceis oftennot evident to consumers.

113 Advisers also place a substantial amount of retail investment through
platforms?* Putting all clients on the same platform creates business
management efficiencies for an adviser and it is easier to monitor the
portfolio and gearally administer a business thetesa single platform.
The use of platforms, howevenayalso restrict the range of products that
advisers will recommend to their clients.

114 There is some evidence that the quality of advice is affected by conflicts of
interest created by links to product i
survey on superannuation advice, which covered 102 AFS licensees (259
individual advisers) suggested that unreasonable advice was more common
where the recommended product wasassbce d wi t h t he advi se

115 It seems that investors é&nksdoprodutt of t en
manufacturers anshles distribution role and the conflicts of interests this
might create. While conflicts of interest are required tdibelosed to
clients, this might not be sufficient to counteractdhe i ®wint s 6
understanding of the role of an adviser.

116 For example, there is a practice oforanding aligned financial advisers in
the industry, which means that consumers might nategjgie that they are

121BISWorld Industry Report, Financial Planning and Investment Advice in Australia: K7515, 22 May 2009, p. 7.

13 See Investment Trends, Planner Business Model Report, October 2008.

41n 2008, approximatgl78% of new investments placed by financial planners was through platforms (Investment Trends,
2008 Planner Technology Report).
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getting advice from an adviser that is owned by a product manufacturer
(even though this is required to be disclosed in the Financial Services Guide
(FSG)). In 2008, ASIC conducted a review of branding disclosure of 35
bank or instititionally-owned advisers and found that while advisers
disclosed the relationship in their FSG as required b trporationsAct,

the information was often not prominently disclosed.

Obligations on financial advisers

117 The Corporations Act does not requadvisers to act in the best interests of
their clients® Under the Corporations Act@viders of personal advice are
required to provide appropriate adviéedditionally, AFS licensees are
required to manage their conflicts of interest.

118 Itappearsthat her e i s a mi smatch between t he
adviser is providing a 6professional 6
interests) and the obligations of the adviser unde€trporations Ac(that
the adviser provides advice that@appropriate to the client and manages
conflicts). Investors may see advisers as similar to lawyers and accountants
in terms of duties and professionalism.

Industry initiatives

119 Industry is involved in a number of initiatives to improve the quality of
advice and access to advice.

120 The FPA' is looking to increase the professionalism of the industry through
two initiatives: its code of ethics and its policy on continuing professional
development. Both of these initiatives came into force on 1 July 2009. The
code of ethics comprises eight principles including, importantly, an
obligation on members to put their clients first. The Epolicy on
continuing professional development aims to provide a broader framework
for professional development, based on stfgssional dimensions: inter
dependence, capability, attributes and performance, professional conduct,
critical thinking and reflexive practice. The policy deliberately goes further
than strict regulatory compliance with ASK3guidance on training
standads in RG 148.icensing: Training of financial product advisdiRG
146).

121 The FPA has also sought to increase access to advice by offering free
general advice to all Australians for a limited period of time. The service
wasdelivered online via the FRAAAsk an Expefiservice. Consumers

5 However, at common law, if financial advisers put themselves in a relationship of trust with their client, they may be
fiduciaries and therefore subject to act in the best interests of their client and avoid conflicts of interest.

6 There is no appropriate advice obligation on providers of general advice.

1 Membership of the FPA is not mandatory. There are a number of indusiigstpurporting to represent the interests of
advisers and these bodies also play other roles such as lobbying on behalf of industry.
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122

123

ASIC activities

124

125

126

couldmake email inquiries across a range of topics including:
superannuation; financial goals and budgeting; saving and investments; and
retirement planning. A panel of volunteer financial planners pradvide

general advic@n response to each inquiry. The consumasable to choose
who they wisledto answer their inquiry based on voluntégmofiles posted

on the website. The servieamsoffered from 25 May 200 31 July 2009.

The FPA reports that 360 people had madmerinquiries to 3 July 2009. A
similar program conducted during May 2008 resulted in 354 inquiries.

Other industry associations also have internal codes of ethics which govern
memberéconduct. The Association of Financial Adviséd$A) obliges
membergo act in the best interests of clien&SAS sode of ethics requires
that members not allow conflicts of interest to influence mendlocergluct.

More particularly, members must ensure that the édnterests are
paramount and come before the merdbarterestsiFSA also publishes
standards on alternative forms of remuneration@olfar payments) and on
rebates and related payments. These standards-avenea with the FPA.

Improving access to advice

ASIC is working with the Goveiment to improve access to advice for super
fund members, through the Financial Services Working Group (FSWG): see
Regulatory Guide 208dvice to super fund memb€RG 200)and Class

Order 09/210ntra-fund superannuation advicelhe class order provides
conditional relief from the requirements of s945A of the Corporations Act

(the requirement to have a reasonable basis for advice) where licensed super
fund trustees give personal advice to members about their existing interest in
a fund on certain limitetbpics.

Note: The FSWG, consisting of ASIC, Treasury and the Department of Finance and
Deregulation, was established in December 2007. As well as facilitating advice for
superfund membersthe FSWG is working to simplify poirdf-sale product disclosure
for particular products.

ASIC& Financial Advisers team is conducting a review of the demand for
advice by consumers and the nature of the current supply more generally to
identify the current gaps in the market. The team will then develop
initiatives seking to address these gaps and improve access to advice.

An alternative is to improve access to financial guidance through channels
other than financial advisers. ASIC is working to improve access to advice
through generic advice information, such asoar FIDO website and online
tools: see further Sectidth.
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Improving quality of advice

127 ASIC acts againdicenses and individuals who provide substandard
financial advice in breach of the Corporations Act. From 1 July 2006 to 30
June 2009, approximatey0 % of ASI C6s actions t
licences and to ban individuals were against financial advisers.

128 ASIC& Financial Advisers teaim alsoworking with industry on the
Quality of Advicéproject to improve the quality of advite the extent
possble within the current regulatory regime.

129 The project will involve:

(@ working with industry talevelop a definition of what ASIC considers
to beduality advicéand a way to measure it;

(b) reviewing how an industry sample measures up to this definition. The
team will obtain relevant and comprehensive data to determine where
industry currently sits against our definition and use this data to
benchmark industry and to look at advice over fiared

Note: see paragrafdB1for more details on how this sample will be obtained.

(c) based on this assessmadgntifying factors that lead to both good and
poor quality financial advice. The team will then develop initiatives
aimed at improving the quality of advice based on tfesers.

130 As a subset of this project, the team will also looktla¢ impact of the
following on the quality of financial advice
(@) different remuneration structures (s&ection E;
(b) training standardsind

(c) other business practices.

These projects are refed to in more detail below.

Targeted surveillance of advisers

131 ASIC& Financial Advisers team will conduct targeted surveillance of 30
AFS licensees (randomly selected to provide a esestion of the financial
planning industry) to assess the qualitypdfice being provided to the retail
investors of those licensees. The results of the project will be released to
industry in a report (on a reames basis) and each licensee will receive an
individual assessment from ASIC.

Note: This targeted surveillaeavill be in addition to the ongoing surveillance work
undertaken to address specific regulatory issues. See Appendix 3 for more detail on
ASICGs surveillancevork.
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132

133

134

135

Shadow shopping

ASIC is also planning to carry out a Shadow Shopping survey, which will
look at a number of matters including whether the current training
requirements for advisers remain appropriate and the quality of advice that
retail investors are getting.

Training

Fundamental to the provision of quality advice is the expertise of the
adviers providing that advice to individual clients. All licensed advisers are
obliged under the Corporations Act to ensure that their representatives are
adequately trained and competent to give advice. RGA®GOURASICE
guidance on how licensees can trbés obligation and sets down minimum
training standards for the advice industry. In general, the RG 146 training
standards are a set of knowledge and skill requirements that must be satisfied
at a certain educational level (e.g. Tier 1 level or Tiewel). The Tier 1
education level is broadly equivalent to a Diploma under the Australian
Qualifications Framework and the Tier 2 level is broadly equivalent to the
Certificate Il level*®

ASIC& Financial Advisers team is reviewing RG 14iéh a viewto

improving training standardad will put forward proposals for change in
consultation with industrgnd other stakeholdersdowever, some members

of the advice industry have argued that raising training standards would lead
to increased costs to adeiy groups and therefore to consumers. This would
ultimately affect access to advice. ASIC will need to take these factors into
accountwhen consideringhangego the standards in RG 146.

Advice business practices

The Financial Advisers team is also loakat allbusiness practices

involved in providing personal financial advice to retail clients ranging from
the recruitment of the adviser by the licensee through to the preparation of
initial and ongoing advice. The aim is to develop resebaciked

corclusions about howusiness practices can be improved to increase the
quality of advice

18 The knowledge and skill requirements and educational levels vary depending on the advice activities being cagied out e
whether the adviser is giving personal or general advice and what products the adviser is giving advice on. Advisers can
meet the training standards by completing one of the training courses listed on the ASIC Training Register relevant to their
adviory activities. As an alternative, advisers can demonstrate their competence through individual assessment against the
training standards by an authorised assessor.
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Changes to the policy settings of the FSR regime

136 ASIC believeghatthe Government should assess whether the following
changes would improve access to quality advice

(@ clarifying the standard of care for advisers by introducitegsslative,
fiduciary-style duty and

(b) requiringprominent disclosure of restrictions on the advice that can be
provided by an adviser in marketing and promotional material

These changesould help create a professional advice industry delivering
quality adviceandshould increaseetail investorconfidence in the advice
industry, leading moreetail investorso seek advicé’

Fiduciary-style duty

137 In addition to the current requireménthe rporations Acthat advisers
have a reasonable basis for advibe, Corporations Act could be amended
to clarify thatadviseranustact in good faith in the best interests of their
clients and, where there is a conflict between their clienitsrest ad their
own interests, to give priority to their cliedtaterests™ Any contract that
attempts to exclude the operation of this duty should be deemed void.

138 Currently advisers are required to manage conflicts of interest, and this is
usually done by disosing conflicts to the clientowever,disclosuremay
not be sufficient to ameliorate the impact of confliéta.additional
legislativerequirement to put the interests of clients first where there is a
conflict would lead to a higher quality of adviaed the emergence of a
professional advice industry.

139 It would mean that where there is a conflict between the interests of the
client and the interests of the adviser, the adviser must give priority to the
interests of their clienEor example, under thaurrent test, an adviser may
have a reasonable basis to recommend a client invest in any of three different
products. Of théhreeproducts, the adviser could recommend the product
that delivers the adviser the greatest fee revenue, provided that thist conf
of interest and the amount of the fee is clearly disclosed to the client.
However, under the higher standard proposed atosg would be required
to recommend the lower fee product becdhseadviser is required to
prioritise the interests of thedtient (i.e. in paying the lowest fees possible)
before their own interest in receiving higher remuneration.

18 Options to increase access to advice directly are limited. The Government couldrcaumssitéising financial product
advice by, for example, providing tax deductions for financial product advice (even if it is paid for ofirantdpefor-
service basis) or direct subsidies to {mgome investors.

20 Similar to the duty imposed on respile entities of managed investment schemes in s601FC.
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140 However the higher dutyvould not necessarily mean that the advice given
must objectively béhe dest advicg or thatthe adviser would havet
consider every possible optitimeoreticallyavailable to the client. In the
example above, the adviser would not have to consider every product
available in the market that would offer the same benefits to find the lowest
cost optiorfor the client. The adviser could, for example, consider all
productson their approved product ligtat offered this benefénd select the
one that provided the best optifum the client €.g.in terms of cost).

141 In relation to conflicts created by administrative @éfncies, an adviser
could still consolidate its business on one platform. However, if the result of
moving onto this platform was not in the best interests of the client because,
for example they incurred costs and taxes that outweighed the benefit of the
advice services, the adviser may have to suggest that they cannot take on this
client.

142 Further guidance would need to be provided on the meaning of advice that is
in thebest interests of a client.

Similar approaches in other jurisdictions

143 Some jurisdicthns have imposed higher standards than appropriate advice
on advisers, such as duties to act in the best interests of clients. For example:

(@ MIiFID?! has a requirement for advisers to act in the best interests of the
client, which is higher than suitabilitgquirements in some
jurisdictions, including the UK;

) in the US 6investment advisersod are
relationship with their client&,

¢ in Canada, O6émanagersd have fiduciar.y
fairly and honestly;

(d) in France, fhancial advisers are required to act honestly, fairly and
professionally in accordance with the best interests of the client;

(e) in Germany, firms must not make any investment recommendations that
are not in the interests of the client or that primarily sére& own
interests; and

(f in Hong Kong, licensees and registered persons have fidtligiary
obligations to act in the best interests of the client and to maintain the
i ntegrity of the market 6.

2L The MIFID is an EU law, which provides a harmonised regulatory regime for investment services across the 27 member

states of the EU plus Iceland, Norway and Liechtenstein.

22 Under proposed amendnisrio the Investment Advisers Act of 1940, the Securities Exchange Commission (SEC) would

have the power to make rules providing that the standard fc
the interest of the customer or clieritivout regard to the financial or other interest of the broker, dealer, or investment

adviser providing the advicebo.
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More prominent disclosure of restrictions on advice

ASIC beleves that the current structure of the advice industry reflects a sales
culture resulting in conflicts of interest that may be inconsistent with the
provision of quality advice. Moreover, these conflicts and their impact on the
quality of the advice areottransparent to the consumer. Tagulatory

changesn relation to remuneration referred to in Sectiondtild go a long

way to addressing these conflicts. However, even if the proposals regarding
remuneration are adopted, ASIC believes there shoulitheased clarity

for consumers in relation to both the role of the adviser and the nature of the
service being provided.

In light of this objective, ASIC believes thidte Government should assess
changes to the regulatory regime that would recpdngsers to more
prominently disclose thestrictionson the advice given to consumers.

Currently disclosure about relationships with product issuers tends to be
buried in the fine print of Acenseé FSG and there is no legislative
requirement for a fiancial adviseils marketing material (as distinct from
FSGs and tGatements oAdvice (SOAS) to disclose the association with a
product issuer. Many advisers do not disclose this relationship on their
website. By the time a potential client receives an BESOA, theymay
have alreadgone a long way down the path to makindeaision to use the
services of the adviser.

In order to bring the potential conflict to the attention of the client before
they make a purchasing decision about the adééssgrvies or a particular
product, prominent disclosure in marketing matestaild be required, for
example, on advertisements, shopfronts, letterhead, websites etc.

Advertising and marketing materiebuld alsostate that the adviser can
advise on a limitedange of products and a list of these products is available
on the adviser fir@s website or on request.

Other options

For completeness, we set out below initiatives to address the access to
quality of advice in other jurisdictions, principally the Unit€¢ingdom.

Separation of sales or restricted advice, and independent advice

Extensive work has been undertaken in the UK on the separation of
independent and nendependent (or restricted) forms of advice. In a recent
consultation paper, tHgK FinancialServices Authorit{FSA) has proposed
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that all investment firms must identify their services as comprising either
dndependent adviéer destricted adviog®®

151 Firms providing independent advice must make recommendations based on a
comprehensive and fainalysis of the relevant market, and provide
unbiased, unrestricted advice. An independent adgis@alysis of the
relevant market must comprise all retail investment products thatjzablea
of meeting the investmenteds of the consumer.

152 Under thisdefinition, advisers will still be able to offer advice in a specialist
market area, for example retirement planning or socially responsible
products, provided the whole of that specialist market is considered and the
limited field is made clear to the elit. Any other advice, for example,
advice limited to a particular manufactuieproducts, is restricted advice.

153 The proposals do not preclude firms that offer their own products from
holding themselves out as providing independent advice. However, such
firms will not be able to limit themselves to providing advice solely on their
own products.

154 The FSA proposes that, before providing a service, all firms will be required
to advise clients in writing whether the advice the firm provides is
independent or sdricted. An additional verbal disclosure is required in the
case of restricted advice.

155 The FSA proposes to mandate the use of the ténaspendent adviéand
Gestricted advia@n written disclosure, but does not at this stage propose to
mandate garticular form of words to explain the nature of restricted advice.
The form of the oral disclosure required in respect of restricted advice will
be mandated and must include the name of the firm and the range of
products the firm advises on.

156 The proposis put forward by the FSA are broad and place a heavy onus on
independent advisers to consider all retail investment products when making
a recommendation. The FSA expressly notes that one of the challenges
facing advisers will be to ensure they have sidfit knowledge of all the
products available that could meet the investment objectives of the client.

157 An alternative approach was taken in Israel, where a strict division between
advisers and product providers is legislated by wayd0g6 rulé
Investnent advisers are prohibited from providing advice on, or executing
transactions in, financial assets affiliated with an institutional body that holds
10% of the means of control in the adviser.

158 In 2006 in Australia, a set of initiatives aimed at redutlirgregulatory
burden on industry, included a propos:

Z Financial Services Authority, Distribution of retail investments: Delivering the RDR, consultation paper 09/18, chapter 2.
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of financial product advice. This proposal would have removed obligations
relating to he provision of advice for thisale$part of the industry. Those

who opposedhis proposasuggested that most investors would use the
Gale$part of the industry (given the high concentration of advice businesses
that are tied to product manufactureasyl therefore would receivewer
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Professional Standards Board for the advice industry

159 In addition to making recommendations on the separation of sales and
advice, the UK FS& consultation papem distribution of retail
investment¥' also proposes to establish a professional standards board
charged with setting and implementing new benchmarks in the areas of
gualifications, ethics and continuing professional development. The
consultation paper recommends that the qualification benchieaskt at
the vocational equivalent of the first year of a baclieldegree.

Summary
160 Table6 summarises the keyissuesai sed by this term of
forward progranmand possible changes to the policitings of the FSR
regime that the Government should consider to deal with these.issues
Table 6: Role of financial advisers (TOR 1)

Key issues

Access to advice is limited i.e. not
all investors can, or do, obtain
advice

There are some instances of poor
quality advice being given

ASIC activities

ASIC is assessing how advice can
be made more widely available

ASIC is developing a generic
online advice tool

ASIC is looking to benchmark the
quality of advice through targeted
surveillance activities

ASIC will conduct a Shadow
Shopping survey to review current
training requirements for advisers
and the quality of advice

ASIC is reviewing whether to raise
the training standards for advisers
and will consult on proposals for
change

Regulatory change options for
consideration by Government

Fiduciary standard i Clarify the
duty owed by financial advisers to
clients (i.e. a fiduciary-style duty to
act in the best interests of clients
and, where there is a conflict

bet ween the advi
and the clientds
interests of the client)

More prominent disclosure of
restrictions on advice i require
disclosure of restrictions on advice
in advertising and marketing
material

24 Financial Sevices Authority, Distribution of retail investments: Delivering the RDR, consultation paper 09/18.
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E  Role of commission arrangements for product
sales and advice (TOR 3)

Key issues

161

162

163

Key points

Remuneration structures used in the financial advice industry create real
and potential conflicts of interest that can distort the quality of advice.

ASIC and industry are working to address these potential conflicts of
interest. In particular, ASIC is reviewing the impact of various remuneration
structures upon the quality of advice.

However, ASIC considers that these initiatives may be insufficient to
address the potential conflicts of interest.

Therefore, other regulatory options, such as preventing remuneration
structures that may create conflicts of interest that adversely affect the
quality of advice, could be considered.

Remuneration of distributors of financial products was historically set by the
product manudcturer. It was based on the value of products sold and
deducted from the amoupaid by the consumer for the product. These
remuneration settings encouraged product distributors to sell certain
products.

As the market for financial advice services eswn, the historic

connection with product manufacturers and this remuneration structure has
conflicted with investo@needs for quality unbiased advice and their
perception that this is what financial advisers provide.

Current remuneration structures

There are a variety of ways in which investors pay advisers (directly or
indirectly via product manufacturers):

(@ trail commission (% of assets) (estimated at 35% of adviser revenue);

(b) initial (or upfront) commission (% of initial investment) (estimated at
26% of adviser revenue);

(c) feefor service as a % of assets under advice (estimated at 23% of
adviser revenue); and
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(d)y feefor service as a fixed dollar amount or on an hourly rate paid up

front or out of the product (estimated at 16% of adviser revénue).

Figure 1: Diagram of remuneration structures

Fee-for service
(fixed price or
hourly rate)

Fee-for-service _/

(% assets under
advice)

Trail commission

Initial (upfront)
commission

164 An investor might be paying one, two or three types of remuneration to a

single adviser.

Features of commissions

165 The distinguishing feature of commissions is that they are an arrangem
between the product manufacturer and the advisdrea d vi ser 6 s
and they are built into the product. After the investor has invested in the

product, the investor cannot control the commission.

166 Because the commission is built into the pragit is often difficult to draw

a link between the commission and the advice service provided. For

example, industry argues that trail commissions are paid for ongoing advice
services provided to the clieot ongoing administrative costs, for example,

the costs of monitoring the cligatportfolia However, trail commissions
are often paid regardless of whether there is any ongaoivige orservice.

Arguments in favour of commissions

167 Those who support the payment of commissions argue that mang clien
prefer to pay through commissions rather than upfront payments (possibly
for cash flow reasons), even if it ultimately costs them more. This may be
particularly the case for superannuation advice, where benefits are preserved.
Most clients would prefeto pay the fee from the preserved pool, rather than
their own pocket. There is also an argument that commissions increase

25 Investment Trends October 2008 Planner Business Model Report, 27.
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affordability and access to advice. This is possibly because of the perceived
lack of upfront payment or because the commiss®paid by the product
manufacturer and subsidised by all investors who acquire a product
(including those who do not access advice).

Conflicts of interest

168 Commission payments can cresgal and potentiatonflicts of interest for
advisers. Thegouldenmurage advisers to sell products rather than give
strategic advice (e.g. advice to the client that they should pay off their
mortgage), even if this advice is in the best interests of the client and low
risk. Commissions also provide an incentive to recemarproducts that
may be inappropriate but are linked to higher commissions. Higher
commissions might be provided for selling highisk products, perhaps
because other advisers are unwilling to sell these products due to the high
risk (e.g. Westpaint).

169 Products that might be in the interests of the client but do not generate a high
commission return (such axlustry superannuation fudsight not be
recommended to clients. Moreover, because radnicebusinesses are
remunerated through prodigales, the businesses need to continue to bring
in new clients to invest in productEurther, because commissions are paid
irrespective of whether or not services are provided there is little incentive to
service existing clients.

170 Remuneration based on thma@unt of funds under advice can also create
conflicts of interest. Advisers who are remunerated by reference to funds
under advice have an interest in selling investment products to their clients
and encouraging their clients to borrow to invest.

171 There isevidence thatheseconflicts of interest can affect the quality of
advice. ASI Cbs 2006 Shadow Shopping e
unreasonable advice was more common where the adviser stood to get
higher remuneration if the recommendation was followed.

172 Stormmay be an example tfie potential impact on clients of failure to
manage conflicts of interest created by commissions and remuneration based
on funds under advic&hile our investigations are continuing, we
understand thatorm advisersnay havecownted loans as funds under
advice and took a percentage of funds under advice as remuneration,
creating a possiblecentive to recommend clientake out loans or increase
the size of existing loans.
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Disclosure of remuneration structures

173 The law only reques that fees or remuneration (including commissions) are
disclosed clearly to investors. It does not set limits on what can be charged
or how it can be charged.

174 The client must be provided with an FSG that contains information about the
remuneration (icluding commission) or other benefits to be received by the
providing entity (or a related body corporate or a director or employee of the
providing entity or an associate of any of the these paffies)

175 The client also receives an SOA, which contaifiermation about the
remuneration (including commissions) or other benefits to be received by the
providing entity (or any of the before mentioned parties) that might
reasonably be expected to influence the advice pro¥id&tie PDS is
required to includénformation about the cost of prodwastdinformation
about the cost of commissions or other payments that may impact f&turns

176 Disclosurecan be an inadequategulatory tool to manage the conflicts of
interest created by commissions because of thegitr@f the conflict and
consumersé difficulty in understandi ng

Developments in the industry

177 There is evidence that the industry is moving away from commitsised
remuneration. Investment Trends reports that advisers expect revenue from
fixed-rate and hourlyate fee for service to increase over the next few years
and revenue from commissions and asseted fees to decredSASIC
welcomes these moves and supports the work of industry.

178 The FPA has released a consultation paper on Rald@lanner
Remuneration that outlines six principles for FPA members to comply
with.*® The principles are mainly focused on disclosuneaking sure that
consumers understand what the remuneration costsrattat
remuneration cosi@re comparable, teuto labelandseparate for advice and
product. The consultation paper also proposes that consumers must agree to
the remuneration and the remuneration must be paid by consumers, not
product issuers (i.e. the paper advocates a fee for service, rathar than
commission).

179 If adopted by the FPA these proposals would apply from 2012 on a
prospective basis (i.e. they would not affect trail commission arrangements

% subsections 942B(2)(e) and 942C(2)(f), Corporations Act.

27 Subsections 947B(2)(d) a®d7C(2)(e), Corporations Act.

28 Subsection 1013D(1)(d), Corporations Act.

2% Investment Trends October 2008 Planner Business Model Report, p28

%0 FPA Consultation Paper Financial Planner Remuneration April 2009 at http://riskinfo.com.au/news/files/2008015/09
fpa-consultationpaperfinanciatplannerremuneration. pdf

© Australian Securities and Investments Commission August 2009 Page 51



PJC Inquiry into Financial Products and Services in Australia

entered into before 2012) and they would only apply to FPA members. The
FPA does not advocateathcommissions be banned, rather it recommends
that financial planners transition to afiee-service model. The FPA relies

on its six principles to better equip clients to make an informed decision
where an FPA member retains a commis$iased fee struare.

180 In contrast, the AFA has argued that banning commissions is not the answer;
commissions are a form of remuneration that can be negotiated and agreed
upon with the client. The AFA has suggested that other issues should be
considered, such as whetligsclosure is the best way to manage conflicts
and that reduction in remuneration choice to clients may reduce access to
advice®

181 IFSA has released a draft Super Charter directed at reforming payments
made to advisers by super funds, as well as enhaogingetition and
improving regulation of the super industry. The charter provides for two fee
structuresSuper fund rambers who receive personal advice will pay a
dmember advice féeSuper fund rambers will be asked to agree to the
amount and method ofigment. There will be an option to turn off the fee if
the member ceases to receive adviger fund rambers belonging to a
corporate plan established by a financial adviser who do not receive personal
advice will pay aplan service fe&in respect of ngoing support and
administrative services. Annual statements must include the value of the
service fee. After an initial perioduper fundmembers will have the option
to opt out of receiving the additional services and accordingly from paying
the servie fee. If the charter is adopted, the policies will come into effect in
July 2010, with a transition to full implementation by July 2012. The
policies will only apply to new personal super and corporate super plans. In
particular, the policies will not appto newsuper fundnembers joining an
existing corporate plan.

182 The notfor-profit consumer organisation CHOICE is currently campaigning
to end conflicts generated by remuneration structures. CHOICE advocates a
fixed fee for service and argues that fbased on a percentage of funds
under advice can create the same conflicts as commissions and other soft
dollar payments. In a submission in response to thed-8@nasultation
paper, CHOICE proposes that all commissions and-based fees should
be exclded from adviser remuneration, all clients should be given the
option to turn off trail commissions in respect of existing investments, soft
dollar payments should cease and all payments from product manufacturers
to advisers should be phased ut.

31 Association of Financial Advisers, In defence of fees... and commissions, media release, 9 June 2009,
http://www.afa.asn.au/documents/mediacentre/mediareleases/2009/In%20defence%200f%Rafed A Acommissions.p
df.

32 CHOICE, Submission: Financial planner remuneration consultation paper, 1 June 2009, http://www.choice. com.au/
files/f135007.pdf.
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183 Severalfinancial services providers have announced commitments to no
longer charge commissions or to transition from a commisgiased model
to a feefor-service modef?

ASICG activities

184 As part of the Quality of Advice project outlined in Section D, ABIC
Financial Advisers team is looking at the impact of remuneration structures
on the quality of advice. The team will then implement strategies based on
the findings with the aim of improving the quality of advice.

Note: Depending on the outcomes of the RdQuiry, our work on remuneration may
change. The scope and terms of this project would necessarily reflect the direction that
the Government proposes to take in relation to reviewing remuneration structures.

Changes to the policy settings of the FSR regime

185 While the reforms to clarify the fiduciasstyle dutyof adviserawill have a
significant impact on the ability to use commission remuneration, the
Government should still assedsanging the policy settings of the FSR
regime so that advisers cannotrbmunerated in a way that hthg potential
to distort the quality of advice given.

186 This would mean that the following forms of remuneration waoaitbe
permitted, particularly in relation to personal advice
(@ up-front commissions;
(b) trail commissions;
(c) softdollar incentives*
(d) volumebonuses;
(e) rewardsfor achieving sales targets; and
() feesbased on a percentage of funds under advice.

187 As set out in paragrapfi$8 172 commissbn remuneratiogan encourage
advisers to sell products rather than give strategic advice and to recommend

®For exampl e, both NAB6s financi al pl annings&dABn and AMP ha\
announced in 2008 that it would transition to affereservice model. All new clients will agree an advice fee with their

advisers with trail commissions to be rebated to the client. It is envisaged that existing clients will transitioffdo a fee

service model over time. AMP, as a product manufacturer, has announced that it will no longer provide direct commissions to
advisers. Adviser fees will be negotiated with the client at the point of sale, based on either a flat fee, a percentisge of f

under advice, or an hourly rate. See NAB, NAB financial planning transitions to fee for advice for all new investment clients

media release,23 January 2008, http://www.nab.com.au/wps/wcm/ connect/nab/nab/home/About_Us/8/5/37/3/; Searle, Jane,

6 AMP faemep ruepvs et s advisersé, Australian Financi al Review, 10
34 For example, subsidised products and services (e.g. discounted loans and margin loans), marketing support and discounted
equity or options offered to advisers.
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products that may be inappropriate but are linked to higher commissions.
Remuneration based on funds under advice also encourageasrghles
borrowing Disclosure appears to be an ineffective tool to overcome these
conflicts of interests

188 The exact impactfahe proposal is difficult to predict without further
regulatory impact analysis. However, at this stage, ASIC considers that it
would probably ause some consolidation within the advice industry but that
it is unlikely to increase the actual cost of advice (as opposed to the
perceived cost of advice).

189 The Government shoultssessvhether thidsanshouldextend beyond
providers of personal adviemdalso apply to providers of general advice or
those who provide execution only dealing services. &Sfeliminary view
is thatcommissions and other similar forrmremuneration could continue
to be used by financial services providers who:

(@) provideexecutiorronly services; or

(b) arerepresentatives of a product issuer and do not hold themselves out to
be advisers (g. theydo not use the labehdvised.

190 The Governmentnay also wish t@onsidemwhether

(@ an adviser should be permitted to rebate remtioerar benefits
received from product manufacturers to clients or whether advisers
should be banned from receiving any form of remuneration from
product manufacturers (regardless of whether it is rebated to gffents)
and

(b) feespaid toother financial seliees providers, such &ses paid by
product manufacture to platform providers and research houses,
should be reviewed. Shelf fees paid to platform providers have the
potential to influence the range of products a client has access to on a
platform. Remneration of research houses is commonly paid by the
product issuer, which creates an obvious conflict of interest and has the
potential to distort the quality of research reports often used by advisers
in making product recommendations to clients. A-ssis model for
research house remuneration might help improve the quality of the
research used by advisers.

Comparative examples in other jurisdictions

191 The UK FSA proposes to implement a new system of adviser charging. The
consultation paper on implemarg the Retail Distribution Review proposes
that advisers should only be remunerated by way of adviser charges,
discussed below, and must not solicit or accept any other commissions,

% As proposed by the UK Finaiat Services Authority draft rules.
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192

193

194

195

196

remuneration or benefits from a product issuer, in relation to a personal
recommendatiori®

The consultation paper proposes that all adviser firms be paid by fees that
are agreed to ufpont with the client, based on standard charges for each
advice service offered. The charges must reflect the services provided, rather
than tre particular product provider or product. Fees may be paid directly by
the client or may be paid by way of deduction from the dieinvestment.

The consultation paper specifically proposes banning commissions, even
where commissions will be rebated toli@nt; advisers will be prohibited

from accepting commissions and product issuers will be prohibited from
offering commissions.

It is proposed that the system of adviser charging also apply to advisers that
are tied to product issuers. Further consutais sought on whether tied
advisers should be required to separate product charges from adviser
charges, or whether it would be sufficient for tied advisers to disclose which
portion of an overall charge is associated with each.

The proposed rules are¢ome into effect at the end of December 2012 and
would apply to new business only.

The FSA is continuing to consult on the remuneration of individuals within
adviser firms. The regulation of charges associated with platforms is
reserved for review at atkr stage, although preliminary views are currently
sought by the FSA.

In Israel, advisory services are provided under three separate licences.
Investment advisers provide, directly or indirectly, advice on the feasibility
of an investment, holding, purc®or sale of securities or of financial
assets. Investment marketers progieilar advice, but are affiliated with a
particular financial asset. Portfolio managers effect transactions in the
investment accounts of others on a discretionary basiscAtidees are
prohibited from receiving any benefit, directly or indirectly, in relation to
investment advice, investment marketing, or execution ofexecution of a
transaction. Remuneration must be by way of fees and reimbursement for
costs from a clientA number of important exceptions apply, including:

(@ investment marketers are exempted from the general prohibition in
relation to marketing of, and the execution or+esecution of a
transaction in, products with which they are affiliated. Investment
matketers remain subject to the prohibition in relatiother non
affiliated products;

(b) portfolio managers may receive reimbursement of purchase or sales
commissions from a stock exchange member, where the client has given

% Financial Services Authority, Distribution of retail investments: Delivering the RDR, consultation paper 09/18.
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197

Summary

198

prior written agreement to receithe reimburseent and has specified
the rate; and

(c) distribution commissions may be reimbursed by portfolio managers to
persons, other than investment marketers, for executing transactions,
where the client has given prior written agreement to receive the
reimbursement and has specified the rate.

In the US, currently proposed amendments to the Investment Advisers Act
of 1940 would give the Securities Exchange Commission (SEC) powers to
make rules prohibiting sales practices, conflicts of interest and caiien
schemes for intermediaries (including brokers, dealers and investment
advisers) that the SEC considers to be contrary to public interest and the
interests of investors.

Table7 summarises the keysses ai sed by this term of
forward programand possible changes to the policy settings of the FSR
regime that the Government should consider to deal with the issues

Table 7. Role of commission arrangements for product sales and advice (TOR 3)

Key issues ASIC activities Regulatory change options for
consideration by Government
Remuneration structures in the ASIC will identify the impacts of Remuneration structures for
financial advice industry create remuneration structures on advisers i Prevent remuneration
conflicts of interest which can conflicts of interest and on the structures that may create conflicts

distort the quality of advice

quality of advice of interest that adversely affect the
quality of advice, particularly
personal advice
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F  Appropriateness of information and advice
provided to consumers (TOR 6)

Key points

Disclosure is a key regulatory tool in the FSR regime.

The effectiveness of disclosure as a regulatory tool has been questioned
because of the length and complexity of some documents, limited
consumer engagement and understanding, and the mixed or competing
purposes of disclosure documents.

ASIC has devoted, and continues to devote, considerable resources to
improving disclosure to retail investors. In particular, ASIC:

e conducts targeted reviews of disclosure documents to ensure they
comply with the legal requirements;

e works with the FSWG to recommend changes to disclosure
requirements; and

e issues guidance to improve the standards of disclosure.

To complement the work of the FSWG, ASIC intends to commence a
project to explore whether more effective disclosure can be achieved.

ASIC& disclosure project may recommend further changes to the FSR
disclosure regime for Government consideration.

199 The approgateness of advice is dealt with under TOR 1:SeetionD.
This section focuses on other forms of information provided to investors
and, in particular, disclosure documents.

Key Issues

Effectiveness of disclosure

200 Disclosure is a key regulatory tool in the FSR regime. As explained in
SectionB, according to the economphilosophy underlyinghe FSR
regime, disclosure creates an efficient market by overcoming the information
asymmetry between industry particippand investors. It does this by
requiring disclosure of informatiomecessaryo facilitate informed
investmentdecisions by investors. Therefofer examplethe Corporations
Act requires that a Product Disclosure Statement (PDS) contain information
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that might reasonably be expected to have a material effect on the decision
of a reasonable person to acquire a praduct

201 The FSR disclosure regime was intended to §eiaciples basdiregime,
with flexibility in the legislation to allow for significantiifierences between
products® Therefore, the disclosure requirements in the Corporations Act
largely avoid prescribing the content of disclosures. Rather, they set out the
type of information that must be disclosed.

202 While few would question that disclosusea necessary regulatory tool to
ensure an informed market and informed investor decisiaking, it
appears that disclosure may not be a sufficient regulatory tool to overcome
information asymmetrie§.he effectiveness of disclosure as a regulatory tool
has been questioned because of:

(@ the mixedor competingourpose®f disclosuredocuments
(b) the length and complexity of some documents; and

(c) limited consumer engagement and understanding.

203 Disclosure documents generally fulfil multiple and often competifesro
From the investds perspective, the disclosure document iscorgractual
information about a specific product or service which assists investors in
deciding whether to acquire the produc
perspectiveas well as actingsaa consumer education tothle disclsure
document is anechanism to facilitate the sale of the product or searnck
to |'i mit pr.dheilatdeeroleaddtenleada tb lerdgthytagd
complex disclosure whicimay mean the document ends up fajlito
achieve the purpos# informinginvestors.

204 Lengthy and complex disclosure is also possibly driven by:

(@) the legislation, which sets ohigh-level content requirements that
industry perceives to be complex; and

(b) the complexity of some financial product§he explanation of complex
products is inevitably going to result in complex disclosure.

Note: The FSWG commi ssioned research in 200¢
PDSs are long and complex. The findings noted a variety of drivers for PDS length

includng the ones noted above. Other drivers included operational biases of industry,

i.e. its tendency to be risk averse and include pratker than lessnformation where

there was uncertainty about the information required by the legislation, and the

multiplicity of parties involved in the drafting process.

205 There is evidence that some retail investors do not read disclosure
documents or if they do read them, do not understand them. For example:

%7 Section 1013E, Corporations Act.
% Revised Explanatory Memorandum to the Financial Services Refor2@ill, pp9 and 143.
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(a) researcltommissioned by ASIC indicates that a largepartion of the
retail investors in Australian Capital Reserve Limited (A@Rntified
advertisements as the most influential factor in their investment
decisions. The research also found that the riskiness of the investment
appears not to have been ursieod by many of the investors

(b) the 2006 Adult Literacy and Life Skills Survey (ALLS) of Australians,
published bythe Australian Bureau of Statistic&RS) in January 2008,
found that 46% of Australians agedi 8 do not have the level of
literacy neededb understand narrative text, such as in newspapers or
magazines, to the minimum level required to meet the complex
demands of everyday life and work in the emerging knowldged
economy® This would suggest that many retail investors do not have
sufficient literacy to understand financial services disclosure
documentsand

(c) research conducted in 2006 by the Hong Kong Securities and Futures
Commission found that only 10.7% of investors survéyesteived,
read and fully understood disclosure documénts

206 Effective disclosure (and ultimately effective decision making by investors)
depends on factors such as investor engagement, financial literacy, access to
advice and the design of the product. Disclosure is unlikely to be effective if
investors are not gaged, do not have sufficient levels of financial literacy
or access to advice.

39 Australian Bureau of Statistics (ABS), Adult Literacy and Life Skills Survey 2006,
http://www.abs.gov.au/AUSSTATS/subscriber.nsf/log?openagent&42280_2006
(reissue).pdf&4228.08&Publication&B22A471C221C7BADCA2573C

40 Investors who had aoired an equity, index or credinked structured product in the last two years.

4! Securities and Futures Commission, Hong Kong, Structured Product Investor Survey, November 2006.
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Figure 2: Informing investors and driving good decisions
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Inadequate levels of disclosure - Agribusiness managed
investment schemes

207 In relation to gribusiness managed investment schemes, there is an issue
concerning the level of disclosure of information about the historic yield of
the schemésnvestments.

208 Historic yield information is a key issue for investors in relation to deciding
whether to inest in an agribusiness managed investment scheme. Plantation
productivity dictates the volumes that are achieved from harvestithg
significantly impacts on the returns ultimately achieved for investors (and
managed investment schemgerators). Plantatn productivity can be
dramatically affected by management of the sclisrmmps, rainfall
conditions, soil types, diseases and pests.

209 As noted in ASI@s submission to the P@&Inquiry into Agribusiness
Managed Investment Schesna number of past prajes operated by
participants in the agribusiness managed investment scheme industry have
failed to achieve their expected returns. This information may be relevant to
assist retail investors to decide whether or not they are prepared to invest in
an agribsiness scheme. Accordingly, disclosure of historic yield
information might reasonably be expected to have a material effect on the
decision of a reasonable person to invest in an agribusiness scheme and
required under the Corporations Act to be discloed@DSs. However, it
appears that this information has not been disclosed in some agribusiness
managed investment schePBSs.
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ASICG activities

210 ASIC has devoted, and continues to devote, considerable resources to
improving disclosure to retail investork particular, ASIC:

(@ conductgeactive andargetedeviewsof disclosure documents to
ensure they comply with the legal requirements;

(b) works with the FSWG to recommend changes to disclosure
requirements; and

(c) issues guidance to improve the standards cfatisre.

Disclosure document review

211 A S| C06 s ofrdisclosuee wocumentgpically fall into two categories:

(@) reactive review$ in response to a specific incident such as a complaint
or where ASIC has identified a problem with a disclosure document;
and

(b) targeted or campaign reviewwsvhere ASIC has identified areas of
concerno further investigate. Targeted or campaign reviews are
usuallycarried out in conjunction with other surveillance activitiea or
specific project. Forexampld S1 C6 s w don to disclosure ferl a t
unlisted and unrated debentures was part of a targeted canpaign.
targetd review allows ASIC to pick a sample of disclosure documents
based on a set criteria and review each document according to a specific
methodology.

212 ASIC takesa strategic approach to its disclosure document revia®tC
adopts a risk based methodology to assist with determining which disclosure
documents it should reviewor exampleve have previouslyisk rated
disclosure documents according to various indisaand then assessed
documents rated as being of medium to very highatggkinst thelisclosure
requirements of the Corporations Act and any reles&i€C guidanceEach
ASIC stakeholder team tailors the risking methodology to suit the focus
of its activities.

213 ASIC cantake remedial action (e.psue a stop ordeoy, in appropriate
cases, enforcement actidra disclosure document is identified as defective.

214 An ASIC review may cover any of the disclosure documents or advertising
and promotional @mterial issud or made available to prospective retail
investors under Ch 6D or Ch 7 of the Corporations Act.

Not e: Det ai | of ASI Cbs current activities |:¢

215 ASIC is not required to and does not have the resources to review all
discloswe documentsTable8 shows the number of prospectuses lodged
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with ASIC and the number of PDSs and PD&ise notices lodged with
ASIC in the period between 1 July 2006 addldine 2009.

Table 8: Number of disclosure documents and in-use notices lodged

Lodgement type 1 July 2006 to 30 1 July 2007 to 30 1 July 2008 to 11 Total 7 1 July 2006

June 2007 June 2008 June 2009 to 11 June 2009
PDS in-use notices 9,680 9,540 3,499 22,719
PDSs 76 24 19 119
Prospectuses 1,016 818 546 2,380
Total 10,772 10,380 4,051 25,218

Note 1: The numbers of disclosure documents includes supplementary documents lodged with ASIC. The numbers for
prospectuses lodged with ASIC are for quoted and unquoted securities. This number also includes information statements
for equities lodged with ASIC. The numbers relate to the documentséeffective dates (not the dates the documents were
received by ASIC).

Note 2: This table does not include other FSR documents that ASIC may review including SOAs, FSGs, periodic
statements, significant event notices and financial reports. Nor does it include the documents that ASIC would review in
relation to its other regulatory activities e.qg. financial reports.

FSWG

216 As a member athe FSWG, ASIC is working towards simple, standard and
readable product disclosure for specific financial products, to be used by
retail investors as a pontractual decisiemaking tool.

217 The FSWG has already developed the simplified PDS for the FirseH
Saver Account. Tédisclosure requirements for this document depart
significantly from the principles based approach of the FSR disclosure
regime. There arprescriptive form and content requirements and a
maximum 4page page limit. These PDS requirensewere implemented
throughamendments tthe Corporations Regulations.

218 The FSWG is now working towardehievingsimplified, mandatory
disclosure for other products. In particular, it is devising:

(@ shortandsimplified PDSdisclosure requirementsr margn loan
products, superannuation asimpledmanaged investment scheme
products. This simplified form of disclosure will include

() prescribed content requirements;

(i) a maximum page limit (4 pages for margin loans12@ages for
superannuation ar@impledmanaged investment scheme
products);

(i) anew incorporation byeference regimientifying what
information when incorporated by refereneeay be consideredsa
part of the PDSand
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(b) sample PDS documents as a guide for industry on the type of content
and level of detail that would be expected in a shorter, simpler PDS.

219 ASIC will continue its involvement in the work of the FSWG.

ASIC guidance

220 ASIC has issued a number of Regulatory Guides that provide specific
guidance to the financial services industry t@iave disclosure.

221 For example, Regulatory Guide Hfortgage schemésnproving disclosure
for retail investor§RG 45) Regulatory Guide 48nlisted property
schemesd improving disclosure for retail investo(RG 46) and Regulatory
Guide 69Debenturesimproving disclosure for retail invests(RG 69
enhance thdisclosure regimes for the unlisted debenture and mortgage and
property scheme markets. Thehancedlisclosure regimes were designed to
increase the level and quality of information being disclosedtail
investors about these productdiese products are relatively highk but
they appeal to ordinary retail investorhe new disclosure regimes include
a set of benchmarks to test disclosaipeutthese products. Benchmarks can
help retail invators assess the risk and figkvard prospects of the relevant
financial product. The expectation is that the benchmarks are followed (as
applicable) and i f not, explained on

222 Other key disclosure regulatory guides are:

(a) Regulabry Guide 9CExample Statement of Advice for a limited
financial advice scenario for a new cligfRG 90)(the model SON

(b) Regulatory Guide 16Bisclosure: Product Disclosure Statements (and
other disclosure obligationgRG 168)

(¢) Regulatory Guide 17Brospective financial informatio(RG 170) and

(d) Regulatory Guide 17bicensing: Financial product adviseés
conduct and disclosur@RG 175).

Future ASIC work

223 To complement the work of the FSWG, ASMIl commence a project to
explore whether more effectivesdiosure can be achieved, ligr example

(@) applying the FSWG prescriptive form and content requirements to a
broader range of products (see paragr&ilts219above);

(b) appling benchmark disclosuen an o6i f nogsuchasnhy not 6
RG 45, RG 46 and RG p® a broader range of produatsluding
overthe-counter products, contracts for difference and capital
guaranteed producfsee paragrap®2l1above); or

(¢) summaries of disclosure documents (see parageg#ig28below).
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Mandatory summaries

224 ASIC will further explore the merits of summarngaosure. A number of
key jurisdictions (Canada, United States of America (USA), and the UK)
have versions of a mandated summary document prescribed for specific
financial products.

225 For example, the Canadian Joint Forum of Financial Market Regulators
published a Framework for Point of Sale Disclosure on Mutual Funds and
Segregated Funds (Framework) in October 2808he Framework
requires the publicationofatwpage &6 Fund Facts6 docume
or class of fund. To promote comparability aimdicity, the Framework
prescribes the items to be covered on each page, the section headings and
certain language.

226 Page one contains basic information on the fund, including:

@ O06Quick Factsd, which include the dat
manager, distributions and minimum investment;

(b) what the fund invests in;
(c) fund performance; and

(d) risks, whether the fund is guaranteed and who it is suited to.
Page two covers costs, including commissions.

227 The prescribed risk section must include a risk sshiewn below irFigure
3. The scale is based on six defined risk categories developed by the
Investment Funds Industry of Canada in its Recommendations for Fund
Volatility Risk Classification.

Figure 3: Canadian Fund Facts risk scale

How risky is it?

When you invest in a fund, the value of your investment can go
down as well as up. X¥Z Mutual Funds has rated this fund’s risk
as moderate.

Very low Low Low to Moderate Moderate  High
moderate to high
228 The IOSCO Standing Committees on Intermediaries and on Investment

Management are currently consulting on principles of pairgale

42 Framework 81406 Point of Sale Disclosure on Mutual Funds and Segregateds,
www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_200810240@ frameworkpos.pdf
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di sclosure, focusing on O6keyrsinformat:.i
relating to managed investments and their distribuffon.

Agribusiness Managed Investment scheme disclosure

229 ASIC will also consider whether it should assist the agribusiness industry by
publishing guidance on how agribusiness scheme providers shoybdlycom
with their PDS disclosure obligations, with particular reference to disclosure
of historic yield information. This guidance will address the disclosure issue
identified in paragrapB07 209above.

Changes to the policy settings of the FSR regime

230 ASIC& disclosure project (see paragra@d may recommend further
changes to the policy settingstbé FSR disclosure regimEorexample, if
we decide mandatory summaries are appropriate, this wegldre law
reform

Recognising the limits of disclosure

231 It should also be noted that otletranges to the FSR regimeferred to in
this submission (g. possiblechangsto thepolicy settingsto prevent
remuneration structures that adversely affect the quality of gciealso
designed to overcome problems with disclostites is achievedy
reducing reliance on disclosure as a regulatory tool.

232 Disclosure is a necessary regulattwgl; it is important that investors are
given information that equips them to make confident and informed
decisions. However, for the reasons set out in paragefih206 above
disclosure may never be sufficient to overcome information asymmetries
between industry participants and retail investors. If disclosure cannot fulfil
its role of overcoming the information asymmetry between industry
participants and investors ghi it is necessary wonsiderotherchanges to
the FSR regime tprotect investors.

Summary

233 Table9 belowsummarises the key issugssed by this term of reference,
A S | @odward progranand possible changesttee policy settings of the
FSR regimehat the Government should consider to deal with the issues.

43 This report has not yet been finalised.
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Table 9: Appropriateness of information and advice provided to consumers (TOR 6)

Key issues ASIC activities Regulatory change options for
consideration by Government

Disclosure can be ineffective ASIC will continue targeted ASI Cbs discladsur ¢
because of: the length and reviews of disclosure documentsto A S| Qdjsct to improve the
complexity of some documents; ensure compliance with legal effectiveness of disclosure may
limited consumer engagement and  requirements recommend law reform

understanding; and the mixed or

. . ASIC will continue to work with the
competing purposes of disclosure

FSWG on its project to simplify
disclosure

ASIC will continue to issue
regulatory guidance to improve
disclosure e.g. guidance to make it
clear that the law requires
disclosure of historic yield
information in agribusiness
managed investment scheme
PDSs

ASIC will identify and implement
ways to improve the effectiveness

of disclosure (beyond the scope of
the FSWGO)egmby oj e
introducing disclosure against
benchmarks for specific products,
etcon an O6if not,
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G  Role of marketing and advertising campaigns
(TOR 4)

Key points

Advertising and related marketing campaigns can be extremely influential
in the decision to invest and can facilitate investment without advice.

In light of this ASIC actively monitors advertising and related marketing
material and takes action where appropriate.

ASIC intends to publish a new regulatory guide on the standards of
advertising it expects and to continue to monitor and enforce those
standards through targeted campaigns.

To further protect retail investors, the Government should consider:

e enabling ASIC to require issuers of certain classes of products to
include certain content in their advertising and marketing material; and

e other regulatory options such as enhanci
power.

Key issues

The influence of advertising and marketing campaigns on
investment decisions

234 Advertising and related marketing campaigndgibgncial product providers
and services providers can be influential in the decision to invest. Research
shows that many investors have made important investment deaisidghe
basis of information contained auvertisingand marketing campaigns,
sometimes without referring to disclosure documents or obtaining advice.

235 For example, research commissioned by ASIC in relation to investors in
ACR and Fincorp shows that,rfthe majority of investors, advertising was
one of the most influential facwin their investment decisiol53.7% of
the investors surveyed who had invested in the products said that they were
attracted to and influenced by product advertisiibe research indicated
that pervasive advertising can have a powerful effect on investors. The brand
awareness that resuftem such pervasive advertisiogn give consumers a
perception that a financial product is a secure investment.

44 Report 128Understanding investors in the unlisted, unrated debenture (UDD) mik# 126), April 2008.
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Advertising may lead to investing without appropriate
advice

236 Advertising provides investors with the opportunity to invest directly
through a product issuer. In the context of ACR, for example, many
investors contacted ACR directly through its call centre after seeing ACR
advertsements. These investors were then invited by the call centre operator
to discuss the available investment opportunities in person. The aim of this
process was to increase the direct selih§CRGs products.

237 Direct selling can lead to consumers nmgkimore risky investments choices
because they are investing without seeking appropriate financial advice,
which takes into account their personal circumstances and financial needs.

238 The highrisk nature of a product may not be clear to retail investbrs
invest in products as a result of direct marketing. While the relevant
advertising and promotional material may correctly describe a product and
its features, the riskiness of a product is not usually conveyed to consumers
through advertising.

Limited content and other requirements for advertising of
financial products

239 Currently, the Corporations Act only prescribes limited content requirements
for advertising. For example:

(@ in relation to fundraising, advertising or publicity is generally
prohibited br an offer of securities that needs a disclosure document
under Ch 6D. However, an advertisement or publication does not
contravene this requirement if, before the disclosure document is lodged
with ASIC, an advertisement or publication complies withdbietent
requirements in s734(5) and 734(6). Broadly, an advertisement or
publication may need to contain some or all of the following statements:

(i) the name of the issuer of securities;
(i) the name of the seller of the securities (for an offer under s707);

(i) areference to when and where the disclosure document is expected
to be made available;

(iv) that a person should consider a disclosure document in deciding
whether to acquire securities; and

(v) that a person who wants to acquire securities will need to complete
anapplication form;

(b) under s1018A, advertising or other promotional material for a financial
product that is made available to retail investors must identify the
product issuer and must also refer a person to the sfeBS; and
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240

241

ASICG activities

242

243

(c) under s949A, if the advergment or promotional material contains
general advice, then a general advice warning must be inctuged
warning to potential investors that the advertisement does not take into
account their personal circumstances and that potential investors should
consider whether the product is appropriate for them

Note See Appendix Zor a summary of the legal requirements in relation to
advertisements.

The Corporations Act does not contain a suitability requirement for
advertising for financial products. Advising and promotional material

does not need to contain any messages about the type of investor for whom
the advertised financial product would be a suitable investrmentarnings
about the particular risks of a financial product. Unless the relevant
advertising or promotional material is false, misleading or decepiive
otherwise breaches the consumer protection provisions in Pt 2 Div 2 of the
ASIC Act, ASIC is unable to take regulatory action to protect retalil
investors.

This means that complex ah@yh-risk products can, in compliance with the
law, be marketed directly to retail investors through advertisements even if
these products may be unsuitatdethe likely audience of the
advertisementsFor examplegontracts fordifference (CFDs), a vg

complex financial product, ke been advertisethroughtelevision
advertisementtargeted at the mainstream audience. This type of mainstream
advertising can create the perception that a CFD product is a mainstream
investment product.

General approach

ASIC monitorsvariousforms of advertising for financial products and
servicesfocusing on whether the advertisements:

(@ contain information that may be considered false, misleading or
deceptiveand

(b) meet the relevant content requirengent

ASIC uses a number of tools to monitor advertising of financial products and
services, including:

(@) aservicethatmonitors and identifies advertisemefdr financial
products that appear on television, on radio, in print publications and on
internet ges. The service captures major cities and suburbs but not
regional or local advertsnments;
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(b) targeted campaignASIC conducstargeted campaigns looking at
advertisementfor particular financial products. For example, ASIC has
conducted targeted campagyon advertising in the following areas:
credit, equity release products including reverse mortgages, insurance,
superannuation, mortgage schemes and debentures: see paragraphs
245 250for more details about some of these campaigns.

(c) informal monitoring. Particular areas of ASIC will often proactively
look at media publications focusing on advertising campaigns relevant
to their areand monitor complainteceived by ASIGvhich refergo
advertisingor promotionamaterial

244 ASIC has also issued a number of regulatory guides on the standard that
ASIC expects product issuers dtancial service providers to adopt in
relation to advertisingnd promotional materiaincluding:

(@) Regulatory Guide 4Blortgage schemdsimproving disclosure for
retail investorg RG 45);

(b) Regulatory Guide 4Broperty schemesimproving disclosure for
retail investorgRG 46);

(¢) Regulatory Guide 53he use of past performance in promotional
material (RG 53); and

(d) Regulatory Guide 15Bebenture AdvertisinfRG 156)

Overview of past ASIC action on advertising

245 ASIC hasachieveda number of successful outcomesretail investoras a
result of itsadvertisementonitoringactivitiesand targeted campgis. The
following is a summary of some of the more prominent regulatory action
ASIC has taken in relation to misleading, deceptive and false adveitising
the last few years

246 In 2009, ASIC raised concerns with Westpac Banking Corporation that some
advertsing for the Westpac Choice account was misleading, or likely to
mi sl ead. Westpac took a number of stefj
further information, see AD 091 Westpac responds to concerns regarding
advertising 27 March 2009.

247 Since early 2008ASIC has engaged with issuers of debentures to discuss
content requirements of advertisements in print, radio, television and
websites. ASIC has obtained corrective disclosure on a number of
advertisements, including ensuring thaarning statemendhawe been
included in promotional material.

248 In 2007, ASIC conducted a targeted review of advertising for reverse
mortgages. As a result of this review, ASIC fodive instances of
misleading advertisements that contained claims that the reverse mortgage
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did not need to be repaid. ASIC raised its concerns with each of the
promoters who immediately took steps to withdraw or amend the
adverti®ments. For further information, s&® 07-152 ASIC works with
industry to ensure clear reverse mortgage advertisinfyine 2007.

249 In 2007, ASIC obtained injunctions against Etracka Pty Ltd (Etracka) in
relation to concerns over a loan calculator licensed to mortgage brokers. The
court ordered that Etracka add warnings that advised consumers that if they
had not chosen toake additional monthly repayments the calculator would
not provide a reliable comparisdror further information, sel® 07-95
ASIC obtains injunctions against loan calculator operafid April 2007.

Etracka was also ordered by the court to send coreeatitices to its
members, clients, licensees and users of its calculators.

250 Between July 2006 and August 2007, ASIC conducted a targeted campaign
to review advertisements placed in major Australian newspapers and
financial periodicals in relation to furaising activities. This campaign
resulted two undertakings to withdradvertisementand seven corrections
to advertisementslating to the offer of securities under a prospectus.

Future activities

Monitoring

251 ASIC continues to follow a thematic apprbao monitoring advertising,
conducting targeted campaigns on specific aregsd@vertising for credit
or advertising for debentures). For example:

(a) the DeposiHTakersand Insurance (D) stakeholder team has been
targeting advertising in relation to dieand reverse mortgage products.
DTl is also planning to conduct a targeted surveillance on advertising
for retirement income products as part of its 2009/10 business plan

(b) the Investment Banks (IB) and the Consus@ard Retail Investors
(CARI) stakeholdr teams are currently targeting advertisements for
CFDsandotheroverthe-counterderivatives As part of this work,

ASIC officers will be attending seminars for C&IASIC is reviewing
the way CFDs are advertised and sold to retail investors and cogpari
this information against complaints data

(c) the Market Participants and Stockbrokers stakeholder team is currently
targeting advertising in relation to day tradsygtemsas part of its
surveillance activity under s912A and s912E of the Corporations Act
and

(d) the Superannuation Funds stakeholder team has set up a formal
monitoring system to monitor advertising and promotional material for
superannuation products. Disclosure in superannuetiated
advertising has become an increasirgyifical and impotant matter in
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light of the impacthemarket turmoil has had on superannuation
member balances. The team is also working to address illegal early
access of superannuation. Advertising is an integral part of these
schemes because it is the initlabokbto consumers.

Regulatory guide

252 ASIC is also currently developing a regulatory guide for promoters of
financial products and services and publishers of advertisaigrialabout
financial products and services.

253 The guide will set out the standards we wipect promoters and publishers
to mee when advertising financial products and services to rietaistos.
The standards will apply to any advertising designed to inform consumers
about or promote financial productsfimancial advice services,
commurcated through any medium, including:

(a magazinesnd newspapers;

(b) radioand television;

(c) websites

(d) productbrochures and promotional fact sheets;
(e) directmail (e.g. by post, facsimile or email);

(H telemarketingactivities and audio messages for telephone callers
hold;

(9) presentationto groups of peopljeand

(h) advertorials.

Changes to the policy settings of the FSR regime

Mandatory content

254 ASIC believes that the Government should consider changing the policy
settings of the FSR regime so tA&8IC hasthe powerpy legislative
instrument, to require product providers to include specific comeheir
advertising and marketing material.

255 As set out in paragrapl284i 238 adverising is a powerful source of
information about financial products; many investors make investment
decisions on the basis of information contained in advertisements. In light of
this, ASIC should be able, in appropriate situations, to take action to ensure
that certain advertisements contain information crucial to investgrs
information about who a product is suitable for; disclosure against key
benchmarks and warnings about key risks
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256 ASIC acknowledges that industry may be concerned about the arbisery
of such a power. However, we consider that this concern can be allayed by
the fact that, under tHeegislative Instruments A2003 ASIC could only
exercise this power after appropriate consultation and that the relevant ASIC
instrument could be diawed by Parliament. ASIC also congs with the
Governments best practice regulation requirements.

Stop order power

257 ASIC believesthe Governmenshouldconsiderenhancing the existing stop
order power under Ch 6D of the Corporations A@30)by making this
power consistent with the stop order power available to ASIC Urtdé® of
the Corporations Acts(LODE). Specifically, ASIC suggests thatovisions
similar tos1020E(8), (9) and (10) be enacted under s739. Subsections
1020E(8), (9) and (10) extd the operation of a stop order power by:

(@ ensuring that a person to whom an order has been served takes
reasonable steps to make other persons who engage in conduct the
subject of the ordeaware of the order

(b) specifically prohibiting a person to whom arder has been served, or
persons who have been made aware of the @dgaging in conduct
contrary to the order; and

(c) ensuring that any conduct engaged in contrary to an order would be a
contravention of a specified part of Pt 7.9 where the order iadlad
statement tohis effect

Other options

258 One way of addressing concerns about direct selling through advertising
would be to introduce limits on the potential for product providers to directly
sell their products to investors through advertising. Whbdles on
advertisements of some products may restrict vulnerable invé@ataess to
these products, they may also limit competition in the financial services
industry and restrict investdishoice. ASIC considers that at this stagech
bans are not ptified.

259 In the UK the FSA can take action whewe product is marketed to an
unsuitable audience, through the requirement on product manufacturers to
6treat their customers fairlydé. This i

product manufacturers to tteaustomers fairly and ensure that products are
sold to suitable persons which is discussed further in Sd€thmiow.
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Summary

260 Tablel10 belowsummarises the key issuased by this term of reference,
A S| @dward progranand possible changes to the policy settings of the
FSR regime that the Government should consider to deal with the issues.

Table 10: Role of marketing and advertising campaigns (TOR 4)

Key issues

Advertising campaigns are
extremely influential

ASIC activities

ASIC will continue to monitor and
conduct targeted thematic
campaigns on advertising to
ensure compliance with ASIC
guidance and the law

ASIC will publish guidance on the
standards of advertising expected

Regulatory change options for
consideration by Government

Mandatory content in
advertisements i Enable ASIC to
require issuers of certain classes
of products to include certain
content in their advertising and
marketing material

Enhance ASI Ctops Cl
order poweri Make AS| C6 s
order power under Ch 6D

consistent with the stop order

power under Pt 7.9.
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H  Consumer education and understanding
(TOR 7)

Key points

Our judgment is that consumerséba nd r et a i uUnderstamdmgaboutr s 6
financial products and investing is relatively low.

The costs of this lack of understanding for individuals and the economy are
high.

ASIC has, and continues to, pursue a humber of initiatives to improve
consumer education and understanding. This work includes:

e promoting the delivery of financial literacy education through existing
educational pathways;

e providing Australians with access to reliable, independent and free
information and tools to help them make better financial decisions;

¢ looking beyond education to solutions that promote financial well-being;
and

e developing and promoting national partnerships to expand the delivery
of high quality investor and consumer education in Australia.

In undertaking this work we recognise that:
e improving financial literacy is a long term objective; and

e given the complexity of some financial products and investment
decisions we will sometimes need to look beyond education to find the
right policy response to achieve good financial outcomes for Australians.

Key issues

Standards of financial literacy and understanding

261 Most Australians are retail investors. Even if they do not think of themselves
as investors, they will generally have some investment exposure and exercise
some investment choice through thandatory superannuation system.

Many Australians also hold investment products outside the superannuation
system.

262 The FSR regime places the onus on investors to take responsibility for their
own investment decisions. The onus is on the retail investecognise
when they need to seek financial advice and to have a sufficient education
understandingnd motivatiorto read andcomprehend the disclosure
documents they will receive when they receive advice and/or invest in
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products (9. SOAs, FSGs, andPDSs). This presumes that most Australians
will have a reasonable level of financial literacy and understanding.

263 However, a number of research reports show that while Australians seem to
be relatively knowledgeable and confident about simple and &arfitiance
topics such as budgeting, we are less knowledgeable and confident about
more complex and unfamiliar topics such as investing and saving for
retirement.

264 In addition,as stated in paragra@@5(b)the 2006 ABS Adult Literacy and
Life Skills Survey found that 46% of Australians aged7#5do not have the
level of literacy needed to understand narrative text, such as in newspapers
or magazines, to the minimum level required to meet the complex demands
of everyday life and work in the emerging knowledggsed econon.
This suggests thamany peoplevould have difficulty understanding the
disclosure documents they would receive when they irrasiake other
financial decisions

265 In 2007, ASIC commissioned Rd/organ Research to conduct a lasgale
piece of research about retail investors. The research showed that investors
find investment concepts difficult to understand and apply and that some
investors do not take an active interest in their investniénts.

266 A number of other Australian surveys back this finding. They also show that
even where we think we understand a concept, we often have difficulty
applying it. For exampldehe 2008ANZ Survey of AdultFinancial Literacy
in Australiashows that while &% of people say they understand higher
returns mean higher riskaround42% wouldstill invest in something
offering higher tha average returnsSimilar results were obtained in the
2002 and 2006 ANZ surveys.

267 The 2008 ANZ survey also sought to assestmdes to budgeting and
money management. 72% of respondents said they save money on a regular
basis, with only 24% stating that they have problems setting aside money for
major financial outlays-However, these figures were impacted by lower
levels of fnancial literag with 59% of respondents in the lowest bracket of
financial literacy scores saving on a regular basis and 34% agreeing to
having problems with setting money aside.

268 In relation to investment and retirement planningile the2008 ANZ
survey found that there was generally a good understanding of basic rules
relating superannuation, 3186 respondentseported that superannuation
fund statements were difficult to understand. This figure was down from

48 Australian Bureau of Statistics (ABS), Adult Literacy and Life Skills Survey 2866://www.abs.gov.au/
AUSSTATS/abs@.nsf/DetailsPage/4228.02006%20(Reissue)?OpenDocument

48 AS|IC, Australian investors: at a gland®EP 21), April 2008.

4T ANZ, Survey of Adult Financial Literacy in Australia, 2008, see table 7.3.1a.
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36% in 2002. Respondents with lower finexhéiteracy scores were more

likely to have difficulty in understanding fund statements. Understanding of
superannuation as an investment was found to be moderate, however 42% of
respondents did not know what factors would result in a reduction in the

final value of the investment. Only 27% of investors had identified a target
income for retirement. This figure increased to 34% amongst respondents
aged 4559 yearg?®

269 Overseas jurisdictions have also investigated levels of financial literacy with
similar findings see, for examplehe FSA (UK) report on Levels of
Financial Capability in the UK: Results of a baseline survey (March 2806).

270 The problens areexacerbated by the fact that for many of us, investing is
not a repeat activity where we develop skiNgioa lifetime and can learn
from inexpensive mistakes. Often people who have led successful, busy
lives, never need to make an investment decision (and learn about investing)
until around the time of retirement when they may for the first time have
significant funds to invest. The tragedy is that financial mistakes at this time
of life aremadeat a time when it may be impossible to ever fully recover
from the consequences.

Costs of poor financial literacy

271 The relatively low level ofinancial literacyand understanding about
financial products poses a number of challenges to successful investing, in
turn, exposing the investments of retail investors to vulnerability. The costs
of poor financial literacy and uninformed investment decisi@king to
individuals and for the economy as a whole are high.

272 At the individual levellow financial literacy and understandiogn lead to
bad investment decisions which may, in tuead to goartial or totaloss of
savings. This is what has happened in the cootfew/estpoint ACR and
Fincorpwhere some retail investors had invested all of their savings into
products issued by these entitiesulting in complete loss of those savings.
The risk is intensified where leverage is used for investing and can result in
the loss of everything, including the family home.

273 Increasing financial literacy also has significant dividends for the
psychological well being of individualsvith flow on benefits to the broader
community. Research conducted for the B8A estimates tht moving a
person with a relatively low level ofrfancial literacy to an average level of
literacy improves their psychological wdldeing by around 6% (compared to

48 ANZ, Survey of Adult Financial Literacy in Australia, 2008, see section 7.
4 http:/ww.fsa.gov.uk/pubs/consurmegsearch/crpra7.pdf
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an 8% deterioration in welleing associated with divorce or a 10%
deterioration from beig unemployed)>°

274 At a more macro level, research conducted for the Commonwealth Bank
Foundation suggests that increasing the level of financial literacy by even a
modest amount among the 10% of Australians that are the least financially
literate would cotribute $6 billion per year to GDP and create over 16,000
new jobs>*

Recognising the limits of financial literacy and
understanding

275 There are limits tdinancial literacyand understanding:

(@ improving financial literacy is a long term objective. Consumer
education seeks to bring about behavioural change, which can often
take a generation or more to achieve and requires significant resources

(b) as the work of behavioural economists and others have shown, lack of
knowledge is frequently not the reason why wendiomake sensible
financial choices. Knowledge and understanding, while essential, are
only two of the many factors that influence all of our chojteand

(c) somefinancial products and financial decisions are so complex, time
consuming or even plain borirtigat no amount of education will
properly equip many of us to make good decisions in relation ta them
In these circumstanceaternatives to education need to be considered
if we are to help people avoid making disastrous investment choices.

276 Despite thanherent limitations of consumer educati&sIC believes that it
is important to continue tioetter educate people about financial issurek
more particularly, their current and future financial neédgustralia,
individuals arenow responsible foplanning for their retirement to enswae
comfortable standard of living. In this context, it is important that
Australianshavea good understanding ofvestmenbasics such as
diversification and risk. They also need to know when they should ask
guestias, where to go to find independent reliable information and the
importance of shopping aroufal a suitable and appropriate investment.

277 However, he limitationsinherent in financial literacy and consumer
education mearhat ASIG Governmentsindindustly need to look beyond
these toolso other regulatory responses if we are to have a more immediate
positive impact on retail investor protection.

0 Taylor, M., Jenkins $& Sacker, A.Financial Capability and wellbeing: Evidence from the British Household Panel
SurveyFSA. Institute for Social and Economic Research. University of Essex: Essex.

%1 Cited in Commonwealth Bank of Australidystralian Financial Literacy Asssment2006,
http://www.commbank.com.au/abeus/downloaebrinted-forms/AFLA-2006report.pdf

52 Thaler, R.H., & Sunstein, C.RNudge Improving decisions about health, wealth and happinéake University Press,
New Haven.

© Australian Securities and Investments Commission August 2009 Page 78



PJC Inquiry into Financial Products and Services in Australia

ASICG activities

278 ASIC is responsible for promoting the confident and informed participation
of consumersrad investors in the financial system: see SK&IC Act. In
carrying out thigesponsibility ASICG aim is to foster a financially literate
community where Australian consumers can make informed decisions about
financial products and services, undemgdttheir rights and responsibilities,
and be in a position to identify and avoid bad investment choices like frauds
and scams. From 1 July 2008, ASIC also took over the responsibilities of the
former Financial Literacy Foundation and became responsiblegding
the Federal Governmdatfinancial literacy work

279 In seeking to foster a more finandyaliterate Australia, ASIC is involved in
four streams of work

(a) delivering financial literacy progranfsee paragrapt280 281);

(b) ensuring access to information and tqskse paragrapt82 284);

(c) looking beyond education to solutions tpabnote financial weltbeing
(see paragrap®85); and

(d) developing partnerships with industry and the commu(sig
paragraph286 287).

Delivering financial literacy programs

280 ASIC isfocussing on delivering financial literacy programs through existing
educational pathway#cluding through

(@ schools where financial literacy education is now a requirement for all
Australian school chileen fromkindergarten to year 10;

(b) thehigher educatiogystem;
(¢) employer and union sponsored prograaml

(d) community based programs run by the community sector.
All of this work is being done in partnership with others.

281 Part of ASIG@s work will be ensurig that we maintain and buitth the
momentum ofhe financial literacy programs being develop&dew
national curriculum is presently being developed and the place of financial
literacy within that neveurriculum is not yet clear. ASIC and the Australia
Government Financial Literacy Board are concerned to ensure that financial
literacy has an explicit home in the new curriculbetcausefiit doesnotthe
advances of recent years will be lost. We would encourage the PJC to add
their voice to those reconmending to theAustralian Curriculum and
Assessment Authority that financial literacy have an explicit home in the
new curricula
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Ensuring access to information and tools

282 ASIC is constantly working to ensure that Australians have easy access to
the informaion and tools they need to make good financial choices. We do
this through our FIDO website, which receives around 1.5 million visits per
year, and the Understanding Money website. Both of these sites contain an
enormous array of interactive tools and mfiation to assist consumers and
retail investors with their financial needs.

283 We also ensure access to information and tools through a range of other
mechanisms such as:

(@ our publications program; and

(b) public seminars such as those conducted for us bydliektr

284 We have designed seminars and a booklet (which will be launched soon) on
the theme of Investing Between the Flags. This work grew out of the recent
collapses where it became apparent that many people did not understand
investing basics. We will aldmave a new investing portal that uses this same
well known Australian safety metaphor to help people understand and test
their investing knowledge and invest within their safety/risk threshold

Note: Further information about the information and toolslabi on FIDO and
Understanding Money is contained in Appendix 3.

Promoting financial well being

285 Another stream of our work is looking beyond education for solutions that
promote financial well being. ASIC is currently developing a new
consumer/investor @bsite. The website is being designed to take people on
a journey starting from engagement with their financial circumstances and
needs, to knowledge about investing and personal goal séitiegvebsite
will also providepersonalised guidance and ongpgupport to help people
follow through on achieving the goals they set themselves. We believe the
site will have a very important role to play in meetiagleastsome of the
needs of Australismwhodo not currently use a financial plan.

Developing partnerships

286 ASIC is aiming to develop crosectoral partnerships. We consider that this
is essential if we are to make a serious impact on the financial literacy levels
of Australians. Government is not the only area with an interest and
involvement in inproving financial literacy. The community, education and
financial services sector all put enormous amounts of energy and resources
into this common endeavour. As all of the evidence from social marketing
tells us, to achieve broad based behavioural chidigyessential that we
coordinate our efforts and deliver common messdgesonly when people
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287

hear the same message over and over again in all@fdidatexts that real
change starts to occur.

We have formed our first ever national, ckresstoal community of practice
and are using our national videoing facilities to bring together up to 90
people each month, from across Australia and New Zealand and from all of
the sectors working in the financial literacy space, to build networks and
promote lest practice and knowledge sharing about financial literacy.

Changes to the policy settings of the FSR regime

288

Summary

289

Altering policy settings of the FSR regiméll not improve financial literacy
and consumer education. However, as the discussion aboveesditat

task of improving financial literacy will take decades and will need to be
well resourced throughout if we are to succeed. It is therefore essential that
Government, the regulator and industry work together to achieve this goal.

Table11 belowsummarises the key issusssed by this term of reference
and Affriw&dpsogranio deal with these issues.

Table 11: Consumer education and understanding (TOR 7)

Key issues ASIC activities Regulatory change options for
consideration by Government
Consumers have low levels of ASIC will continue to promote There are no changes to be

financial literacy and
understanding

delivery of financial education considered by Government at this
stage. However, Government and
industry need to fully support
financial literacy initiatives.

ASIC will continue to provide
Australians access to information
and tools

ASIC will look beyond education
for solutions to promote financial
well-being e.g. by designing a
website to assist retail investors
create a financial plan and follow it
through

ASIC will develop and promote
national partnerships to expand
delivery of investors and consumer
education
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Professional indemnity insurance (TOR 8)

AFS licensees must have arrangements in the form of professional
indemnity (PI) insurance in place to compensate retail investors for losses
suffered as a result of a breach of the licensee® obligations.

There are inherent limitations on the effectiveness of Pl insurance as a
compensation mechanism and these limitations will be exacerbated if the
market for Pl insurance dardensdas currently indicated.

ASIC is working with the industry to ensure that the scope of the current
compensation arrangements is maximised within the constraints of the
dardeningdbmarket. The Government may need to review the effectiveness
of Pl insurance as a compensatory mechanism and consider possible
alternatives such as a statutory compensation scheme.

290 Under the Corporations AGAFS licensees are required to have
arrangements in place to compensate retail investors who suffer loss as a
result of the licensee breaching the requirements of Chapter 7 of the
Corporations Act® Regulations introduced in 2006 prescribe professional
indemnity (PI) insurance as the standard way to comply with this
obligation>*

291 ASIC has provided guidance setting out minimum standards in Regulatory
Guide 126Compensation and insurance arrangements for AFS licensees
(RG 126). This guidance, consistent wiitle legislative scheme,
contemplates that most consumer claims will be resolved through external
dispute resolution (EDR), and that Pl insurance is a potential means to
enhance a licenséeability to meet compensation determinations made by
the relevant BR scheme.

Key issues
292 The key issues in relation to the adequacy of Pl insurance arrangements as a
compensation mechanism for retail investors are:

(@ the inherent limitations on its effectiveness as a compensation
mechanism; and

(b) thedardeningof the markefor Pl insurance affecting the cost,
availability and scope of available Pl insurance generally.

%3 Section 912B.
%4 Regulation .02AAA, Corporations Regulations 2001.
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Inherent limitations

293 There are significant limitations on the effectiveness ahfUranceas a
compensation mechanism for retail investors. Pl insurarat designed to
protect consumers directly (i.e. the consumer is not a direct beneficiary of
the insurance contract, as explained below) and it does not guarantee that
compensation will be paid. Pl insurance is a contract between the insurer and
the insurd (the AFS licensee) under which the insured is protected against
the risk of losses arising from poor quality services and misconduct. As a
compensation mechanism it is limited by:

(a) what the market is willing to underwrite, expressed in the terms of the
insurancecontract for example:

() insurance policies do not generally cover fraud by the principal, as
such coverage is considered to create a mechanism for the insured
to profit through their fraudulent actions;

(i) Plinsurance may be unavailable if theelisee has breached the PI
insurance contract e.g. by failing to notify claims;

(i) Pl insurance may be unavailable to the retail investor if the breach
by the license€upon which the retail cliefd claim is based} an
identified exclusion under the policgnd

(iv) Plinsurance is generally a claimgade insurance contract and
generally only covers claims made during the term of the contract.
If the AFS licensee does not have a Pl insurance policy at the time
when the consumés claim is made (as opposed toenththe events
giving rise to the claim occurred) because, for example, the AFS
licensee has ceased business, then the con&uoi&m is not
covered by Pl insurance; and

Note: the consumés claim would be covered if the AFS licensee still hadafin
cowver: see paragra@9.

(b) what the financial services industry can affordelation to insurance
premiums

dardeningb6of the market

294 These limitations of Pl insurance are currently being magnified by a recent
6handngd of the Pl insurance mar ket , |
ASI Cébs discussions with industry part.

(@ an increase in premiunfigr Pl insurance for financial advisers;

(b) areduction in policy limits and exclusiofts certain produts and
types of advice:

@) new PI policies for financial advisers are unlikely to cover advice
about margin lending as a matter of course. Insurers might be
prepared to cover margin loans on a dagease basis where they
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295

296

ASIC activities

297

298

are satisfied that there have beefficient internal controls around
advice regarding these products;

(i) new PI policies for financial advisers might have tighterlgulis
on cover for dishonesty and EDR schemes;

(i) automatic ruroff cover is unlikely to be generally available for
advisers; ad

(iv) insurers are reviewing approved product lists and specifying
products that they will or will not coveand

(c) some insurers are not writing new cover for advisers or have withdrawn
from the financial adviser market

This hardeningis most likely a restilof the cyclical nature of insurance
markets, the effects of the global financial crisis, low interest rates and
recent high profile product/adviser failures such as Westpoint and Storm.

In spite of thighardenin@ receninquiriesby ASIC indicate thithe PI

insurance market still functioning appropriately for AFS licensees. That is
financial advisers, in particular, are able to obtain cover, albeit at an
increased premium. However, a number of factors (including the high degree
of concentration fosupply in a small number of insurers and some degree of
specialisation in the segments of the market that particular insurers will
cover) could lead to a further tightening of the market in the next one to two
years making it harder for some licenseest{pularly financial adviserdp

obtain Pl insurance

Maximising the effectiveness of Pl insurance arrangements

ASIC has created an administrative policy framework in RG 126 designed,
as far as possible, to give effect to the objectivediicing the risk that
compensation claims to retail clients cannot be met by the relevant licensee
due to the lack of available financial resources.

RG 126 sought to maximise the effectiveness of Pl insurance by dictating a
two-stage approach to implentation. The first stage commenced on 1 July
2008 and required licensees to have Pl insurance based on what was then
commercially available in the market with minimum standards to deliver
some practical results for consumers. The second stage is duenbeicoen

on 1 January 2010 and requires licensees to have a higher standard of Pl
insurance with the following key additional features:

(@ run-off cover for as long as practicable, but at least for 12 months after
the licensee ceases business;
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300

301

302

(b) cover for fraud; ad

(c) cover for advice about switching from a product that is not on the
licenseés approved product list to a product that is on the licéasee
approved product listgwitching coved).

Run-off cover is cover for claims made after the insurance policy mdede
which have arisen from the acts or omissions of the licensee during the
period of insurance cover. In requiring faff cover for as long as
practicable after the licensee ceases busiA&HE seeks to mitigate the
conseqguences where a licenseenatriicial difficulties either fails to notify
claims promptly or fails to maintain its Pl insuranaed the period for
notifying claims to the insurer passes before the client realises they have
suffered a loss as a result of the liceaséeeach.

However it appears that there may be some difficulties for licensees in
obtaining cover that complies with the additional requirements as of 1
January 2010.

ASIC will monitor compliance with RG 126 and-felated difficulties, and

work with the industry to ense that the scope of the current compensation
arrangements are maximised as far as possible within the constraints of the
dardeningmarket.

ASIC will also clarify its intention behind the fraud and switching cover
expected in Pl insurance policies tearethatthe industry understasd
exactly what is expected gfunder these requirements.

Changes to the policy settings of the FSR regime

303

304

305

In light of the issues referred to above the Governmmeyt wish toreview

Pl insurance as a compensation mechaaisthassess possible options to
overcome the limitations of Pl insurance as a compensation mechanism.
Optionsto overcome the limitations of Pl insurance as a compensation
mechanisninclude the introduction of a statutory compensation scheme. A
statutory sheme could ensure that a source of funds is available for
consumers with claims against licensdes cannot be met by Pl insurance

The main issues in relation to a statutory compensation screme

(@) the relationship between Pl insurance asthtutoy scheme; and

(b) funding ofastatutory scheme.

Other jurisdictions have statutory compensation schemes. For example, the
UK Financial Services Compensation Sché@empensation Schemejas

set up to assist retail clients who had suffered loss from bad rimsetst
advice, misrepresentatipor where a firm has gone out of business and
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cannot repay money owed to retail clients. The scheme covers transactions
in relation to depositaking, investments, insurance and mortgages.

306 The UK FSA or the Compensationt&ene conducts an investigation into a
firm and makes a determination about whether it &sl@fault(a slightly
lower standard than insolvency) and clients trereforegligible to be
covered by the Compensation fund.

307 The Compensation Scheme is fuddsy levies from industry in contribution
groups based on their activitieee(ibanks are grouped together and financial
advisers are grouped together) to avoid ceudssidisation across different
industries that have different risks of loss for cliefitdis means that an
individual firm in a highrisk industry has to pay a larger contribution.

308 There are also caps on compensation (as a specific monetary amount and as
a percentage of the actual loss claimed). The purpose of the cap is to
encourage invests to make prudent decisions by not removing their full
exposure to the loss resulting from their financial decisions

Summary

309 Table12 belowsummarises the key issuggsed by this term of reference,
A S| Godward progranand possible changes to the policy settings of the
FSR regime that the Government should consider to deal with the issues.

Table 12: Plinsurance (TOR 8)

Key issues

Pl insurance has limitations as a
compensation mechanism and
these limitations are being
exacerbated by the current
hardening of the insurance market

ASIC activities

ASIC will monitor and work with
industry to maximise the
effectiveness of Pl insurance as a
compensation mechanism as far
as possible

ASIC will update RG 126 to clarify
guidance on the requirements to
hold fraud and product-switching
cover

Regulatory changes options for
consideration by Government

Review Pl insurance as a
compensation mechanism and
consider alternatives such as a
statutory compensation scheme
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J Role of lending institutions (Additional TOR)

The key issues in relation to the role of lending institutions are:

¢ the lack of regulatory controls, especially on the provision of credit to
retail investors borrowing to invest; and

o failures of corporate governance and risk management leading to higher
risk lending and inadequate management of existing loans, particularly
where there is a relationship between the lending institution and a
financial services intermediary.

These issues will largely be addressed by the federal credit and margin
lending reforms.

ASIC is working to implement the federal credit and margin lending
reforms. In addition, ASIC will also continue to use its consumer protection
jurisdiction in the ASIC Act.

Key issues

310 This term of reference has been interpreted as a consideration of the role of
lending institutions in facilitating the use of borrowing to fund investments
(also referred to adeveragéanddearing).

311 ASIC considers that informed borrowing to istewhen used appropriately,
can offer a number of benefits to retail investors. However, as shown by
recent large retail investor losses, borrowing to invest can also be-agkigh
activity for retail investors as it magnifies losses.

312 ASIC is currentlyinvestigating the role of lending institutions in the events
leading up to the losses suffered by many former Storm clients. Therefore
we cannot comment on the role of lending institutions in relation to Storm at
this time to avoid prejudicing our ongoingestigations.

313 The comments we provide below are observations about potential systemic
issues that have arisen in relation to the ptdged bylending institutions in
recent retail investor losses, including:

(@ lack of regulatory controls atte provision of credit, particularly the
provisionof credit to facilitate retail investmentsgemargin loansand

(b) failures of corporate governance and risk management procedures that:
() encouraged some higher risk lending; and

(i) resulted in inadequate managemefraasting loans,
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particularly where theris a relationshigpetween the lending institution
and thefinancial services intermediaryho may have been treated as
the &lientdof the lending institution rather than the ultimate retail
investor.

Lack of regulatory controls

Investment loan agreements aimdparticular margin loan agreements may

be complex, with terms that are adverse to the bor@virgierest.

Therefore, the risks involved in the arrangement, fees and incentive
payments may not be appatéoretailinvestors. This has lead ttetail

investors misunderstanding the nature of the arrangement they have entered
into or failing to appreciate the risks involved in borrowing to invest.

Regulation pre reforms

Credit (including nargin loans andther investment loah$s nota &inancial
producbunder the Corporations Aatd therefore not regulated by Ch 7 of
the Corporations ActThis means that lenders of investment credit such as
margin lenders do not have the same obligations in relatiooanduct and
disclosure under the Corporations ActAdsS licenseesand borrowers do

not have the same protections as investors in financial products.

ASIC recommended that margin lending should be regulated under Ch 7 of
the Corporations Actin its August 200 &ubmission to the Productivity
Commissioninquiry into Australidis Consumer Policy Framework.

Credit (including margin loans and other investment loansifinancial
productfor the purposes of the ASIC Act and, therefore, ASIC can take
action against misleading and deceptive or unconscionable conduct in
relation to the provision afredit (including margin loans and other
investment loans).

The Uniform Consumer Credit Code (UCCC) enacted in each State and
Territory regulates consumer credé credit for personal domestic and
household purposes, but not for investment purposes (such as margin loans).

Regulation post reforms

The Corporations Legislation Amendment (Financial Services
Modernisation) Bill 2009 was introduced into Parliamen5 June 2009
This Bill will amend theCorporations Acto that margin loans are regulated
as financial products under the Corporations Awrgin lending reformjs

The Council of Australian Governments (COAG) agreed on 3 July 2008 that
the Commonwdth would also assume responsibility for the regulation of
consumer credit. Th€redit Bill was introduced into Parliament on 25 June
2009 ¢redit reform¥. Oncepassedit is expected thdtom 1 Jan 2010 a
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person must not engage in a credit activity ss\hey are registered or hold

a licenceLending for the purposes of investment in residential property will
be regulated under this Bill. Other forms of investment lending (i.e. lending
other than margin lendingvhich is covered by the margin lendindamns)

or lending for investment in residential property) will not be regulated until
Phase Il of the credit reforms.

Note: For more information on the regulatory framework, see Appendix 2.

Risk management and corporate governance issues

321 The recent markdall has shown the risk management procedures and
corporate governance standards of many financial institutions worldwide to
have been inadequate or to have been applied inadequately during the
preceding bull market.

322 While Australian lending institutiorisave not engaged in some high risk
lending practices that occurred overseas, recent retail investor losses have
shown that in some cases Australian lending institutions may have failed to
apply their usual standards in the bull marRétis wasparticulaty sowhere
the retail investor defvith the financial institution indirectly through an
intermediary. In some cases this has resulted in higher risk lending to retail
investors and inadequate management of existing loans.

Relationships with intermediaries

Treatment of intermediaries as the @&lientd

323 Many retailborrowersaccess lending institutions through other
intermediaries, such as financial advisers and stockbrokers.

324 Where a lending institution deals with an intermediary who offers a large
volumeof business to the lendingstitution, the lending institutiomay falil
to focus on the retailorroweras theultimateborrower that is

(@ it may place undue reliance on the intermediary to assess the suitability
of the loan (sometimes even where thadiag institution itself has
other dealings with the ultimabt®rrowerand is, thereforeggctually
aware of thdorrowefs circumstances

(b) it may also rely on the intermediary to conduct some of its risk
management checks on its behalf, such as checlanghia borrower
understands the terms of the loan;

(c) it may allow greater amounts to be lent to customers of intermediaries
than under its usual rules; and

(d) it may place undue reliance on the intermediary to communicate with
the ultimateborrower monitor theloan or allow unusual arrangements.
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For example, where there is an intermediary, such as a financial adviser, there may be a
misunderstanding (by the client, adviser or lender) about who is responsible for
monitoring a margin lending portfolio.

Links between lending institutions and intermediaries

Links between lending institutions and intermediaries raise many of the
same issues, such as conflicts of interest, remuneration and consumer
understanding, already discussed in the context of financiaeadvn

Sections D and E. Some intermediaries are given benefits by lending
institutions because they are in a position to influence the level of loans
taken out by their clients and to bring in business for the lending institution.
These may be in tHerm of trailing commissions or other incentives (such
as softdollar incentives like overseas trips or discounted loans for
themselves) from lendershe impact of theskenefitsmay not always be
clearly disclosed to the investor.

Even where there are menefits provided to the intermediary, competitive
forces may lead a lending institution to treat business that comes through an
intermediary with a large volume of business differently to its usual
procedures.

An intermediary can also gain credibilitytime mind of the investor from

their relationship with the lending institution, even though the lending
institution may not be scrutinising the loans as thoroughly as if the customer
dealt directly with the lending institution. One example of this has theen
re-branding of products manufactured by lending institutions by other
financial services providers. Investors may be confused about who is
responsible for the product and may give the product greater credibility
because of the involvement of the lerglinstitution.

Prior to the credit and margin lending reforms

ASIC has a consumer protection jurisdiction in relation to credit under the
ASIC Act, which includes taking action for misleading or deceptive conduct
or unconscionable conduunder the ASIC Act.

Examples of recent ASIC work in this area include:

(@) ASICGs reviews of bank default fees and mortgage entry and exit fees;
(b) ASICGs review of the Electronic Funds Transfer Code of Conduct;

(c) the joint report with Consumer Affairs Victoréxamining how lenders
and mortgage brokers respond to borrowers experiencing financial
difficulties;
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(d) ASIC6 monitoring and reporting on the reverse mortgage market; and

(e) ASICGs review of lending to indigenous Australians and resulting
improvements in lendg standards.

Implementing the credit and margin lending reforms

330 Regulation of consumer credit and margin lending undepritygosed
margin lending and credit reforms will be the responsibility of ASIC.

331 ASIC has set up a dedicated Cresdigtkeholder tearto implement the credit
reforms. ASIC is engaging in an extensive consultation process on proposed
guidance on how it will administer the credit reforms. ASIC is currently
consulting on general conduct obligatioosmpetence and training
requirementscompensatiomequirements&nd financial resource
requirements for credit licensees. ASIC is also consulting on dispute
resolution requirements for credit and margin lending. Our final guidance
will be published in regulatory guides before the end of the Y¥&IC has
set up an industry working group for credit comprised of industry
representatives and other key stakeholders.

332 As a member of thESWG ASIC is working on shorndstandardised
disclosure for margin lending. ASIC is developing policy on tngin
requirements for people who provide advice about margin loans and
financial resource requirements for licensees.

Changes to the policy settings of the FSR regime

Will the proposed federal credit reforms address current
concerns?

333 The issues raised abowdl largely be addressed by tipgoposednargin
lending and credit reforms, especially the introduction of responsible lending
obligations. The key concept behind responsible lending is that credit
licensees and margin loan providers must not providgesi or assist with
a credit contract or margin loan that is unsuitable for the consumer.

334 The proposed margin lending and credit reforms will also make significant
improvements by, for example:

(@ requiring licensing (antmposinggeneral conduct obligatierm
licensees);

(b) imposing an obligation to notify clients of margin calls;

(c) providing that reglation of remuneration and safollar benefits under
the Corporations Act now applies to margin loans; and
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(d) requiring credit providers and intermediariedbemembers of an EDR
scheme.

However, it should be noted that:

(@ lending for investment purposes (other than margin lending and lending
for residential investment properties) will not be regulated until the
proposed Phase Il of the refornasd

(b) margin lenders w | | be able to rely on the
client (where this information is set out in an SQm)en undertaking
the assessment of suitability to comply with their responsible lending
obligations

We note that the new margin lending regimekisly to be more liberal than
that in some other jurisdictions. Some jurisdicti@insluding the US,
Singapore, Hong Kong and Canaduajpose specific restrictions oatail
investor margin lendingsuch as limits on leverage. Other jurisdictions,
such aghe UK, do not have specific regulation, but general obligations
mean that retail investors are not generally offered margin loans. At this
stage ASIC does not believe that these sorts of limitations, which are
inconsistent with the fundamental settimjshe FSR regime, are necessary
in Australia.

Thechanges in policy settingsiggested in Section D and E of this
submission(e.qg.clarifying theduties on financial adviseendrestricting
remuneration structures thaeate conflicts of interest thadhaersely affect
the quality of advicewould also addres ®me of the issues raised by the
relationship between lending institutions and intermediaries.

Tablel3 summarises the key issuggsed by thisten of r ef er enc e,
forward progranand possible changes to the policy settings of the FSR
regime that the Government should consider to deal with the issues.
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Table 13: Role of lending institutions (Additional TOR)

Key issues

There are limited regulatory
controls, especially on the
provision of credit to retail
borrowers to invest

There have been failures of
corporate governance and risk
management leading to higher risk
lending and inadequate
management of existing loans,
particularly where there is a
relationship between the lending
institution and a financial services
intermediary

ASIC activities

ASIC will be responsible for the
regulation of consumer credit and
margin lending under the new
margin lending and credit reforms

ASIC has set up a dedicated
Credit Taskforce to implement the
reforms, including engaging in an
extensive consultation process on
proposed guidance on how we will
administer the reforms

ASIC will continue to take action
within its consumer protection
jurisdiction

Regulatory change options for
consideration by Government

Current Government law reform
T The proposed federal credit and
margin lending reforms seeks to
address these issues
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K Need for legislative and regulatory change
(TOR 9)

Key points

Recent events and the issues raised by the Inquiry highlight a possible
need to re-examine the balance between market efficiency and investor
protection in the FSR regime.

Certain legislative and regulatory changes may be necessary to shift the
balance toward greater protection of retail investors.

Some have argued that there is a need to fundamentally review the policy
settings and economic philosophy of the FSR regime by considering
options such as:

e prudential regulation of a greater range of financial products;
e product design prohibitions or limitations;

e aduty of suitability for product issuers and intermediaries; and

e dicensingbof investors.

339 The guestion of whether there is a need for legislative and regulatory change
to the FSR regime in light sécent eventsral the issues raised by the
Inquiry is a policy matter for Government. ASKCrole is to assist the
Government by providing informatipdataand advice based on our
regulatory experience to the Minister, Treasury and the PJC.

Shifting the balance of the FSR regime

340 In the previous sections of this submissior, vave described ASEE
forward progranto address thissues raised by the Inquir&SIC is pushing
the existing FSR regime to the limitt@aximise its potential to protect retail
investorsA S | @éwsmarkefocused, outwartboking structure has
enabled it to both identifsgnd respond tproblem areas more effectiveiynd
efficiently.

Note: ASICés forward program isummarised ifablel.

341 However,ASIC cansiders that itforward progranmand industry actiomay
not, within the current settings of the FSR regime, adequately protect retail
investors. Therefore, the Inquiry may need to reassess the balance reached
by the Wallis Inquiry between market efficignand retail investor
protection and consider options for reform that shift the balance in favour of
retail investorsWhile this increased intervention will impact market
efficiency, ASIC believes that the benefits, in terms of increased investor
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protecton from loss and increased investor confidence causing retail
investors to reenter the marketayoutweigh the costs.

342 Theoptions for reform identified b SIC aresummarised il able2.

Re-thinking the fundamental settings of the FSR regime

343 ASIC considers that the FSR regime has delivered benefits to the Australian
economy. It has led to:

(@) efficient and flexible allocation of risk and resources and a low cost of
capital;

(b) promotion of competition, innovation afiéxibility in the financial
services industry; and

(c) retail investors having access to a wide range of products.

344 ASIC does not consider that recent events and the issues raised by the
Inquiry necessarily justify a fundamental review of the policy settings a
underlying economic philosophy of the FSR regime.

345 However,some have argued to the contrtafihat is, some argue that recent
events and the issues raised by the Inquiry demonstrate tomegstt the
Gefficient markets theofunderpinnings of the &R regime and consider
morefar reaching changesich as:

(@ prudential regulation of a greater range of financial prodigets
paragraph847 352);

(b) product design prohitons or limitationgsee paragrapt&b4i 361);

(c) a duty of suitability for product issuers and intermedigises
paragraph862 363); or

(d) dicensind@of investorgsee paragrapl864i 365).

346 These options for moffar reaching regulatory changee outlinedbelow to
assist the PJC. Some of these options could be applied to all products (e.g.
duty of suitability). Others (e.g. prudential regulation or product design
limitations or prohibitions) would apply only to more complex or hiigh
products.

Prudential regulation of a greater range of products

347 A greater range of products could be prudentially regulated. For example,
applying the criteria for prudential regulation articulatetheWallis
Report it is arguable that products such as debentures shewddbject to
more than conduct and disclosure regulation. The WrRdjsort noted that
higher levels of regulation may be warranted for products whereithere
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(a8 inherent difficulyy in honouring the promise made by the issuer of the
products;

(b) difficulty in assessing the creditworthiness of the issuer of the products;
and

(c) potential adversity caused by the failure of the products.

348 Debentures are essentially an undertaking given by a body to repay money
lent to it by an investor along with any interest apmyiio the loan. (The
promises made are very similar to fixed rate deposit products offered by
banks.)Debenturesnay be listed, and therefore tradeable on exchanges, or
unlisted. They may or may not be rated by ratings agencies.

349 Thereareinherent difficdties in ensuring that debenture issuers e.g- non
bank deposit takers are able to honour the promise to repay the principal
amount of the loan plus interest to the investor without mandatory capital
and liquidity requirements. Similarly there are diffioedtin assessing the
creditworthiness of the issuer of these products and the products themselves
where they are unrated. ASIC estimates, thatat December 2008,
approximately $9.7 billion out of $16.9 liln of debentures were unrated
These productsranot as prevalent in the Australian marketsesy bank
deposit products so that their failure has less potential to cause adversity at a
systemic level. Neverthelessscanbe sea from the collapse of Westpoint,
Fincorp and ACRthe failure of thesproducts has significant potential to
cause adversity at an individual level.

350 Interestingly following the recent spate of investor losses arising from
failures of New Zealand finance companiggpertyfunds and mortgage
trusts, the NZ Government introcked legislation to require prudential
regulation of norbank deposit takers by the Reserve Bank of New Zealand
(RBNZ). This regulation will cover finance companies including debenture
issuers. By 2010 all nemank deposit takers will need to comply with
minimum prudential and governance requirements on an ongoing basis. The
requirements to be adopted by Hzamk deposit takers also include
mandatory credit ratings.

351 RBNZ is currently developing regulations to introduce standards for capital
and liquidity requirements and standards for lending to associated parties by
nontbank deposit takers including finance companies that issue debentures.

352 The prudential standards proposed by NZ for-deposit takers may be
similar to those administered by APRBytthe level of proposed oversight
appears to be set at a lower level. While the responsibility for setting the
prudential regulations and enforcing themsegth RBNZ, it will be the
trustee corporations (or a person approved for this purpose by the NZ
Securites Commission) appointed under a trust deed bgdhdank
deposit taker who will be responsible for supervising and assessing the
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safety and soundness of individual Amemk deposit takers and for
intervening where appropriate. The RBNZ will neverthetegsiire
information from trustees of deposit takers to ensure compliance with the
minimum prudential and governance requirements it sets.

353 The key issue will be whether these restrictions will lead to a significant
reduction inthe issue oflebentursandsimilar productslf they do, they
may affect the efficiency of the financial markets an alternative and
higher riskreturnform of investmenwill no longerbeavaiable. If there are
no substitutes, an important source of capital for the real ecpmolimo
longer be available.

Product design prohibitions or limitations

354 The regulatory regime could be amended to prohibit the sale of certain
products to retail investors or place limitations on the design of products sold
to retail investors, in ordeo safeguard investors from higisk or
unsuitable products.

Collective investment products

355 In Europe, and some jurisdictions in Asia, the underlying investments of
collective investment schemes marketed to retail investors are more tightly
controlled.

356 Hong Kong has developed a series of codes setting out core requirements

detailing investment limitations and prohibitions for collective investment
schemes. For example, the code on unit trusts and mutual funds sets out
requirements that include specifiicens as to:

@ the spread of investments (e.g. the
securities issued by any single issuer may not exceed 10% of its total
net asset value);

(b) warrants and options;
(c) futures and commodities;
(d) investment in other schemes;

(e) prohiktion on real estate investmenen@investments in shares and
listed real estate investment trusts (REITs) must comply with certain
investment limits);

(f short selling limitations;
(9) limitations on making loans; and
(h) unlimited liability, and limitations omil-paidpartly-paid securities.

357 For specialised schemes, including leveraged funds, futures and options
funds, and hedge funds, the investment and borrowing limitations vary
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according to the type of specialised scheme. Limitations may apply to
chargespffering document content, name of scheme, filing requirements,
limited liability, certification by trustee/custodian, advertisements and
reporting, amongst others.

358 In Singapore, the Code on Collective Investments provides for:

(a) limits on the proportion afinlisted assets that the fund can invest in
(generally 10%);

(b) the proportion of assets that can be issued by the same issuer;
(c) the proportion of assets that can be lent;
(d) the degree of borrowing; and

(e) the funds exposure to derivatives.

359 There are additionakguirements for specialised schemes. For example,
REITs must have a credit rating and there is a leverage limit of 60%.

360 In the UK, retail clients may access UCITS schemes or authorised retail non
UCITS schemes, defined as schemes constituted by areopeah
investment company or an authorised unit trust. Both types of scheme must
be authorised under legislation and must adhere to investment rules that
include restrictions on:

(a) spread of investments.¢enot more than 10% of the value of scheme
property intransferable securities or monmarket instruments issued
by any single body; not more than 20% of the value of the scheme
property in deposits with a single body);

(b) investments in nil and partyaid shares; and

(c) investment in derivatives and exposureimalerlying assets.

361 Retail clients cannot access qualified investor schemes which are restricted
to specified categories of sophisticated investors, including professional
clients. Unregulated schemes cannot be marketed to the general public.

Duty of suitability for product issuers and intermediaries

362 Another option for reform is to require product manufacturers and/or
distributors to take some responsibility for ensuring products are sold to the
right investors. Currently, in the Australian FSR regiméy parsonal
advisers are subject to a duty to ensure that products recommended to retail
investors are suitable. Retail investors can acquire any product (including
complex and risky products such as derivatives and structured debt products)
on an executinonly basis or with general advice only. In these
circumstances the intermediary has no obligation to ensure the product is
suitable for the retail investor.
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363 There are a number of mechanisms to ensure that industry has some role in
ensuring investoracquire products that are suitable for them:

@ in the United Kingdom, product manuf
their customers fairlyd. The UK FSA
product manufacturer to monitor who intermediaries distribute their
products to and, if it determines its products are not marketed to the
correct market, to address this with the intermediary or consider
changing intermediaries:

(b) in Hong Kong, products mugenerallybe sold with advice, including a
suitability requirementife. they cannot be sold to retail investors on an
executiononly basis) unless they are:

(i) listed; or

(i) collective investment schemes (and there are significant product
design limitations on collective investment schemes: see
paragraphs abov&b6 357).

(c) in Europe, under the Markets in Financial Instruments Directive
(MiFID), a firm making a sale must apply an appropriateness test even
when it makes no recommendation. This n¥id must assess whether
the client has the knowledge and experience to understand the risks
involved in a particular product or service. If the firm considers that the
client does not, it must warn the client. If the client does not provide
the informdion needed, the firm is required to warn the client that it
does not have sufficient information to determine whether the service or
product envisaged is appropriate.

6Licensing6 of investors

364 Under the FSR regime retail investors can potentially acqayeeduct;
there are no restrictions on the types of products that can be sold to retail
investors However, it would be possible to categorise investors and provide
that only certain products can be sold to certain investors.

365 For example, in the UK nme complex, highrisk collective investment
schemes are restricted to specified categories of sophisticated investors.
Such schemes have a more relaxed set of rules governing their operation,
including their investment powers. The categories of sophistidavestors
include@rofessional clientsvhich may be either per se (iiestitutional
bodies) or elective. Elective professional clients must meet quantitative and
qualitative criteria regarding their capability and experience in financial
transactios. In addition@ualified investor8are able to participate in
offerings of securities not available to the public. Qualified investors must
self-certify annually and are placed on a register administered by the FSA.
Qualified investors must satisfy tvemt of three specified criteria, being:
size and volume of transactions (at least EUR 1,000 on 10 occasions in one
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quarter), size of security portfolio (exceeding EUR 0.5 million) and/or
experience working in a professional capacity in the financial servic
industry.
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Appendix 1: Market Context

Introduction

366 To assist the PJC, this appendix provides background information about:
(a) retail participation in the financial market;
(b) the financial planning and advice industry;
(c) stockbrokers; and
(d) retail investment cred

367 This information supplements the market information contained in the main
body of this submission.

Note: Some of the information in this appendix was provided to the PJC on 24 June
2009.

Key retail financial products

What are they?

368 Apart from superamuation products, life insurance and currency and
deposits (which are not the focus of the Inquiry), the main investment
products typically held by retail investors are:

(@ shares;
(b) debt securities (including debentures); and
(¢) managed funds (other than supemaation).

369 The total value of household investment in these investment products is
around $350 billion or 5% of total household wealffi.

Shares

370 Some etail investors hold shares directly. (They also invest in shares
indirectly through managed fundsasdi per annuati on.) ANZOs
of financial literacy reported that between 2002 and 2008, the proportion of

%5 Australian Bureau of Statistics, Cat. No. 5204.0, Australian System of National Account€)®0@usehold investment

in debt securities at 30 June 2008 was $11.9 billion, or 0.2% of total household assABSTdeta does not provide

information on specific investments in shares and managed funds other than superannuation. However, the total amount of
wealth invested in shares and other equity, which include investments in shares and managed funds other than
superannuation, at 30 June 2008, was $338.6 billion, or 5.4% of total household assets.
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371

372

373

374

respondents with direct ownership of shares fell from 44% to°38%X&
share ownership study has reported thiatghoportion had fallen from1%
in 2006 to 36% in 2008.

Debt securities (including debentures)

Retail investors often invest in debt securities indirectly through managed

funds, but they may also acquire them directly.

Debentures are a debt security that is generally held byiretegdtors. ASIC

estimates that, as at 31 December 2008, there were 109 debenture issuers in
Australia who had issued debentures with a total face value of $16.9 billion.
The ASIC Investor Research Report 2008, by Roy Morgan Research (Roy

Morgan ASIC Invewr Research), found that 4.3% of investors surveyed
directly owned debentures.

Managed funds (other than superannuation)

Typically, managed funds all ow i
which a professional investment manager invests in a plantitypeof asset
or mix of assets with a view to receiving an ongoing regunghor capital
gain.

nNvest c

At 31 March 2009 managed funds institutions had total consolidated assets

of $1,169 billion allocated across a range of assets{geee4).>® (Note

that these figures include assets held by superannuation managed funds.)

Figure 4: Total funds under management i Allocation of assets as at 31 March 2009

Equities and units in trusts
($382 billion, 33%)

Land and buildings
($152.3 billion, 13%

Assets overseas
($208.7 billion, 18%)

Loans and placements
($38.8 billion, 3%)

Other assets
($56.8 billion, 5%)

Cash and deposits
($165.4 billion, 14%)

Long- and short-term debt
securities ($165 billion, 14%)

%6 ANZ Survey of Adult Financial Literacy in Australia (2008 p.62), (2005, p.77).
57 ASX share ownership study 2008, p.6.
%8 ABS, March 2009Managed Funds, Australji@atNo 5655.0.
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Source: Aistralian Bureau of Statistics, Can. No. 5655.0, Managed Funds, Australia, March 2009.

375 It is estimated that direct retail investment (excluding retail investment
through superannuation funds) accounts for around $127 Blitén
managed fund investmernithis corresponds to around 11% of the $1,169
billion of total managed fund assets mentioned abbkeNZ6s 2008 st ud
of financial literacy reported that 20% of adult Australians held managed
investments other than superannuafion.

376 According to data from Rollorgan Research, as at March 2006, the types
of managed investments most favoured by retail investors were:

(@ cash management trusts (held by 32% of those retail investors who had
invested in managed funds);

(b) diversified balanced funds/trusts (16%);
(c) Australan equity funds/trusts (¥8); and

(d) life insurance (10%).

377 Other managed investments included diversified growth funds/trusts (9%);
listed property funds/trusts (9%); international equity funds/trusts (8%);
Australian bond funds/trusts (8%); ethical equitpds/trusts (6%);
mortgage funds/trusts (6%); unlisted property funds/trusts (4%); income
funds (3%); and international bond funds/trusts, diversified capital stable
funds/trusts, friendly society bonds, hedge funds and insurance bonds (all
around 12.5%)%

Who are the product manufacturers?

Shares

378 Retail investors are most likely to hold shares in listed companies as
investments. In Jy 2009 there were 253 companies (1,83 domestic and
81 foreign) listed on the ASY¥? Generally speaking, retail inviess tend to
invest in the ASX top 200 companies.

Debt securities (including debentures)

379 Debt securities are generally issued by governments, financial institutions
and companies. Governments issue debt securities, such as bonds.
Debentures are generalsued by no#bank financial institutions or

%9 Roy Morgan Research 2008yperannuation and Wealth Management in Australié.

€0 The two figures come from different sources and discrepancies in timing, scope and coverage may apply. This comparison
should be taken with caution.

1 ANZ Survey of Adult Financial Literacy in Australia 2008 p.14.

%2 Data from Roy Morgan Research, (survey period April 200rch 2006). These data do not include platforms, which, as

a matter of law, are managed investment schemes. For more informatiorfanmglaee paragrapdd 1i 424 of this paper.

63 ASX 2009, Historical market statistics
<http://www.asx.com.au/research/market_info/historical_equity_data.htm#No%200f%pagiesr.
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companies, such as property development companies, looking to raise
money. For example, Victorian Securities Corporations Ltd, a mortgage
financing company and a subsidiary of Bendigo Bank, issues debentures.

Managed funds (other than superannuation)

380 While the funds management industry in Australia as a whole is relatively
unconcentrated, the retail managed funds industry is substantially
concentrated.

381 As of September 2008, Morningstar estimated that total Aliestrsourced

assets under management by Australian fund managers were $952 billion, of

which the top 10 managers held $518.8 billion (54%Retail funds under

management were $465.8 billion, of which the top ten managers held $393.4

billion (84%). Retailfunds under administration (i.e. on platforms) were

$362.2 billion, of which the top ten managers held $332.6 billion (92%). See

Table14 for more information®® Note that this data includes money held in

retail superannuation funds, but not money held in industry superannuation
funds.

Table 14: Australian fund managers: Total funds under management, retail funds under

management, and retail funds under administration®®

Top 10 Total funds under
funds management

$hillion
1 Commonwealthi $108.5

Colonial Group

2 Macquarie Bank
Group

3 AMP Group

4 AXA Group

5 ING-ANZ Group

6 Vanguard

Investments Ltd

$73.4

$64

$51.1

$50.2

$49.1

Retail funds under

management

National-MLC
Group

AMP Group

BT Financial Group

Commonwealth-
Colonial Group

Macquarie Bank
Group

ING-ANZ Group

$hillion

$60.1

$57.3

$54.4

$51.3

$45.3

$44.0

Retail funds under
administration

National-MLC
Group

BT Financial Group

AMP Group

St George Group

ING-ANZ Group

Commonwealth-
Colonial Group

$billion

$60.2

$46.6

$42.6

$37.1

$32.9

$32.5

8 Morningstar 2008Market share reportSeptember Quarter 2008, p.4. This data differs from the ABS data in paragraph
374because it was compiled on a different basis.
% |bid. Retail funds under adminiation refer to funds invested via platform products, and not actually managed by the

financial institutions with which they are placed.
% We note that since this data was compiled, NAB has announced a purchase of Aviva Australia, which may increase its

share of the platform market.
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Top 10 Total funds under Retail funds under Retail funds under
funds management management administration
$hillion $hillion $hillion
7 BT-Westpac Group $37.6 AXA Group $37.1 AXA Group $26.7
8 Barclays Global $35.7 Aviva-Navigator $15.9 Macquarie Bank $24.4
investors Australia Group
9 Perpetual Ltd $27.6  Mercer Investment $15.1 Aviva-Navigator $16.6

Nominees Ltd

10 Russell Investment $21.6 Australian Wealth $12.8 Mercer Investment $13.1
Management Ltd Management Ltd Nominees Ltd
Top 10
Total $518.8 $393.4 $332.6
Industry
Total $952.0 $465.8 $362.2
Source: Morningstar, Market Share Report, September Quarter 2008.
How are financial products distributed and marketed to
retail investors?
382 The financial services industry distributes investment products to retalil

investors in many different ways. legeral, the distribution methods for

investment products can be simplified into the following three b
categories:

(@) Distributed without advicee. distributed directly by the prod
manufacturer or through a third party broker or dealer;

(b) Distributed wth some advice, but not by a financial planiner

road

uct

distributed by a representative of the product manufacturer who
provides some general advice about the product (without considering

the investorbés personal ci

rcumst ance

advice but only about the specific product to be sold or issued to the

investor; and

(c) Distributed by a financial plannee. distributed through a financial

planner who provides personal advice to retail clients. The

planner may

or may not be tied to the proct manufacturer, but is likely to receive
commissions from the product manufacturer. As set out below in

paragrapi18 financial planners generally use platforms to
financial products on behalf of tihelients.

383 Figure5illustrates the main methods of distribution.

invest in
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Figure 5: Main distribution pipelines

Product manufacturerfissuer

1 1

1 1

1 1

1. Distributed 2. Distributed 3. Distributed by : i

without advice with some a financial , H

(ie directly by advice but not by planner ! ,

prociuct a financial L !
manufacturer o planner (egin a Platfarm
third party call centre] provider

brokeridealer) provider

Platfarm

\/ \/

Retail investors

Shares

384 A significant proportion of retail investors adte their shares passively, that
is, through company distributions and employee share ownership schemes.
According to the Roy Morgan ASIC Investor Research, around one third of
holders of shares obtain their shares without direct applications to purchase
Those retail investors who make an active decision to acquire shares on the
secondary market generally do so through a stockbroker, either an online
broker or a full service broker. Investors also purchase shares through Initial
Public Offerings.

385 Available figures indicate that only aroud%®’ of retail investorsvho
hold shares directlget advice about purchasing shares from financial
planners.

Debt securities (including debentures)

386 Most issuers of unlisted, unrated debentures market their prodrexttydat
their place of business, on their website, or through direct advertising.

387 Generally speaking, few unlisted, unrated debenture issuers rely on financial
planners to market their debentures, although the few that do tend to have
relatively more deentures on issue than other issuers (e.g. Westpoint).
Listed debentures are more likely to be marketed through financial planners.

7 ASX, 2008 Australian Share Ownership Study, p.22.
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Managed funds (other than superannuation)

388 The majority of funds placed by retail investors in managed funds come
from finandal planners, via platforms.

389 The channels used to obtain managed funds in September 2008 were:
(@) financial planner/adviser, 54% (tied 34% / not tied 20%);
(b) directly through financial institutions, 20%;
(c) accountants, 8%; and

d) employers, 3%°

Fees

390 Retail nvestors pay a variety of fees when they acquire investment products.
Using managed funds as an examthies section sets out the different fees
that retail investors may pay and how these fees are paid to different
financial services providers.

391 In generafor managed funds, retail investors tend to pay the same total
amount in product fees regardless of whether the product is distributed
through a financial planner or directly. Distribution through a platform will
involve extra fees for the administratiohthe platform. Platforms also
allow investors to purchase investments at wholesale prices, although this
discount in the cost of the product may not be enough to offset the additional
fees for administration.

How fees are paid

392 Generally a retail investr acquiring an interest in a managed fund will
make asubstantiainitial investment in the fund. They may also make
subsequent contributions to the investment. Different fees are then deducted
from this investment, including entry and contribution feesninistration or
account fees, transaction fees and fund management fees (investment and
performance fees). Fees are generally set by the product manufacturer and
built into the product.

393 Each financial services provider (e.g. product manufacturer, fianci
planner) involved in the investment then gets a payment from these fees for
services they provide to the retail investor. That is:

(@ The product manufacturer (e.g. fund manager) is paid its fund
management fees for managing the investment.

(b) Where thered a financial planner, the planner and dealer group are also
paid for their advice/sale of the product.

®8 Roy Morgan Research 2008yperannuation and Wealth Management in Australis5.
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() The product manufacturer may pay the planner a commission for
the sale of a product and it generally pays this commission through
the dealer group. Abr part of the commission is then passed on to
the individual planner. (Some employee planners receive a salary
only so they will not directly receive part of the commission for a
sale, although the sale may count towards sales targets that may
earn theplanner a bonus.)

(i) The planner or dealer group is also generally paid an ongoing
commission (trail commission) and this is paid out of the
administration fees charged from t

394 All investors are generally charged the same proftest, but some
proportion of these fees may be rebated to the investor depending on the
planner remuneration agreed between the planner and the client. Where an
adviser charges fee for service, the planner would generally rebate their
share of the produftes back to the client. In theory the retail investor and
planner can negotiate the remuneration, although we understand that most
investors are generally charged the maximum.

395 Platform fees can coatound2 to 3% annually of the value of funds
invested ¢ost may exceed% when planner fees are includédBut this
varies, and average fees would be much lower.

Financial advice and planning industry

396 The financial advice industry is not a homogenous group and financial
advice comes from many different ggof sources: financial planners,
stockbrokers and accountants.

Note: There is also some misalignment between the common usage of tid@nganoial
adviseband the legal concept gbrovider of financial product adviGeAs a matter of law, a

broad rage of persons provid&inancial product advide see Appendix 2. The industry data

in this section relates to the financial advice industry as that term is commonly understood. It
does not necessarily capture all persons within the legal definitiqunafider of financial
advicée.g. it does not necessarily cover eaéintre staff of a product manufacturer.

Size of the industry

397 Australia currently has 749 adviser groups operating over 8,000 practices
and employing around 18,200 peopfeSince 200304, employment in the

% Choice March 2008yraps & master trusts: What are the feg¢sfiline)-
http://www.choicecom.au/viewArticle.aspx?id=104561&catld=100268&tid=100008&p=5&title=Wraps+%26+master+trust
s

0 Rainmaker InformatioriThe Australian Financial Planning Report, Volume 2, Nalahuary 2009, p.1.
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sector has increased at an annual average rate flBéfustry revenue for
the 200809 financial year is expected to be $4.36 billion, an estimated fall
of 18.1% compared to 20@18."

398 The growth of this industry has been fuellediy Australian
superannuation systefand its associated tax advantggesd retail investor
wealth accumulation.

Table 15: Size of the industry

Retail funds under advice Amount; $ 515 billion™

Annual average growth over five
years: 18.2%

No. of advisor groups 749
Number of advisors 18,212
Number of clients The average financial planner has

380 clients, of whom 40% are
advised regularly and on a face-to-
face basis.”

Sources: Rainmaker; Financial Planning.

Structure of the market

399 The financial planning industry emerged in the 1986gelyfrom the life
insurance industryLarger dealer groups and banks dominate the market
with the top twenty dealer groups holding approximab&§t market share.
The largest individual players lopimber of advisers are Professional
Investment Services (1,511 advisers), AMP Financial Planning (1,314
advisers), Count Wealth Accountants (873 advisers) and Commonwealth
Financial Planning (730 advisers). The largest adviser groups ar&NG
(1,706 alvisers), AMP Group (1,620 advisers), Aviva Group (1,574
advisers), AXA Australia (1,315 advisers), NAB (1,281 advisers) and
Commonwealth Bank (1,174 advisef$)The industry is diverse in its
remuneration models, relationship with product issuers andasta of
advice provided.

400 The following different business models operate in the industry:

@ Medium to | arge sized 6édeal er groups
where the licensee offers back office suppdte advisers operate as

"L Rainmaker InformatiorThe Australian Financial Planningdport, Volume 2, No., Danuary 2009, p.9.
21BIS World Industry Report, Financial Planning & Investment Advice in Australia, May 2009, p.5

3 Rainmaker InformatioriThe Australian Financial Planning Report, Volume 2, Nalahuary 2009, p.3
"JoAnneBloh, 6The futur e BifanchliPlamingdiDecember PO ni ng o ,
(http://www.financialplanningmagazine.com.au/article/Fheureof-FinanciatPlanning/433166.aspx).

S Rainmaker InformatioriThe Australian Financial Planning Report, Volume 2, Nalanuary 2009, p.11, 15.
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authorised repres#tives who retain a right to take clients with them if
they move to another licensee. The licensee is paid a proportion of the
remuneration made by the authorised representative. Example: AMP
Financial Planning.

(b) Institutionatowned financial adviser fins with employed advisers.
Advisers in bank owned financial adviser firms are generally employed
by the bank. Advisers are paid a proportion of the commissions earned
or salaries or a combination of both. Example: Westpac Financial
Planning.

(c) Smaller fims that have their own licence and might outsource
compliance functions to specialist dealer services providers such as
Paragem Partners or to large dealer groups who provide dealer to dealer
compliance services. Example: Securitor.

401 Because o& view thatclient©demand for financial advice will increase
over the next 12 montfsexperienced advisers are currently in high
demand by advisory firms (notwithstanding the market downturn)eesna
result are highly mobile.

Advisers play a role in product distribution

402 Approximately 85% of financial advisers are associated with a product
manufacturer, so that many advisers effectively act as a product pipeline for
a product manufacturéf. Of the remainder, the vast majority receive
commissiongrom product mnufacturers There is a sales culture in the
advice industry. While advisers provide advice services to clients, in most
cases they are also the sales force for financial products, on which product
providers and investment managers earn fees.

Remuneration models

403 Financial advisers receive a mix of salarifses for servicg bonuses and
commissions.The FPA has identified the most commemuneration
models to be hourly rate/tirteased charging; servidmsed charging; asset
based charging; commissioand subsidised advi¢& Different dealer
groups work on different models.

404 Because an expliciee for servicavould likely be perceived by retail
investors as high in relation to the value of advisory services, most financial
advisers tend to chargewar zero fees for service, in order to encourage
business. They then get remuneration indirectly by receiving commissions
from productmanufacturersn the funds invested by retail investors.

8 The Inaugural 2008inancial Planning Education Trends Sur¢&pril 2009)
http://www.kaplanprofessional.edu.au/cms/data/live/resources/marketing/media/200905_EdTrendsSurveyReport.pdf
7|1BISWorld Industry Report, Financial Plaimg and Investment Advice in Australia: K7515 (22 May 2009), p. 7.

" Financial Planning Magazine 6 Pr oacti ve response to remuneration paper o,
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Productmanufacturersecover the costs of commissions from dlverall
charges within the investment products.

Trailing commissions (usually 0.6% of account balances) are the main
remuneration method for financial planners, with seven in ten planners citing
them as a form of remuneratiGhOther forms of remuneraticinclude

initial commission on new investment/contribution (up 469% of

contributions), volume bonuses (i.e. additional commission of up to 0.25%
of account balances), and fee for service charged to the client (up to 1% of
account balance, or a flat fgeerhaps related to the hours involved). These
amounts would not all be paid at the maximum level.

Trailing commissiorare more common amormdigned independent and
aligned plannetsvhile bankbased planners favour 4imnt commission§?

Remuneration wdels vary across organisaticausd according to the market
segment to which a client belongsow to mid-wealth clients tend to pay
initial and trail commissions, whiléigh net wortidanddffluentclients

tend to pay a greater proportion of servicesfas a percentage of assets
invested, or flat dollar adviser fe¥s.This is most likely because wealthy
clients are more sophisticated about how much advice is costing, and more
able to negotiate fees than legsalthy clients. (Wealthy clients tend to
receive sophisticated treatment and periodic reviews from their advisers,
while smaller customers tend to be offered simple strategies, packaged
products and oneff sales. Again, this segmentation is likely based on both
customer8needs and ability togy.)

Revenue from fixedate and hourhrate fee for service was 16% of total
planner revenue in 2008. Independent planners have a higher proportion
of feefor service arrangements than bank planners, with around 13% of
independent planners derivingemhalf of their revenue from pure fee for
service in 2008, compared to 6% of aligned planners and 1% of bank
planner€® 48% of bank planners did not derive any revenue from ¢elee
for servicéin 2008(and 9% of all practicesf

Planners deriving mosf their revenue from pure fee for service spend
almost half (47%) of their time with clients planning for financial and
lifestyle goals, and put less of their client portfolios into managed funds and
more into direct equitiesPlanners deriving no remae from pure for fee
service were more ristriented?

9 ASX, Financial Planners Market Researciuly 2006, p.12.

8 |nvestment Trend)ctober 2008 Rinner Business Model Repp#pril 2009, p.28.

8 |nvestment Trend)ctober 2008 Planner Business Model Repaptril 2009, p.89.

82 |nvestment Trend)ctober 2008 Planner Business Model Repaptril 2009, p.10.

8 |nvestment Trend)ctober 2008 PlanneBusiness Model Reporpril 2009, p.11, 12.
84 Investment Trend€)ctober 2008 Planner Business Model Repapril 2009, p.40.

85 Investment Trend€)ctober 2008 Planner Business Model Repapril 2009, p.12, 13.
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410 Planners expect to derive a greater proportion of practice revenue from pure
feefor service within the next three ye&fsyith planners expecting revenue
from pure fesfor service to rise to 25% ail revenue by 2011’

Role of platforms

What are platforms?

411 A platform is an administration facility that simplifies acquisition and
management of a portfolio of investments.

412 Platforms allow retail investors to purchase a range of investments through
the one facility.In one sense platforms are like a department store where
you can choose from different brand names and products in the one place,
rather than having to visit a number of specialty sttes.

413 Retail investors are generally put into platferhy their financial planner.
The main advantage to planners is that the platform consolidates the
reporting on each of the clientds inve
the planner to monitor their clientés
414 As i nvest or sdtogéthemirdptatfoams,eheyme alsoe

effectively buying in bulk, enabling them to increase their buying power and

gain access to products normally sold to wholesale investors and at prices

normally reserved for wholesale buyefor example, wholesal@rds

generally require a minimum investment of $500,000, which usually puts

them beyond the reach of a retail investdowever, where many retail
investors6 funds are pooled in a platHf
wholesale price.

415 A platform povider charges fees for providing the platform service to the
investor. The investor will also pay the relevant fee for specific
investments they choose on the platforfinese fees are deducted from the
clientds investment

416 The two most common types platforms are:

(@) master trust$ a master trust operates as a managed investment scheme.
In a master trust the platform operator (or trustee) owns all the assets
and the investors hold units in the managed investment scheme; and

(b) wrap account$ a wrapaccount allows the investor to set up a portfolio
of investments where the investment is made in the name of the wrap
account operator (or custodian) but the investor has a specific beneficial

8 |nvestment Trend)ctober 2008 PlanneBusiness Model Reporpril 2009, p.19.
87 Investment Trend)ctober 2008 Planner Business Model Repaptril 2009, p.27.
8 CommSec uses this analogy to explain platforms on its website:
<https://funds.comsec.com.au/Public/Platforms/WhatlsAPlatform=asp
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interest in the assets reflected in the records of the wrapigicc

operator (or custodian)This structure is increasing in popularityhe
service O6wraps6 or combin®s i nvest me
facilitate the management of an investment portfolio

Note: The use of terminology in this area is not alwayssistent. The terms
6platformso6, oO6investor directed portfolio se
often used interchangeably.

Significant proportion of retail investment through platforms

417 A substantial amount of retail investment is madeugh platforms.
Around $55.2 hillion of funds are under administration in wrap accounts,
around $43.9 billion in investment master trusts, around $191.2 billion in
superannuation master trusts and around $70.0 billion in allocated pension
master trust&

418 In 2008, approximately 78% of new investments placed by financial
planners was through platforrifs.

Links between product manufacturers, planners and
platform providers

419 There are significant links between product manufacturers, financial
planners and ptform providers.

420 Most large financial planning firms (i.e. dealer groups) are owned by
diversified financial services groups that also include funds management
entities (i.e. product manufacturers).

421 It is common practice for financial planning firms rese groups to receive
a significant proportion of their revenue in the form of fees and commissions
from related product manufacturer&ccording to ASIC research, some
financial planning firms receive over 75% of their revenue from related
product manudcturers.

422 There are also links between platform providers and diversified financial
institutions (which include dealer groups and product manufacturers): for
example se@able14 which shows that most of the top flbhd managers
are related to the top 10 platform providers.

423 Large diversified financial institutions often own their platforn®me also
have -lmmu e & br a that thelyallpn othdr institutions to use.

424 Platform providers also may chargeduct manufacturers fees to have their
fund on the platformThese are called shedpace feesSome platform

8 Morningstar Market Share ReparSeptember Quarter 2008.
% Investment Trend®lanner Technology Repoi®ctober 2008, p.10.
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providers claim that sheipace fees are charged on a-cesbvery basis
only (e.g. to cover the administrative costs of researching thiebiedore it
is placed on the platform).

Who accesses advice?

425 Not all investors can, or do, obtain advice from financial advisers. Available
figures indicate that between 22% and 34% of adult Australians access
financial advice! Use of financial advisemppears to increase with age.
According to the Australian Gover nment
most clients seek advice about tax and investments and relatively few clients
seek advice about superannuation and
Typically, financial advisers do not provide services to clients with small
sums to invest. Those who obtain financial advice tend to be older with
higher levels of investible asséfs.

Stockbrokers

Quantitative overview

426 The investment banking and stoalokerage industry generated revenue of
around $9.34 billion in 20688.*

427 The industry in 20008 comprised around 235 businesses employing around
17,800 peopl&

428 Retail clients accounted for approximately 17% of cash equity market trades
by value in P08, down from around 25% in 2080This is largely a result
of institution®increasing use of algorithmic trading.
Industry structure and ownership

429 The largest brokerages are arms of large financial services firms.

Competition in the industry is quitégh; no single brokerage business has

%1 See for example Financial Planning Association, Consumer Attitudes to Financial Planning (2007) (22% of Australians
aged 16and over); ANZ, Survey of Adult Financial Literacy in Australia (2008), p. 89 (34% of Australians aged 18 years and
over)and Bloch,J&dnne, &éThe Fut ur e FinahciaFPlamagMagaaine CRdemben2008 B/ of
adult Australians).
92 ANZ, Survey of Adult Financial Literacy in Australia (2008) at p.89 found that of the 34% of respondents who had
consulted a financial planner, 48% were age®%5 Respondents aged-28 years comprised only 13%. The Financial
Pl anning Assoménat Abnibsud€snso Financi al Pl anni-M@padd (2007) f
consulted a financial planner, increasing to 21% of those ag@d,Z8% of those aged 3® and 29% of those aged 50 or
over.
“Financial Literadwl|lFduncecataicyn, A@Bitmani ans Understanding M
% BISWorld, Investment Banking and Securities Brokerage in Australia, 8 April 2009, p.4.
zz IBISWorld, Investment Banking and Securities Brokerage in Australia, 8 April 2009, p.4.
IRESS
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an overall market share greater than 10Rgure6 shows the current market
shares of the main brokerages, by percentage of total value of shares traded
on ASX markets, fortte period 1 January 2009 to 30 June 2009.

Figure 6: Industry market share

UBS {9.6%)

Other brokers

(25.6%) Macguarie

Institutional (2.4%)

Deutsche (9.2%)

Commonwealth Bank
(4.87%)

JP Morgan (5.0%) Credit Suisse 18.5%)

Merrill Lynch (5.7%) Citigroup (8.3%)

RES (5.9%) GSJBWere (8.1%)

Source: IRESS; ASIC

However, because the services required by institutional (i.e. wholesale) and
retail investors are differentrdikers generally tend to serve these two broad
sets of customers separately

Institutional brokerage is dominated by investment banks, which offer their
clients a full range of financial services. The top ten brokerages, by value of
shares traded on behaf institutional clients on ASX markets, for the

period 1 January 2009 to 14 April 2009, were: UBS, Macquarie Securities,
Credit Suisse, Deutsche Bank, GSJBWere, Citigroup, RBS, Merrill Lynch,
JP Morgan, and Morgan StanleJogether, they account foramd 75% of

the value of all shares traded on ASX markets.

The top retail brokerages are currently: CommSec, E*Trade, Macquarie,
Westpac, Bell Potter, Findlay, Patersons and Austbdny investment
banks also operate retail services under the ldpelste clienf dvealth
managemedior (rivate wealth managemént

Concentration in the retail stockbroking industry is increasing, as larger
firms gainmarket share through acquisitioriSsor exampleCommSec has
purchased IWL and Sanford, while ANZ haschased E*Trade.

CommSedés share of the online trading market has now increased from 9%
in 2002 to an estimated 50% in 209/8.

7 |BISWorld, Investment Banking and Securities Brokerage in Australia, 8 April 2009, p.8.
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434 Consolidation has likely been driven by the economies of scale made
possible by ofline trading, and the need to cut costs igithe current
economic downturnChanges to the ASX liquid capital requirements
requiring brokers to increase their liquid capital reserves from $100,000 to
$2 million from January this ye&rmay have encouraged consolidation as
well.

435 Continuing pessure on revenues from the economic downturn, and the
future need for brokers to set aside liquid capital reserves of at least $10
million, will continue to encourage consolidation in the industry.

Business models and practices in the retail market

436 Onlinebrokers provide retail investors with convenient, adfiee
brokerage services at low rates, enabling them to buy shares and derivative
instruments directly.

437 Traditionally, competition in the retail clieatockbroking market is based
onbrand name, adsory services, company and industry research, product
offerings and exposure to initial public offerinsln order to increase their
market share, online brokers are now also offering additional products and
services to their clients, including markefarmation €.g.market depth,
charts) and access to managed funds, margin lending facilities and cash
management trusts.

438 For a higher charge, fulervice brokers offer their clients a range of
services in addition to those offered by the online brokers.

Remuneration models

439 Brokerages generally earn commission on the trades that they execute on
behalf of their clients.This commission may either be a flat fee per trade, or
some percentage of the value of the trade.

440 Commissions paid by retail investdos online equities trades range from
$15$30 for trades under $30,000 in value, and @12 percentage points
of the value traded for trades greater than $30,6Qdl-service retail
brokeraged&charges are slightly higher, at between-$20 for eqities
trades less than $15,000 in value, and a sliding scale for trades over $15,000
in value®

% BISWorld, Investment Banking and Securities Brokerage in Australia, 8 April 2009, p.12.
% For example: for trades with value-$05000 = $69.95; with value $150855000 =0.40% of the value traded; with
value $5500351 million = 0.35% of the value traded; with value over $1 million = 0.13% of the value traded.
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441 The nature of a retail investisrorder will also influence the brokerdge
remuneration.Where a trade is ordered througtwdnite labed® broker,
who sendshe orders on to a larger broker for execution, remuneration is
often a flat fee of $&100 per trade, according to the volume and value of
trades and the type of transaction.

442 Institutional clientlarger trading volumes and greater bargaining power
give them cheaper access to brokerage servlosstutional clients are
usually only charged percentage commissi@ommissions charged have
been estimated to average around @@6% of the value tradeff. Large
institutions receive discounts and rebatéen they reach threshold levels of
trading commissions paid to brokerages.

443 Like most salaries in the financial services industry, stockbrékealaries
tend to have both a base and a performance component, so that remuneration
tends to move in line witrevenues and profits, which in turn are strongly
influenced by the business cycle.

444 Institutional brokers tend to pay a salary with a yeyaat bonus being a
significant portion of remuneration.

445 Retail brokers vary widely in their approach with some haxemguneration
structures similar to institutional brokers while at others remuneration is
100% based on brokerage writteédome firms have gone further and
employ sales staff effectively as sole traders who receive brokerage direct
from the client and threpay the firm for administration and management
costs.

446 The smaller the business is, the more likely it is to compensate sales staff on
the basis of brokerage written, witivhite labebbrokers almost exclusively
on this model.

Industry performance

447 The wlume of retail investor trading on market is related to the performance
of the market and alternative investments, which in turn is related to growth
in the economy and financial conditions, such as the level of interest rates.
Industry performance is piively related to the volume and value of market
turnover, and so will tend to be cyclical.

448 Total industry revenue grew strongly over the three years from2b@d
200607, rising from around $5.4 billion to around $9.84 billioan annual
average inrease of 35%Difficult economic and financial conditions,

WA 6white |l abel 6 market participant is a holderforof an Aust
execution and settlement services with an ASX or SFE participant with respect to financial products traded on those
exchanges.

101 The Trade, Issue 19, Januérivlarch 2009, p37.
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falling household wealth and greater financial uncertainty caused revenue
growth to stall in 20008, with revenue falling 5% to $9.34 billion (see
Figure7).'%

Figure 7. Revenue flowing to the stockbroking industry

$ million $ million
10,000 10,000
8,000 8,000
6,000 6,000
4,000 4,000
2,000 2,000
0 0
2004-05 2005-06 2006-07 2007-08 2008-09 (f)
Source: IBISWorld]nvestment Banking and Securities Brokerage in Australipril 2009, p. 4.
449 IBISWorld expects revenue to fall 37% in 2608 to around $5.9 billion, as

difficult economic and financial conditions continuémployment in the
stockbroking industry is expected to fall by around 12% in ZDD&
around 15,700 peopfé?

Retail investment credit

450 Australians have been steadihcreasing the amount of debt they hold
relative to their assetseeFigure8.'** The majority of this debtelates to
housing® This has beeassociated with strong house price inflation driven
by a number of fdors, including population growth, supply constraints and

the tax treatment of residential property investment

1021B1SWorld, Investment Banking and Securities Brokerage in Australigpril 2009, p.4.

1031B]SWorld, Investment Banking and Securities Brokerage in Australiapril 2009, p.4.

104 According to the RBA Bulletin Statistical Table B21, the amount of household debt as a percentage of household assets
has steadily increased oveetperiod September 1990 until September 2008.

105 RBA Bulletin Statistical Tables B21, Bulletin Statistical Tables, Data updated to 8 July 2009,
http://www.rba.gov.au/Statistics/Bulletin/index.html
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Figure 8: Australian household debt as a proportion of assets
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Source: Reserve Bank of Australia, RBA Bulletin, Jup2

451 As atJune2009, Australians had borrowed $&1 billion for owner
occupied housing, investment properties, and other personal spéfiding.

452 According to ANZO6s 2008 study of finart
said they had not borrowed any money dgrihe previous 12 monthY¥.
(However, they may have loans taken out more than 12 monthsHym).
incidence of loan products in ANZ study was: credit card (general) (65%),
store card (13%), mortgage on own home (34%), mortgage on investment
property (11%, personal loan (17%), line of credit or overdraft (14%), lease
or hire purchase agreement (9%), home equity loan (7%), margin loan (2%)
and equity release product (2%) ($égure9).'%

108 Reserve Bank of Australi&inancial AggregatesTable 2

WANZ Survey of Adult Financial Literacy in Australia (2008
foll owing, if any have you personally used to borrow money
selected subset in th@@3 ANZ study (n=1162) 55% claimed not to have borrowed from any source (only 24% from a

building society, bank or credit union). Whilst of the full sample in the same study (n=3500) 65% claim to hold a credit card
Respondents may not consider holdirgedit card borrowing in the last 12 months, hence, the use of lending sources used

in the last 12 month may be understated, in particular credit card suppliers.

108 ANZ Survey of Adult Financial Literacy in Australia (2008 p.41).
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Figure 9: Retail investors 1 sources of borrowing
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Source: ANZ BankANZ Survey of Adult Financial Literacy in Austral2008, p. 43.

453

454
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The | ending sources used most often

study of financial literay were mainstream financial institutions (24%),
family and friends (14%), store loans/retailer finance (10%) and finance
companies (7%

Margin Loans

A standard margin loan allowike purchase of leveraged investments in
listed securities (for examplshares and managed investments) and unlisted
securities (typically interests in managed investment schemes). The
dmargirbrefers to the margin of equity that lenders require to be maintained
by the borrower, being the positive gap between the amoung tdah and

the value of the securities.

In practice, margin loans are only available to fund purchases of securities
@pprovedby the lender (i.e. those that the lender regards as acceptable
from a risk and liquidity perspective).enders generally appby different

LVR (loanto-value ratio) or margin depending on the quality of the
securities.

Storm was distinctive in that it developed a business model to encourage
clients to borrow based on their total assets and invest in Siadged

index funds. Ston recommended that clients use assets including other
shares, superannuation (if they were able to access it), equity in their homes
and property investments to increase the security for the margin loan and
therefore maximise the amount that clients cdaddow to invest.

109 ANZ Survey of Adult Finanial Literacy in Australia (2008 p.43).
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457 The distinctive feature of the Oplagsiness model was that it enabled retail
clients to engage in securities lending, an arrangement that is usually only
entered into between wholesale partiEsom the client8perspective the
secuities lending arrangement with Opes had the same commercial effect as
a margin loan, that is, the clients accessed cash, using their securities as
&ollaterab However, the legal effect was quite different because title to
client®securities was trangfed to Opes, rather than mortgaged in favour
of Opes. The use of securities lending, by retail investors, as a means to
access cash, using securities as collateral is not common.

Industry Performance

458 As at February 2009, aggregate margin lending cotetitaround 2% of the
total loan portfolio of Australian authorised depdaiting institutions:°
Even at its peak the sums involved in margin lending constituted a minor
percentage of domestic market equity capitalisation at nearly 2'5%.

459 The value of rargin lending increased from $6.7 billion in September 2000
to its peak in December 2007 at $37.8 billion, a rise of 460%, but by March
2009 had fallen by 51% to $18.7 billioQverall, the value of margin
lending increased by 177% from September 200@dch 2009 seeFigure
10).112

Figure 10: Margin lending T value
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Source: Reserve BanReserve Bank BulletifMay 2009, Table D10.

Product Providers

460 Different lerders focus on different distribution channelfhie main margin
lenders providing loans directly to clients are CommSec, St George, ANZ

110 APRA Opening Statement, John F. Laker, Senate Standing Committee on Economics, Canberra, 4 June 2008.
1 APRA Opening Statement, John F. Laker, Senate Standing Committee on Economics, Canberra, 4 June 2008.
112 Reseve Bank, Reserve Bank Bulletin, June 2009, Table D10.

© Australian Securities and Investments Commission August 2009 Page 121



PJC Inquiry into Financial Products and Services in Australia

461
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463

and BT. The main margin lenders used by stockbrokers are Leveraged
Equities, Macquarie, St George and ANZ. The mairgimdenders that
provide loans through financial planners are Colonial Geared Investments,
NAB, Macquarie and BT*

There are approximately 20 margin lenders and 1250 advisers of margin
loans. Most of these are not direct margin lenders Hortaned thdoans of a
major bank.

Distribution

Retail investors can access margin loans directly, or have their access
intermediated through an online brokers, a full service broker, or a financial
planner.

There is no available data on which channel is the mostaropdowever, a
survey of 8,000 investors by Clime Asset Management found that more than
45% consulted a full service broket.

13 |nvestment Trends December 2008 Margin Lending Report: Investors, published March 2009, p. 9.

146 Mu ms

and

dads might know best after all dé TIB008Sydney
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Appendix 2: Legislative framework

Introduction

464 This appendix sets out the key requirements of the legislative framework in
thear eas covered by the ltcavgsui ryds t er ms
(@ Licensing framework;
(b) Disclosure obligations;
(¢) Regulation of financial advice;
(dy Consumer protection provisions;
e ASI Cd6s surveillance and investigatic
(H Credit regulation.

465 This appendixs not a comprehensive description of the regulation of
financial services in Australia. There are a number of exceptions that apply
in specific circumstances to the general provisions of the Corporations Act

set out below. In general, the descriptioroletioes not refer to those
exceptions.

Key concepts in the FSR regime

466 Tablel6 summarises key concepts in the FSR regime in Australia. More
detail can be found in the Corporations Act andGbeporations
Regulatims 2001(Corporations Regulations).
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Table 16: Key concepts in the FSR regime

Concept

Financial
product

Financial
service

Financial
product
advice

Deal in a
financial
product

Definition

A 6financi

al produc

t 6

is a fa

cili

investment, manage a financial risk or make non-cash payments. A
financial product includes any of the following:

- shares;
- debentures;

- interests in a managed investment scheme;

- derivatives;
- general insurance;
- life insurance;

- superannuation;

- basic deposit products; and

- retirement savings accounts (RSASs).

Credit, including margin loans, is not a financial product for the
purposes of the FSR regime in Chapter 7 of the Corporations Act.

Generally,

a person

- provide financial product advice;

- deal in a financial product;

- make a market for a financial product;

pr

ovides

- operate a registered managed investment scheme; or

- provide a custodial or depository service.

a of

A recommendation or a statement of opinion, or a report of either of

those thi

- intended to influence a

products; or

ngs

personds

deci sion

consdudctuta@®dviod & d ainfc i

in

- could reasonably be regarded as intended to have such an influence.

The following conduct (or arranging for a person to engage in the

foll owi

ng

conduct)

may

consti

tute

- applying for or acquiring, issuing, varying or disposing of a financial

Legislation
reference

Division 3 of Part
7.1, Corporations
Act.

Regulations
7.1.03A, 7.1.04,
7.1.04A, 7.1.05,
7.1.06, 7.1.06B,
7.1.07, 7.1.07Ai
7.1.07H,
Corporations
Regulations.

Division 4 of Part
7.1, Corporations
Act.

Section 766B,
Corporations Act.

Regulation 7.1.08,
Corporations
Regulations.

Section 766C,
Corporations Act.

Regulations 7.1.34-

product; or 7.1.35A
- underwriting securities or interests in managed investment schemes. Corporations
Regulations.
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Concept Definition

6 Wh o | e s General insurance, superannuation and RSAs, or services in relation to

and Or e these products, are provided to an individual as a retail client. Financial

clients products, or financial services relating to products, other than general
insurance, superannuation or RSAs, are provided to a person as a retail
client unless, the person is:

- a person purchasing a financial product, or a financial service related
to a financial product, where the value of the product is above the
prescribed threshold (currently set by the regulations at $500,000);

- a person with certified net assets of at least $2.5 million or a person
who had a gross income for each of the last two financial years of
$250,000; or

-a O6professional investord. This
licensees, listed entities, banks and friendly societies, and other
entities that may be presumed to have the expertise or access to
professional advice to justify their being treated as wholesale.

A person who falls within one of the above categories and to whom a
financial product, or financial service relating to a product, other than
general insurance, superannuation or an RSA is provided, is generally
a wholesale client.

Note: There are a number of exceptions that apply to the general definitions in this table.

Licensing framework (TOR 5)

Legislation
reference

Section 761G,
Corporations Act.

Regulations 7.1.117
7.1.28,
Corporations
Regulations.

Obtaining an Australian financial services licence

467 A person who carries on a financial services business in Australia must
obtain from ASIC an AFS licence that covers the provision of the relevant

financial services!® unlessan exemption applies.

468 A key exemption is for those who provide services as a representative of an
AFS licensee (i.e. the licensing regime focuses on the licensee rather than
the individuals who act on behalf of the licensee). Representatives are
employeesdirectors or authorised representatives (including corporate
authorised representatives) of the licensee. ASIC does not approve
individual representatives. However, ASIC does maintain a public register
of licensees and authorised representatives (biemployees) of licensees.

469 ASIC must grant an AFS licence if:

(@ the application is made properly;

15 sybsection 911A(1), Corporations Act.
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470

471

(b)

(©

ASI C i s
managers are of good character;

sati sfi

licensee obligations; and

(d)

ed that

t he

ASIC has no reason to believe that the applicant will notpbpmith

the applicant has provided ASIC with any additional information

requested for the purposes of assessing the application.

basi
grant a licence without giving the applicant an opportunity to be heard and a
refusal to grant a licence can be appealed to tmiridtrative Appeals
Tribunal (AAT).

s of t

he |

A

censeeos

ASIC may impose conditions on a licence. ASIC imposes conditions on all
licences that support the obligations that apply to AFS licensees. A key
condition in any licence is the authorisation which sets out the scope of

ASIC cannot refuse an application for an AFS licence for reasons beyond the
abovespecified criter (e.g. ASIC cannot refuse to grant a licence on the
proposed

busi

financial services that a licensee is authorised to conduct. The authorisations
may permit the licensee to perform one or more financial service and may be

further limited by reference to particular financial produEtgure 11 shows

the two key licence authorisations. Each authorisation may cover 1 to
approximately 28 different classes of financial products, resulting in a

multitude of permutations and combinations of financial services offered by

licensees.
Figure 11:  Key AFS licence authorisations
”Key AF S Licence Authorisations I
|
[ ]
Aplvice “ ‘Deal (incl. Arange)
| |
[ T 1 [ I 1
Financia Generd General financid Issue, apply for, Apply for, acquire, Undenurite an
product advice financial product produd advice acquire, vany or wvary, of dspose of Esue of securifies
aclvice only onlyto wholesalke diepose of financial products or managed
clients financial products on behalf of ancther investment
Authorisations
may cover 1to
Fpprox 28
dasses of
inancid products

472

Conduct obligations

Once licensed, AFS licensees are subject to various cotdiigations

under the Corporations Act. For example, AFS licensees must:

18 sybsection 913B(1), Corporations Act.
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(@ comply with conditions on their licee and the financial services laws;
(b) provide financial services efficiently, honestly and fairly;
(c) have adequate arrangements to manage conflicts of interest;

(d) ensure representatives (employees, directors and authorised
representatives) are adequately trdinad competent, and comply with
the law;

(e) have adequate resources (including financial, technological and human
resources) to provide the financial services covered by their licence and
to carry out supervisory arrangements (unless they are regulated by
APRA);

M maintain the | icenseeds own competer

(9) maintain internal and external dispute resolution systems where clients
are retail consumers$'®

(h) maintain adequate risk management systems (unless they are regulated
by APRA);

() properly hanté client money (trust account and audit requirements);
@ notify ASIC of significant breaches;

(k) have adequate arrangements to compensate retail clients for losses (see
paragraphg73 475; and

() provide key disclosure documents (see paragré®Bs196).

Compensation requirements (TOR 8)

473 AFS licensees are required to have arrangements in placenpensate
retail investors who suffer loss as a result of the licensee breaching the
requirements of Chapter 7 of the Corporations Act.

474 The Corporations Regulations prescribe Pl insurance as the standard way to
comply with this obligatiori® The Pl insirance must be adequate having
regard to the nature of the | icenseeds:s
compensation claims. ASIC can approve alternative arrangements to Pl
insurance, taking into account the factors set out in the Corporationadict a
the Corporations Regulatioffs.

475 The Corporations Regulations also provide exemptions from the requirement
to have compensation arrangements for some licensees that are regulated by
APRA or related to an entity regulated by APRA.

17 sections 912A and 912B and other various obligations in Parts 7.6, 7.8 and 7.10, Corporations Act.

18 Unlicensed product issuers and secondary sellers must also maitesial and external dispute resolution procedures:
Section 1017G, Corporations Act.

19 Regulation 7.6.02AAA, Corporations Regulations.

120 5ybsection 912B(3), Corporations Act and regulation 7.6.02AAA, Corporations Regulations.
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ASI Cdbs power sicensimgregimet he |

Conditions

476 ASIC may impose additional conditions on an AFS licence or vary or revoke
conditions on an AFS licence. ASIC may only do this on its own initiative
after giving the |Iicensee an opportuni
subjet to appeal to the AAT.

Licences

477 ASIC may suspend or cancel AFS licences. ASIC can generally only
immediately suspend or cancel a licence where the licensee is insolvent or
ceases to carry on the business, or on application from the licensee. ASIC
can sgpend or cancel a licence after giving the licensee an opportunity to be
heard where:

(@ the licensee has not complied with its obligations;

(b) ASIC has reason to believe the licensee will not comply with its
obligations in the future;

() ASIC is no longer satisfeethat the licenseis of good fame or
character,;

(d) a banning order is made against the licensee or a key representative of a
licensee; or

(e) the application was materially false or misleadingymitted a material
matter'?

Banning

478 ASIC may also ban or disqufy persons from providing financial services
(after giving the person an opportunity to be heard)he following
grounds:

(@ ASIC suspends or cancels an AFS licence held by the person;

(b) the person has not complied with their obligations as an AFS licensee
under s912A;

(c) ASIC has reason to believe that the person will not comply with their
obligations their obligations as an AFS licensee under s912A;

(d) the person becomes an insolvent under administration;
(e) the person is convicted of fraud;
(f the person has not cofignd with a financial service law; or

(9) ASIC has reason to believe that the person will not comply with a
financial services law??

121 Sections 915B and 915C, (orations Act.

© Australian Securities and Investments Commission August 2009 Page 128



PJC Inquiry into Financial Products and Services in Australia

479 ASIC may ban or disqualify persons from providing financial services
(without giving the person an opportunity to be heardgre the persdn
relevant licence has been suspended or cancelled under section 915B or
where that person has been convicted of a seriousfraud

480 All these decisions are subject to review by the AAT.

Other powers

481 ASIC also has powers to serve notices ¢igAicensees and require
production of information and book¥. AFS licensees and their
representatives must also provide such assistance as ASIC reasonably
requests for the purpose of surveillance of AFS licensees.

Disclosure obligations (TORs 3, 4, 6 and 7)

Financial services guide

482 All providers of financial services (i.e. AFS licensees or authorised
representatives) to retail clients must provide a Financial Services Guide
(FSG)™*The FSG provisions are designed to ensure that the client is given
sufficient information to enable them to decide whether to obtain the
financial services from the providing entity. An FSG must also include
information about:

(@)

(b)

(©

(d)

(e)

the kinds of financial services the providing entity is authorised to
provide under its AFS licence;

who the providing entity acts for when providing the authorised
services;

remuneration (including commission) or other benefits connected to
providing the authorised services;

other interests, associations or relationships that might be expected to be
or hawe been capable of influencing the providing entity in providing
the authorised services; and

dispute resolution systens.

122 5action 920A, Corporations Act.

128 gybsection 920A(3), Corporations Act.

1245ee for example, s912C and 912E of the Corporations Act ain@k80the ASIC Act.
125 section 912E, Corporations Act.

126 sybsection 942B(2), Corporations Act.
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483

484

485

486

487

488

489

490

Product disclosure

Offering financial products i Product Disclosure Statements and
prospectuses

A person who offers financial produdtsther than securities) to a retail
client in Australia may be obliged to provide peiritsale disclosure
through a Product Disclosure Statement (PBS).

A PDS must include information about:
(@ significant benefits of the product;
(b) significant risks of the qpduct;
(c) the costs of the product; and

(d) other significant features of the prodift.

Disclosure is also required of certain other material informatfohe
level of information in the PDS is limited to the amount reasonably required
by a retail client whos making a decision whether to acquire that protfiict.

The PDS is only required to be lodged with ASIC in certain
circumstance$® ASIC does not approve or authorise PDSs.

Disclosure requirements for offers of securities are specified in Chapter 6D
of the Corporations Act. The requirements include the need for a disclosure
document (such as a prospectus) to accompany offers of setliritieless

an exemption applies. Prospectuses must include all information that
investors and their professional advisemild reasonably require to make

an informed assessment of the issuer and the securities being offered and
make specific disclosuré®’

Chapter 6D disclosure documents (such as prospectuses) must be lodged
with ASIC but ASIC does not approve or authorisese disclosure
documents.

PDSs and Chapter 6D disclosure documents must be worded and presented
in a clear, concise and effective mantiér.

There have been a number of legislative attempts to deal with lengthy and
complex pointof-sale disclosure. For exgle, shodform PDSs were
introduced in 2005 to address complex and lengthy disclosure provided in

127 part7.9, Corporations Act.

128 Section 1013D, Corporations Act.

129 gection 1013E, Corporations Act.

130 gybsection 1013D(1), Corporations Act

181 gections 10131, 1015B, Corporations Act

132 bjvision 2 of Part 6D.2, Corporations Act.

133 Division 4 of Part 6D.2, Corpotians Act.

1345ection 715A and subsection 1013C(3), Corporations Act.
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PDSs. A shorform PDS summarises the key information in a PDS (e.g.
information about the issuer, benefits, risks, costs, return, dispute resolution
and cwling off). It should comply with Division 3A of Part 7.9 of the
Corporations Act, as modified by the Corporations Regulations. A-short
form PDS can be given instead of a PDS for all products except for general
insurance products (where different requirateeapply). Shofform PDSs

are now offered in the market but not extensively.

491 The FSWG (consisting of ASIC, Treasury and the Department of Finance
and Deregulation) was established in December 2007. It is working to
simplify pointof-sale product disclose by focusing on the key features of
particular products. It developed a more prescriptive list of form and content
requirements for the First Home Saver Account PDS (introduced in 2008).
This is to ensure that these PDSs are kept short and consistgdt, to
comparability between accounts offered by different providers. The FSWG
is now working on disclosure for margin loans.

Stop orders

492 ASIC has power to issue a stop order, which requires a PDS or Chapter 6D
disclosure document (such as a prospectusg temoved from circulation
until the defective disclosure is remediéd.

Periodic disclosure

493 In addition to the primary obligation to provide a PDS, there are a number of
further disclosure obligations that apply to financial products. These
obligationsinclude providing a periodic statement to retail clients in relation
to financial products that have an investment compatient.

494 A periodic statement must be provided for each reporting period during
which a holder holds the producthe statement must ctain all
information the issuer of the financial product reasonably believes the holder
needs to understand the investment in the financial préduamong other
things, the periodic statement must include:

(@ opening and closing balances for the reportiegqul;

(b) the termination value of the investment at the end of the reporting
period;

(c) any increases in contributions in relation to the financial products by the
holder or another person during the reporting period; and

135 sections 739 and 1020E, Corporations Act.
138 Section 1017D, Corporations Act.
137 Subsection 1017D(4), Corporations Act.
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(d) details of any change in circumstaneffecting the investment that has
not been notified since the previous periodic stateri@nt.

Statement of advice

495 If personal advice is given to a retail client, the provider (i.e. AFS licensee or
authorised representative) must give the client a staterhadtvice
(SOA)!* An SOA must set out the advice and the basis on which it was
given. It must also contain:

(@ the name and contact details of the provider of the advice;

(b) information about remuneration (including commissions) or other
benefits that the proder and related or associated persons or entities
may receive (these amounts must be disclosed in dollars unless
otherwise permitted by ASIC relief); and

(c) information about other interests, associations or relationships that
might be expected to be or haween capable of influencing the

advice®
496 If the personal advice is or includes a recommendation that the client replace
one financial product with another (065

include information about:

(@ any charges the client may incar,any pecuniary or other benefits the
client may lose, as a result of the switch; and

(b) other significant consequences for the client of the switch.

Disclosure of remuneration

Commission arrangements

497 The law only requires that fees or remuneration (inclgidiommission) are
disclosed clearly to consumers. It does not set limits on what can be charged
or how it can be charged.

498 The client must be provided with an FSG that contains information about the
remuneration (including commission) or other benefitsgoeceived by the
providing entity (or a related body corporate or a director or employee of the
providing entity or an associate of any of the these patfiedy.the client is
given personal advice, the client also receives an SOA, which contains
information about the remuneration (including commission) or other benefits
to be received by the providing entity (or any of the aboeationed

138 gybsection 1017D(5), Corporations Act.

139 gybsection 946A(1), Corpations Act.

140 gybsection 947B(2), Corporations Act.

141 paragraphs 942B(2)(e) and 942C(2)(f), Corporations Act.
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associated parties) that might reasonably be expected to influence the advice
provided*** The PDS is required tiaclude information about the cost of

the product and the cost of commissions or other payments that may impact
returns:*®

Specific advertising disclosure

499 Where advertisement or promotional material about a financial product is
reasonably likely to indugeeople to acquire the financial product, the
material must identify the issuer of a product and refer potential buyers to
the PDS!** There are also restrictions under Chapter 6D on advertising
offers of securitie$? The consumer protection provisionfstioe ASIC Act
are also relevant to the regulation of advertisements and promotional
material: seg@aragraph$11i 512

500 If ASIC believes an advertisement is misleadingstoners, we may place
an interim stop order on the advertisement, or on the related prospectus or
PDS, which is effective immediately and can last for 21 d&ys.

501 ASIC must give any interested party an opportunity to be heard before
issuing a final stop ordg*’

Regulation of financial advice (TOR 1)

502 Financial product advice is a broad concept under the FSR regimialdee
16. The breadth of the definition means that, as a matter of law, providers of
financial prodet advice (advisers) include:

(a) persons who provide general advice about one or more products (e.g.
tellers at a bank);

(b) persons who provide personal advice about one or a limited range of
productsoftenproducts issued by their licensee (e.g. call centifé st
a product issuer or stockbrokers); and

(c) persons who provide financial advice about a broader range of products
(e.g. financial planners).

503 There are two types of financial product advice: personal advice and general
advice. 0Per s oial prbduchadivice givendo ai persoffi whana n ¢
the provider of advice has considered the objectives, financial situation and

142 paragraphs 947B(2)(d) and 947C(2)(e), Corporations Act.
143paragraph 1013D(1)(d), Corporations Act.

144 Division 4 of Part 7.9, Corporations Act.

148 gection 734, Corporations Act.

146 sybsections 739(3) and 1020E(3), Corporations Act.

147 subsection 739(2) and section 1020E, Corporations Act.
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needs of the person, or when the person might reasonably expect that the
provider has considered these matt&tsAll other advice is geeral advice.

504 Advisers must comply with specific advice conduct and disclosure
obligations when dealing with retail investors. These conduct and disclosure
obligations vary depending on whether the advice is personal or g&fieral.

Note: Unlike the generdicensing conduct obligationthesespecific advice conduct

and disclosure obligations are imposed directly on authorised representatives, as well as
AFS licensees. (The licensee still has an overriding obligation to ensure that the
authorised represetitee complies with its obligations.)

General advice warning

505 If general advice is given to a retail client, no SOA is required. However, at
the time of giving the general advice and by the same means as the general
advice is given, the provider of the advimust give the general advice

warning®*° That is, the provider must warn the client that:

@ the advice has been prepared without
objectives, situation and needs; and

(b) the client should therefore consider the appropriatendbe afdvice to
their situation before acting on the advice.

506 If an advertisement contains general advice, it must contain the general
advice warning.

Personal advice regime

507 If personal advice is given to a retail client, the adviser must comply with the
peronal advice regim&* Under these provisions the following
requirements generally apply:

(@ the advice must comply with the suitability rule (see parags&gh

(b) the client must be warned if the advice is based coniplete or
i naccurate information about the cli
circumstances; and

(c) the client must be given an SOA setting out, among other things, the
advice and the basis upon which it is given (see paragd&5496).

508 Under the suitability rule, the adviser must:

148 gybsection 766B(3), Corporations Act.
149part 7.7, Corporations Act.

150 5ection 949A, Corporations Act.

51 Division 3 of Part 7.7, Corporations Act
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(a) determine the relevant personal circumstances of the client in relation to
the advice sought and make reasonable inquiries about those relevant
persoml circumstances;

(b) reasonably consider and investigate the subject matter of the advice in
' ight of the clientds relevant per sc

(c) ensure that the personal advice provided is appropriate to the client in
' ight of t he sonalicieumstanses and ihvestigation per
about the subject matter of the advice.

509 Advisers are not required under the Corporations Act to act in the best
interests of the client. However, a fiduciary relationship, requiring the
adviser to act in the best intsits of their client, might exist between an
adviser and client as a matter of general law.

Training standards

510 Under the Corporations Act, AFS licensees need to ensure that their
representatives are adequately trained and compéteA8IC has imposed
licence conditions which require AFS licensees to ensure that any person
who provides financial product advice to retail clients on behalf of the
licensee:

(@) has completed appropriate training courses approved in accordance with
Regulatory Guide 14bicensing:Training of financial product advisers
(RG 146);

(b) has been individually assessed as competent by an assessor approved by
ASIC; or

(¢) in respect of financial product advice on basic deposit products,
facilities for making norcash payments that are relatedhésic deposit
products or First Home Saver Accounts issued by an ADI (i.e. FHSA
deposit accounts), has completed training courses that are or have been
assessed by the AFS licensee as meeting the appropriate level.

Consumer protection provisions (TORs 4 and 7)

511 The ASIC Act provides for additional consumer protections through the
prohibition on unconscionable, misleading or deceptive conduct, false or
misleading representations, bait advertising, harassment, coercion and
pyramid selling of financial product$here are similar provisions in the
Corporations Act in relation to misleading statements and conduct.

152 paragraph 912A(1)(f), Corporations Act.
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512 Tablel7 summarises how some conduct may breach provisions in the ASIC

Act and Corporations Act and the pdied and other remedies this may

attract.

Table 17: Consumer protection legislative provisions

Description of conduct

Making statements that are
materially false or materially
misleading and are likely to induce
persons to apply for financial
products in circumstances where
the person does not care whether
the statement is true or false, or
knows, or ought reasonably to
have known, that the statement is
false. Contravention of this
provision is an offence.

Engaging in conduct, in relation to
a financial product or a financial
service that is misleading or
deceptive or is likely to mislead or
deceive. Contravention is not an
offence, but may lead to civil
liability under s1041l.

Making representations about
future matters if made without
reasonable grounds.

In trade or commerce, engaging in
conduct in relation to financial
services that is misleading or
deceptive or is likely to mislead or
deceive. Contravention of this
provision is not an offence.

In trade or commerce, making
false or misleading
representations. Contravention of
this provision is an offence.

Section reference

s1041E, Corporations
Act

s1041H, Corporations Act

s769C, Corporations Act;
s12BB, ASIC Act

s12DA, ASIC Act

s12DB, ASIC Act

Penalties and other remedies

Imprisonment (maximum five
years)

Fine

Compensation (s1041I)

Injunction (s1324)

Other orders

Note: References are to the
Corporations Act.

Compensation (s10411)
Injunction (s1324)

Other orders

Note: References are to the
Corporations Act.

Compensation (s12GM, ASIC Act)

Injunction (s1324, Corporations
Act; s12GD, ASIC Act)

Other orders

Injunction (s12GD)

Order requiring adverse publicity
(s12GLB)

Other orders (s12GLA and 12GM)

Compensation (12GM)

Note: References are to the
ASIC Act.

Fine (s12GB)
Injunction (s12GD)

Order requiring adverse publicity
(s12GLB)

Other orders (s12GLA and 12GM)

Compensation (s12GM)

Note: References are to the
ASIC Act.
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Description of conduct

In trade or commerce, making
false representations or engaging
in conduct that is misleading in
relation to financial products that
involve interests in land.
Contravention of this provision is
an offence.

Engaging in conduct that is liable
to mislead the public as to the
nature, the characteristics, the
suitability for their purpose or the
quantity of any financial services.
This provision is a strict liability
offence.

In trade and commerce, engaging
in any bait advertising.
Contravention of this provision is
an offence.

Section reference

s12DC, ASIC Act

s12DF, ASIC Act

s12DG, ASIC Act

Hawking

Penalties and other remedies

Fine (s12GB)
Injunction (s12GD)

Order requiring adverse publicity
(s12GLB)

Other orders (s12GLA and 12GM)

Compensation (s12GM)

Note: References are to the
ASIC Act.

Fine (s12GB)
Injunction (s12GD)

Order requiring adverse publicity
(s12GLB)

Other orders (s12GLA and 12GM)

Compensation (s12GM)

Note: References are to the
ASIC Act.

Fine (s12GB)
Injunction (s12GD)

Order requiring adverse publicity
(s12GLB)

Other orders (s12GLA and 12GM)

Compensation (s12GM)

Note: References are to the
ASIC Act.

513 The Corporations Act also prohibits a person from offeringricial
products for issue or sale in the course of, or because of, an unsolicited
meeting or telephone call with a retail client. These hawking prohibitions
aim to prevent pressure selling of financial products to retail clients (such as
badgering and blr-room practices)-*?

ASICG surveillance and investigations powers
514 ASIC can commence a formal investigation on the following three grounds:
(@ suspicion of:

() a contravention of the corporations legislation;

153 5ections 736 and 992A, Corporations Act.
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(i) a contravention of a Commonwealth law involvingaaly
corporate;

(i) unacceptable circumstances occurring in relation to a takeover;
(iv) liquidator misconduct; or
(v) a breach of Part 2 Div 2 of the ASIC Act;
(b) a direction from the Minister who has responsibility for ASiCand
(c) areport of a receiver or a liquita'>°
515 Besides having the powers to serve notices on AFS licensees and others
requiring production of information and books noted abmex(paragraph
481), ASIC may also issue a notice requiring a person toABIE all
reasonable assistance and to appear before ASIC for an examination under

oath to answer questiofi. ASIC also has power to issue notitégo
produce books:

(@ for the purpose of carrying out ASiCfunctions and powers set out in
the ASIC Act or Ceporations Act;

(b) to ensure compliance with the ASIC Act or Corporations Act; or
(c) inrelation to a breach or a suspected breach of the ASIC Act,
Corporations Act or any other Commonwealth or State legisl&tion.

516 ASIC has formal powers to conduct surveillacbecks of managed
investment schem®8 and of AFS licensee§’

Credit regulation (Additional TOR)

Current regulation

Consumer credit

517 Currently the UCCC (as enacted in each state and territory) regulates
consumer credit, along with the general consumeeptioin provisions in
the ASIC Act (including the prohibitions on misleading or deceptive cdanduc
and unconscionable conductihe UCCC regulates credit for personal,
domestic and household purposes (but not for investment or business
purposes).

154 sybsections 13(1), (2), (3) and (4), ASIC Act.
158 Section 14, ASIC Act.

156 gection 15 ASIC Act.

157 section 19, ASIC Act.

158 Sections 30, 3132A and 33, ASIC Act.

159 g5ection 28, ASIC Act.

160 5ection 601FF, Corporations Act.

181 Section 912E, Corporations Act.
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ASIC regulation

518 Credit is not a financial product for the purposes of the Corporations Act
and, therefore, the licensing framework arider requirements do not apply
to credit. However, credit is a financial product for the purposes of the
ASIC Act and so ASIC has consumer protection jurisdiction in relation to
credit.

Margin lending

519 Margin loans, as credit facilities, are not financial products for the purposes
of the Corporations Act and are, therefore, unregulated by the Corporations
Act. They are not reguladl by the UCCC because margin lending is
borrowing for investment purposes. Margin loans are regulated under the
ASIC Act.

Proposed reforms

Consumer credit

520 UndertheNational Consumer Credit Protection Bill 2Q@®oviders of
consumer credit will be regukd by the Commonwealth. The regime will
cover consumer credit and real property mortgages for enguwimpied
homes and mortgages given for residential investment properties. Lending
for investment purposes (other than margin lending and lending secured
against residential property) will not be regulated until the proposed Phase Il
of the reforms. Other areas for further potential regulation under Phase Il
include predatory or undesirable lending practices, unsolicited credit card
limit extension offersinterest rate caps and reverse mortgages.

521 All credit providers will be licensed by ASIC and will have to comply with
various conduct requirements and disclosure obligations (including a
responsible lending requirement). Credit providers will be reqtirgi/e
borrowers a Credit Guide (similar to a PDS) and a Credit Assessment
indicating that they do not consider the loan to be unsuitable for the
borrower.

Margin lending

522 The Government has released the Corporations Legislation Amendment
(Financial Servies Modernisation) Bill 2009, which will make margin
lending products a financial product under Chapter 7 of the Corporations
Act. This means anyone dealing in or advising on margin loans will need to
apply for an AFS licence or a variation to their erigtAFS licence,
authorising them with respect to margin loans.
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523 The Bill regulates both standard margin loans (where credit is provided to
purchase marketable securities) and-stamdard margin loans (securities
lending arrangements).

524 As margin loans wilbe a financial product, any parties issuing,
recommending or offering margin loans will be required to provide clients
with a PDS, and advisers providing personal advice about margin loans will
need to give clients an SOA.

525 In addition to the existing gerarconduct obligations imposed on AFS
licensees, the Bill also proposes:

(@ aresponsible lending obligation on margin lendérbe responsible
lending obligation prohibits the issuer from issuing a margin loan where
it is unsuitable for the client. The suitability assessment is based on
the likelihood of a margin call being made and the client being unable
to comply with the terms of the margin loan or unable to comply
without substantial hardshipMargin lenders will be able to rely on the
advi saquirie§ of the clientvhen undertaking the assessment; and

(b) anew obligation on margin lenders to notify clients of margin calls.

526 The FSWG is also developing a short disclosure document for margin
lending which will be implemented in the regulations.
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Appendi X

Introduction

527

3: ASI Cbs activities

This appendix sets out ASEEactivities in relation to the Inquiiyy terms of
reference. It provides further information on the outcomes of &SIC
strategic review and how this will impact on planned future activitiedso
sets out ASIGs activities in relation to:

(@ licensing;

(b) compliance;

(c) deterrence;

(d) exemption and modification powers;

(e) encouraging compliance with the law; and

() educating and informing investors.

Note: This appendix only covers AS¥Cactivities af\ustra | ifinadcial services
regulator, with a particular emphasis on financial products and services that are the
focus of the Inquiry. ASIC alsdevotes considerable resources to its roles as Australia
corporate and marketegulator

ASIC® strategic review

528

529

About ASIC® strategic review

In 2007, ASIC announced a strategic review covering how ASIC performs
all aspects of its regulatory functions and responsibilities. The strategic
review was one dfix priorities for ASIC outlined by ASI& Chairman to
Senate Estimates on 30 May 2007. The results of the review and the
timetable for implementation of the changes flowing from the review were
announced publicly by ASi& Chairman on 8 May 2008: skdR 08-93

ASIC announces results of its strategic revigMay 2008.

The aim of the strategic review was to create an ASIC that:
(@ Dbetter understands the markets it regulates;

(b) is more forward looking in examining issues and systemic risks;

(c) is clearer in outlining to the market why it has chosen to intervene and
thebehavioural changes it is seeking; and

(d) has a clearer set of priorities.
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ASICG& operational activities prior to the strategic review

530 Prior to the strategic review, AS@€operational activities were carried out
by four directorates:

(a) the Enforcementirectorate was responsible for investigating and
taking enforcement action against alleged misconduct, including
criminal, civil and administrative actions;

(b) the Compliancelirectorate was responsible for ensuring that
companies, AFS licenseeamiditors and juidators were complying
with the law

(c) the Regulatiomirectorate was responsible for setting A& @olicy on
regulating markets and business and for licensing finanarket
participants. Thisidectorate comprised a number of separate areas
including:

() Licensing, the area responsible for A&8dcensing and
registration activities;

(i) Advice and Applications, the area responsible for assessing relief
applications in relation to financial services and corporate finance
activities and, for ASIG work inrelation to takeovers and
fundraising; and

(i) Regulatory Policy, the area responsible for setting ASIC policies
on how it will administer théaws it is responsible for; and

(d) the Consumer Protectiatirectorate was responsible for dealing with
issues that affcted consumers through compliance, policy and
educational work. It also dealt with international issues.

ASICG& operational activities after the strategic review

531 As a result of the strategic review, ASIC made a number of important
changes to its structeiand operational processes. Some of the more
significant changes include:

(a) abolishing thdour directorates and replacing them wittelve (now
thirteenwith the addition of creditputwardly focused stakeholder and
eightdeterrence teams covering theafiitial economy;

(b) establishing an External Advisory panel to provide high level legal
advice to the Commission on market developments and systemic risks;
and

(c) investing more in economic, consumer and industry research.

532 Under the new structure, ASIC has deysd a forward program toaintain
and buildconfidence and integrity in Austrafafinancial markets and
financial services industry. Our forward program comprises a number of
regulatory, compliance and deterrence activities designed to raise the
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standads of the financial services industry and to improve the way ASIC
responds to emerging issues.

533 ASIC& new structure commenced on 1 September 2Bfire12is a high
level outline of ASI@s new structure

Figure 12: ASIC& structure

COMMISSION
Chief Legal Officer |
Strategy —
Office of the Commission |
| Chairman Corporate Affairs |
i Ezxternal Tonv D’Aloisi
L y O'Aleisio
Advisory Panel People & Development |
|
Commissioner Commissioner Commissioner Commissioner Chairman
Peter Boxall Michael Dwyer Belinda Gibson Greg Medcraft Tony D’Aloisic
SELs SELs SELs SELs SELs
| | I I |
= Real Economy: m Stakeholder Teams: ® Stakeholder Teams: ®  Stakeholder Teams: »  Stakeholder Teams:
- Registry Services - Insolvency - Corporations - Investment Banks - Financial Adwisers
- Licensing Practitioners - Emerging Mining - Exchange Market - Deposit Credit and
- Applications - Accountants and and Resources Operators — Insurance Providers
- Misconduct and Auditors - Exchange Market Oversight - Super Funds
Breach Repaorting n Deterrance: Operators - Inwestment - Consumers and
= Shared Services Carparate - Market Participants Managers Retail Investors
= Special Projects Governance and Stockbrokers ® Neterrence: " Neterrence:
= Credit Stakeholder 1 and 2 " Deterrence: Major Fraud and Financial Services 2
Team Market Integrity International and 3
" Deterrence: 1 and 2
Financial Services 1
Financial Economy stakeholder teams
534 As stated in paragraf@B81(a) one of the major outcomes of the strategic

review was removing thiur directorates and replagjirthem with
outwardly focused stakeholdand deterrence teams

535 The stakeholder and deterrence teams are located in the Financial Economy
partof ASIC& structure.

536 The Financial Economy teams are outwardly focused, that is, their work
focuses on ASI& gakeholders. This focus means that ASIC is better placed
to drive behavioural change and to better understand the external
stakeholders it regulates.

537 Each stakeholder team has around 30 people, operating under a national
structure Theteamsundertake a véety of activities to influence behaviour
of participants in the financial economy and bring about positive changes for
consumers and retail investors, including:
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(a) developing policy and industry guidance;

(b) assisting the financial services industry to ustierd their legal
obligations and the regulafisrexpectations;

(c) monitoring compliance with the law and promoting behavioural change
by conducting surveillances;

(d) intervening in cases where we detect seriousaoonpliance,
particularly where there may berhato investors or the integrity of
Australiads financial markets;

(e) working with industry and other stakeholders to promote higher
standards of business conduct and help them to deliveegelfatory
initiatives;

(f developing consumer protection campaignd eompliance projects;
and

(9) delivering information and education products and services.

538 The gakeholder teamwill identify specific areas of focus each year and
continuously review their priorities to address new and emeigsugs and
risks.

539 The Financl Economy stakeholder teams most relevant to the Whduir

terms of reference are:

(a) Financial Advisers;

(b) Consumers and Retail Investors (CARI);

(c) DepositTakersand Insuranc@rovidergDTI); and

(d) Credit
There are also three financial services deterrence. tea

Note: The work of the Investment Managers stakeholder team is relevant to the
Committeds Inquiry into Agribusiness Managed Investment Schemes.

Licensing activities (TOR 5)

Assessing licence applications

540 ASIC is responsible for assessing applicatiomsafoAFS licence and
applications to vary an existing licence (e.g. applications to vary an existing
licence authorisation or licence condition). ASIC also has power to impose
additional conditioson AFS licences, to cancel AFS licenses and to ban
persondrom providing financial services.
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541 ASICG licensing activities are performed by the Registry Services and
Licensing team, which is located in the Real Economy part of &SIC
structure.

542 The licensing process usually involieseephases. These are:

(@ the prelodgement phase: During this stage, an ASIC officer will go
through an application prior to it being accepted for lodgement to
ensure that the application is properly made in accordance with the
Corporations Act and that all the required materisdsatached;

(b) the assessment phase: During this phase, an ASIC officer will analyse
and assess the application to determine whether to grant an AFS
licence, and if so, the appropriate licence authorisations and licence
conditions; and

(c) the post assessmentgsie: During this phase, a Senior Manager will
typically review the preliminary decision made by the ASIC officer
culminating in a decision in principle being made. If that decision is to
grant a licence, the action officer will forward a copy of the draft
licence to the applicant. The applicant will then review the draft licence
and a final licence will be granted when specified requirements raised
by ASIC are satisfied by the applicant. If the application is not
approved, an ASIC delegate will informethpplicant and a formal
hearing will be scheduled.

Note: ASIC has issued a number of regulatory guides to assist applicants with the
licence application process. See: Regulatory GuilES Licensing Kit: Part 1
Applying for and varying an AFS licendeegulatory Guide AFS Licensing Kit: Part
21 Preparing your AFS licence or variation applicatieend, Regulatory Guide 8FS
Licensing Kit Part 3 Preparing your additional proof

543 ASIC uses a riskased approach in its assessment of licence apptisatio
This helps ASIC determine the level of scrutiny it gives an application. In
general, the factors that ASIC takes into account in its risk assessment are
the complexity of the licence authorisations being applied for, &SIC
analysis of the kind of lminess the applicant is undertaking (e.g. financial
planning business or issuing financial products) and the market in which the
applicant proposes to operate.

544 In deciding whether to grant a licence ASIC considers whether the applicant:

(a) is competent to e¢ay on the kind of financial services business they are
applying for;
(b) has sufficient financial resources to carry on the financial services

business they are proposing (except wherepipdicantis an APRA
regulated entity); and

(c) can meet the other licemgj obligations of an AFS licensee.
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Note: Although licensing focuses on the entity and not the individuals who act on its
behalf, ASIC interprets a licensBestatutory obligation tdnmaintain competence to
provide authorised financial serviédsy focusingon the people in the business
responsible for the quality of tteen t isd@rwcéss.e. by requiring that responsible
managers oversee déyday decisions about the provision of financial services. ASIC
requires responsible managers to demonstrate irefmte knowledge and skills to
engage in the relevant financial services.

545 However, as noted in Appendix 2, ASIC must grant a licence if:
(a) the application has been properly made;

(b) ASIC is satisfied that the person or the appliGaresponsible
managers & or good fame and character;

() ASIC has no reason to believe that the applicant will not comply with
the licensee obligations; and

(d) the applicant has provided ASIC with any additional information
requested for the purposes of assessing the application.

546 The kength of time it takes ASIC to assess an application for a licence varies
depending on the quality and nature of the application we receive. The
assessment of an application usually involves one or more written or verbal
requests for additional informatidrom theapplicantto alow ASIC to
make its assessmeamd so that an applicant is issued a licence with the
appropriate authorisations and licence conditions.

547 As a result of this process, we have found that only a small percentage of
new licences & granted without modification to the application. For
example, for the period 1 July 2007 to 30 June 2008, 88% of applications for
new licences granted by ASIC were modified in some way. The changes
usually involve different licence authorisations, taigrthe licensing
authorisations to the applicaétsusiness, imposing special conditions or
requiring the nomination of additional responsible managers to ensure
competence

Note: Historically, ASIC did not routinely capture data on the number of licences
granted by ASIC in a form different to that requested by the applicants and so this
information is not reflected imable18. The figure inparagraptb47was manually
cdculated by ASIC. However, routine capturing of this information was implemented
by ASIC in April 2009.

548 Table18 shows the number of AFS licence applications that ASIC has
considered over the past 3 financialgea
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Table 18: Licenses granted, refused or cancelled

Licences granted

Applications refused 1

see note below

Licences cancelled i
initiated by licensee

Licences cancelled 1
initiated by ASIC

1 July 2006 to 30 June 1 July 2007 to 30 June 1 July 2008 to 26 May

2007 2008 2009
369 331 265
3 (+ 1refusal overturned 0 0

by AAT)

141 168 199
5 20 21

Note: The amount indicated as @pplications refusedddoes not include the number of applications that were withdrawn.
For example, 6% of licence applications received between 1 July 2007 and 18 June 2008 were withdrawn during the
licensing process. Applications may have been withdrawn where ASIC indicated that refusal was the most likely outcome.

549

550

551

Imposing licence conditions

A number of Icence conditions are automatically imposed by the
Corporations Act. In addition, the Corporations Act gives ASIC power to
impose conditions subject to some requirements being met (elgetheee
mustbe giventhe opportunitto make submissiortseforeconditions are
imposed aftethe initial grant of the licenge

ASIC has issued Pro Forma 209 Australian financial services licence
conditions [PF 209], which subject to individual circumstances, sets out the
standard licence conditions that will usudlly imposed. PF 209 covers a
broad range of matters including:

(a) compliance measures;

(b) training requirements for representatives;
(c) financial requirements;

(d) reporting requirements;

(e) compensation requirements; and

(f dispute resolution.

ASIC policies

ASIC has piblished a number of regulatory guides to help licensees
understand and implement the measures necessary to meet the conditions of
their licence and their ongoing obligations as a licensee. For the lgquiry
purpose, the major regulatory licensing guides

(@ Regulatory Guide 104icensing: Meeting the general obligatiofiRG
104);
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(b) Regulatory Guide 10Bicensing: Organisational competen(RG
105);

(¢) Regulatory Guide 14bicensing: Training of financial product advisers
(PS 146);

(d) Regulatory Guide 16bicersing: Financial requirementRG 166);

(e) Regulatory Guide 18lLicensing: Managing conflicts of intergRRG
181); and

(f Regulatory Guide 16bicensing: Internal and external dispute
resolution(RG 165).

Compliance activities (TOR 1, 3, 4, 6, 8 and Additional TOR)

552 ASIC is responsible fopverseeingompliance with the FSR regime. ASIC
carries out this role in a number of ways, including:

(@ monitoring and acting on complaints;
(b) monitoring and acting on licensee breach reports;
(c) carrying out targeted surveillancetiaities; and
(d) carrying out targeted disclosure document reviews.

553 The aim of ASI@ compliance activities is to influence the behaviour of
financial services providers. We do this as a means to encourage compliance
with the law and raise business compegeaied conduct standards. A&C
compliance activities may lead to enforcement action (e.g. criminal, civil or
administrative action) being undertaken in cases where a breach of the law

has been uncovered. This will usually involve a referral of a mattare of
ASICG FSR deterrence teams.

Complaints and breach reporting

Complaints
554 ASIC receives complaints about financial services providers from a variety
of external sources, including:

(a) electronically through ASI& websitei(e. via eComplaintsand
email);

(b) verbally through ASIGs general enquiry ling.é. Info-line);

(c) in writing, by lodging a complaint form or sending ASIC a formal
letter. In some cases, a written complaint may be sent directly to the
Chairman; and

(d) in person, by attending one of ASKYegional offices.
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555 All complaints received by ASIC are referred to A&®lisconduct and
Breach Reporting (M&BR) team. Each complaint is then registered in a
database at which time the complaint is assessed in terms of its significance
and priority andg then allocated to an action officer for appropriate further

action.

556 ASIC assesses every complaint it receives to determine whether there may
have been a breach of the law. In cases where a suspected breach is
identified, a decision is made as to wlestfurther action is required (e.g.
compliance or deterrence activity). The M&BR team will liaise with the
appropriate stakeholder teams during this process to ensure that any
recommended response is appropriate. Once a decision has been made in
relationto a complaint, ASIC contacts the complainant and informs them of
this decision. ASIC has procedures in place in cases where a complainant is
dissatisfied with ASIGs response.

557 ASIC has a separate procedure for dealing with complaints it receives in
relaion to reports of market misconduct (e.g. complaints relating to insider
trading). This ensures that complaints of this nature are dealt with in an

appropriate and timely manner.

558 Approximately 6,150 complaints were registered against financial advisers
between 1 July 2006 and 30 June 2009 (which accounts for 17% of total
complaints (35,700) received by ASIC in the same periddple19 shows

the outcomes achieved in relation to the 6,150 complaints.

Table 19: Outcome of complaints against advisers (1July 2006 to 30 June 2009)

Outcome

Referral accepted by another ASIC team i.e.

for surveillance, investigation or other action

Information referred to assist existing
investigation/surveillance

Complaints consolidated for referrals as a
single issue

No Offences/No Breach identified
No Jurisdiction

Insufficient evidence or action otherwise
precluded

Resolved/Assistance provided

Unfinalised

1 July 2006
to 30 June
2007

153

218

132
23

321

501

1 July 2007
to 30 June
2008

164

590

183
37

441

380

1 July 2008
to 30 June
2009

207

35

1,221

225
75

465

354

421

No of
complaints

524

35

2,029

540
135

1,227

1,235

422
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Outcome 1 July 2006 1 July 2007 1 July 2008 No of
to 30 June to 30 June to 30 June complaints
2007 2008 2009

Total 1,348 1,796 3,003 6,147

Note: Information about complaints referred to assist existing investigations and surveillance has only been captured since
February 2009 (when the relevant databases was reconfigured to capture this information)

Breach reporting

559 Under s912D of the Corporations Act, all AFS licensees are required to
notify to ASIC in writing of any significant breach or likely significant
breach of certain obligations within 10 business days of becoming aware of
the breach.

560 ASIC follows a standard procedure for dealing with breach reports. This
includes:
(@ acknowledgingtie breach report;

(b) requesting further information from the licensee where insufficient
information has been provided;

(c) deciding whether any further action by ASIC is required (e.qg.
addressing compliance issues or conducting a formal surveillance);

(d) notifying the licensee of ASI& decision;
(e) addressing compliance issues (where appropriate); and
(f formal surveillance (where appropriate).
561 ASIC will consider all of the information in a breach report to decide
whether it is necessary or appropriate to take anydugbtion. ASIC does
not take further action on all matters that are reported. Whether or not ASIC

decides to take any further action will depend on a number of factors. In
general however, ASIC will consider:

(@) whether similar breaches have occurred;

(b) whether the breach has been rectified or there is a timeframe for
rectification of the breach and updated reporting to ASIC;

(c) whether the licensee has reviewed and amended its compliance
procedures following identification of the breach;

(d) whetherclients havesuffered loss;

(e) whether we should engage an external consultant to review the
license@ compliance systems; and

(H the seriousness of the misconduct.

Note: if there is serious misconduct, such as fraud or misappropriation of funds, this is
reported to the gize.
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562 If ASIC is not satisfied with the responses it receives from the licensee, then
it may require the licensee to take further remedial action, such as changing
their procedures, strengthening existing compliance measures, systems and
controls, or givilg corrective disclosures or compensations to clients. In
more serious cases however, ASIC may consider taking enforcement action.
Factors underlying our decision to take enforcement action based o
breach report include whether:

(@ the matter involves sieus corporate wrongdoing or serious risk or
detriment to consumers;

(b) an achievable or appropriate remedy exists; and

(c) the matter satisfies our regulatory and enforcement priorities, including
deterrence and public education.

Note: ASIC has published reguay guidance on the obligations under s912D. See:
Regulatory Guide 78reach reporting by AFS license@G 78).

563 3,010 breach reports were lodged by licensees, auditors and compliance
committees between 1 July 2006 and 30 June 2009. The outcomes of the
3,010 breach reports are shownTiable20.

Table 20: Breach reports from 1 July 2006 to 30 June 2009

Regulatory outcome 1 July 2006 to 1 July 2007 to 1July 2008to  Total % of
30 June 2007 30 June 2008 30 June 2009 total
Activity merged with another activity 54 67 95 216 7%
Change to entity® procedures 101 64 40 205 7%
Corrective communication sent / 29 5 3 37 1%

further disclosure made

Monitoring activity 105 112 95 312 10%
Rectified by licensee and noted 367 479 440 1,286 43%
Referred for surveillance, 112 34 32 178 6%
investigations or other regulatory

action

Resolved 17 10 24 51 2%
Assessed as low risk 351 181 165 697 23%
Unfinalised matters 28 28 1%
Total 1136 952 922 3010 100%

Note: Some licensees advise ASIC of both prospective breaches and of the actual breach when it occurs. This double up
of reporting increases the volume of breaches captured by ASIC.

© Australian Securities and Investments Commission August 2009 Page 151



PJC Inquiry into Financial Products and Services in Australia

How ASIC deals with complaints and breach reports

564 Prior to ASIGs stategic review, complaints information and breach reports
were handled by separate areas of ASIC: complaints were received and dealt
with by a Complaints team and breach reportsevaealt with by the
Compliance aectorate.

565 Following the strategic reviewASICé Misconduct and Breach Reporting
(M&BR) teamis responsible for the registration and assessment of all
reports of misconduct and complaints received from the general public and
breach notifications from licensees, responsible entities and auditisg
a dedicated national team ensures that ASIC is better placed to capture and
respond to the intelligence it receives via complaints and breach rapuets.
M&BR team collects information about trends or systemic issues it has
identified as being repted to ASIC and disseminates this information to the
Financial Economy stakeholder tearfike key performance indicators of
Senior Executive Leaders include how they handle these complaints. In
particular, their assessment of whether or not they coétsiimo ki ng guns o

Surveillance activity

What is surveillance

566 In general, the terrésurveillancéis used to refer to the process of gathering
and analysing particular information in relation to a particular entity or class
of entities or person or class afrgons.

Why we do surveillances

567 ASIC uses surveillance activity to assess and enforce compliance with
financial services laws, to produce constructive change in the regulated
population, enhance public confidence and ensure thetéongstability and
integrity of financial markets.

568 Surveillances allow ASIC to engage with and influence behaviour on an
industrywide, conducwide and entity focused basis.

569 Surveillances are particularly useful as they allow us to engage with our
regulated population (ofteon a facdo-face basis) and to actively monitor
activities, so that we have a presence in the market. The benefit of this
presence is that the regulated population feels watched and is therefore
encouraged to comply. This engagement also allows théatedu
population to understand ASi€regulatory focus, and to better understand
their own obligations.
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570

571

572

573

574

575

Types of surveillances

Surveillance activity is taken on eitheproactive basis (e.g. targeted
projects or campaigns) or on a reactive basis (elgwinlg internalor
external referrals).

A surveillance can take a number of forms, including:
(a) licensee surveillances;

(b) accounts surveillances;

(c) auditor surveillancesgnd

(d) stock exchange surveillances.

Surveillances can be undertaken on companies, pariperibensed or
unlicensed entities, individuals and disclosure documents.

Prior to the ghategic review, the Compliancé&ekctorate was responsible for
carrying out ASI@s compliance and surveillance activity for the financial
services industry. In theagt, ASIC adopted a ridkased methodology in
planning its surveillance activitie$n entity under review was rated

according to various indicators and on the basis of these indicators was rated
as being a low, medium, high or very high risk. In gen&&IC focused its
activities on those entities and activities which received a medium to very
high risk rating.

Following the strategic review, each of the Financial Economy stakeholder
teams is responsible for determining how and when it conductsiange
activities in relation to its area of responsibility. In geneha stakeholders
will continue to use a riskased approach to their surveillance activities.
However, each stakeholder team is tailoring the methodology to suit the
focus of its ativities.

The surveillance methodology used by the Financial Advisers team is the
most relevant to the Inquigy purposesin general, the Financial Advisers
has adopted a surveillance methodology which incorporates two types of
surveillance campaigns:

(@) a general surveillangavhich looks at the whole business of a licensee
and assessits performance against a set of benchmarks. This type of
surveillance is typically used in cases where multiple breaches of the
law are suspected or where systemic istiaee been identifiecand

(b) an advice specific surveillancehich looks at issues relating only to
the advice being provided by an AFS licensee and its representatives
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Examples of ASIC& surveillance activities

576 ASIC has a number of surveillance activitibat it is conducting or planing
to conduct in the futurésome of the more significant surveillance activities
are:

(@ the Financial Advisers team is currently conducting 12 general
surveillance activities and 20 advice specific surveillance activitiss. A
part of its@uality of advicéproject, the Financial Advisers team is
also undertaking an advice specific surveillance program of 30 AFS
licenseedo set benchmarks;

(b) ASIC is currently conducting a project looking at the sale of complex
products to rethinvestors, includingontracts fordifference (CFDs),
capital guaranteed and capital protected products and unlisted and
unrated debentures. It is anticipated that this project will include
surveillance activity on issuers and advisers. This prajgolves a
number of ASIGs stakeholder teams, including Corporations,
Investment Banks, Consumers d&etail investorsand Market
Participants and Stockbrokers. The aim of this project is to increase
retail investor protection in relation to complex puots;

(c) the Market Participants and Stockbrokers team is conducting a number
of surveillances on licensed entities that provide advice on exchange
traded products with access to trading throagtarket participant (e.g.
avhite label brokerd. ASIC is comerned that the compliance structure
of these entities is not the same as for licensed market participants and
exposes retail investors to risk. To date, this work has resulted in some
the licensed entities making significant changes to their compliamte a
risk management structures;

(d) the Markets Participants and Stockbrokers team is also undertaking a
survey of stockbroking clients to assess the quality and nature of the
financial services being provided to retail investors; and

(e) the Investment Managermsam is conducting surveillance activity of
specific managed investment schemes that have been affected or appear
to be affected by théownturn in market conditions.

Disclosure document reviews

Why we do reviews

577 ASIC reviews disclosure documents as partsofompliance and
surveillance activities. ASIC conducts its reviews to ensure that disclosure
documents:

(@ comply with the applicable content requirements;

(b) do not contain false, misleading or deceptive statements; and
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(c) are clear, concise and effective.

578 By carrying out disclosure document reviews, A&I@im is to improve the
standard and level of disclosure made to retail investors. We achieve this
objectiveby, for example

(@) stopping the issue of defective disclosure documergsigsuing an
interim or inal stop order). ASIC is able to protect retail investors by
removing defective material from the market;

(b) developing disclosure benchmarks and policy guidance for industry
sectors. Disclosure document reviews are an invaluable tool for ASIC
to determir trends of norrompliance in disclosure. This allows ASIC
to direct its guidance to the most critical disclosure issues. For
example, ASIGs review of disclosure by mortgage and property
schemes assisted ASIC with the development of its regulatory geidan
See, Regulatory Guide Mbortgage schemdsimproving disclosure
for retail investordRG 45) and Regulatory Guide #P8operty schemes
i improving disclosure for retail investo(RG 46); and

(c) taking enforcement action in appropriate cases.

579 An ASIC review may cover any of the disclosure documents or advertising
and promotional material issued or made available to prospective retail
investors under Ch 6D and Ch Table8in Section F shows the number of
prospetuses, PDSs, Supplementary PDSs and PRXSémotices lodged
with ASIC during the previouthreefinancial years. Notably, this table does
not include other FSR documents that ASIC may review including SOAs,
FSGs, periodic statements, significant evattces and financial reports.

Nor does it include the documents that ASIC would review in relation to its
other regulatory activities@ financial reports.

How we conduct reviews

580 ASIC& documenteviews typically fall into two categories:

(@) reactive rgiews. This type of review is used in response to a specific
incident such as a complaint; or

(b) targeted or campaign reviews. This type of review is used where ASIC
has identified areas of concerg.alisclosure for unlisted and unrated
debentures. Givetine number of disclosure documents on issue at any
given time, it is not possible for ASIC to review all of themtafgeted
review allows ASIC to pick a sample of disclosure documents based on
a set of criteria and review each document according tedfisp
methodology.

581 Prior to the strategic review, reviews of FSR disclosure documents were
generally carried out by the Compliardieectorate and Consumer
Protectiondirectorate Theyadopted a risk based methodology to assist with
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determining which diclosure documente review. A disclosure document

was rated according to various indicators and on the basis of these indicators
was rated as a low, medium, high or very high risk rating. In general, ASIC
focused its activities on those documents whédeived a medium to very

high risk rating.

582 Following the strategic review, each stakeholder team is responsible for
setting its own program for the review of disclosure documents. ASIC will
continue to use a ristating methodology. However, each sth&lder team
is tailoring the methodology to suit the focus of its activities.

Examples of ASI Cb6bs document reviews

583 Some of the more significadbcumenteviews include:

(a) atargeted review of the disclosure by unlisted property schemes. This
lead the impleentation of RG 45, (sédR 08-200ASIC releases final
guidance to improve disclosure by unlisted mortgage and property
schemes2 September 2008

(b) atargeted review of the disclosure by unlisted mortgage schemes. This
lead to the implementation of RG 46ee MR 0&00);

(c) atargeted review of the implementation of the regulatory measures
ASIC introduced for unlisted unrated debentures (see MB2USSIC
acts to provide retail investors with better disclosure for unlisted
unrated debenture23 April 2008and Report 12Debentures
improving disclosure for retail investqrépril 2008);

(d) atargeted review of superannuation PDSs in response to the
commencement of choice in superannuation (Re¥6-09 ASIC puts
spotlights on superannuation disclosu?® March 2006 and Report 84
Monitoring Superannuation fees and cqgdstober 2005 to June
2006), November 2006);

(e) atargeted review of the disclosure of transaction fees by banks,
building ocieties and credit unions (skHR 05-266 ASIC review
transaction fee diclosure 7 September 2005 and Report&&od
transaction fee disclosur&eptember 2005); and

() atargetedaview of the disclosure of sedbllar benefits (seMR 04-
181 Soft dollar benefits need clear disclosut® June 2004 and Report
30 Disclosure of eft dollar benefitsJune 2004).

584 ASIC has a number of disclosure document review projects currently
underway. Some of the more significant include:

(@ the Financial Advisers stakeholder team is planning to review the
quality of disclosure documents as pdrit® project on the quality of
advice (see Section D);
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(b)

()

(d)

(e)

(f)

(9)

the complex product project (which involves a number of stakeholder
teams)will review disclosure for complex products such as capital
protected securities, instalment receipts and debentures

the Corsumers and Retail Investors teaplanning to look at
disclosure for retirement income stream products

DTl is planning to review:

() disclosure for term deposits and the advertising practices for large
ADls;

(i) disclosure of mortgage fees;
(i) disclosure for acamt switching transactions;
the Superannuation Funds stakeholder team:

() currently has a project looking at superannuation risk disclosure.
The aim of this project is to look for ways to try and improve risk
disclosure in superannuation PDSs as well asrattsclosure
material. Part of this project included a targeted reviewef 60
PDSs in order for ASIC tgain an understanding of current
industry practice in risk disclosure; and

(i) is planning a project looking at member engagement with
superannuatiofrom a disclosure perspective. The project will
look at the disclosure and promotional material a member receives
upon joining a superannuation fund and the ongoing disclosure
received as a member of the fund;

the Corporations stakeholder team is planhaigeview compliance
with the benchmark disclosure framework for debentures in RG 69
Debenture$ improving disclosure for retail investo(RG 69) and

the Investment Banks stakeholder team is planning to review disclosure
for emerging products (e.g. OTLoducts) with a view to producing
regulatory guidance for industry

Deterrence activities (TOR 1, 3, 4, 5, 6, 8, and Additional TOR)

585 Prior to ASIGs strategic review, ASI& deterrence activities were carried
out by the Enforcememnldirectorate. As a reidt of the strategic review, ASIC
now has 8 deterrence teams, each with a specific area of focus. Three of
these teams are dedicated to dealing with financial services matters.

586 In general, each deterrence team is responsible for:

(@)

(b)

investigating suspectadisconduct that may warrant enforcement
action;

working with theCommonwealth Director of Public Prosecutions
(CDPP)to secure criminal enforcement outcomes;
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(c) taking civil action, restraining assets, winding up companies and acting
for the protection of azssumers and the investing public;

(d) referring briefs to delegates to decide whether officers should be banned
from managing corporations or whether financial service providers
should be prevented from providing such servieeg.banning a
person or cancétlg an AFS licence); and

(e) claiming compensation for investors.

587 Broadly, the remedies availalile ASIC can be categmedas follows:

(@ criminal action. A number ofriminal offence provisions are contained
in the legislation administered by ASI@h most caes, ASIC must
refer criminal actions to the CDPP

(b) civil action. ASIC has a range of civil remedies available to it. ASIC
can take civil action on its own or in addition to criminal action. The
types of civil remedies available to ASIC include:

() civil penaties. Civil penalties may be imposed for serious
contraventions of specific provisions (e.g. a breach of diré&ctor
duties)

(i) injunctive relief. ASIC may take injunctive proceedings to restrain
a person or entity engaging in specific conduct, or to compel
compliance with the law to preventrtber detriment from
occurring;

(i) corrective action. ASIC can seek an order for corrective action if
we consider that information that is misleading #mat it should
be corrected; and

(iv) compensatory action. ASIC can, ifdbnsiders it to be in the public
interest, commence an action to recover damages or property.

Civil proceedings are expensive and resource intensive and ASIC
carefully considers a decision whether or not to undertake civil
proceedings. In general, ASIGuld consult with the CDPP before
commencing a civil action in matters where there is a suggestion that
serious misconduct has occurred; and

() administrative action. ASIC has a range of administrative remedies
available to it, including the power to:

() disqudify or banaperson after a hearing;
(i) issue a stop order notice for defective disclosure documents;

(i) give a direction to a market to suspend dealing in a financial
product if it is necessary or in the public interesigl

(iv) enter into an enforceable undértay with a person. An
enforceable undertaking is a negotiated outcome with the relevant
person. The undertakings providedtbgrelevant person are
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enforceable by a court. ASIC does not use enforceable
undertakings in cases whererhésserious miscoduct. In these
cases, ASIC would pursue criminal action.

Note: ASIC has published guidance on how and when it will use enforceable
undertakings. See, Regulatory Guide Edfforceable undertakingRG 100). ASIC
has also published guidance on the adrrative actions it may take against financial
services providers: Regulatory Guidel98ensing: Administrative action against
financial services provide®RG 98).

588 In determining whether ASIC should take enforcement action, and if so,
what this action shdd be, ASIC considers a number of factors including:

(a) the nature of the activity in question (e.g. has there been a serious
breach of legislative provisions, or, is the matter something likely to
have widepread impact on the industry);

(b) the appropriatenesd the remedy in correlation to the conduct in
guestion. For example, ASIC is more likely to take criminal action
where there has besrrious misconduct; and

(c) the resources available.

Deterrence activities after the strategic review

589 ASIC is adopting a nte proactive approach to its enforcement and
deterrence activities. ASIC has commenced a number of significant
deterrence activities to recover compensation for loss for retail investors and
increase confidence and integrity in our financial markets iaaddial
services industry.

590 Examples of our proactive deterrence approach, include:

(a) the launch of Project Mint in March 2008. This project is tackling head
on the problem of market manipulation, in particular, the use-short
selling on the back of falsemours (e.gdumourtrag§. ASIC
established a dedicated webpage and email address to allow market
participants to report to ASIC the spreading of false or misleading
rumours, and other instances of market misconduct. ASIC has also
taken banning actioagainst a number of people who have contravened
the law. A number of benefits are flowing from this work including
improving the speed with which ASIC responds to ASX referrals and
increasing the number of matters ASIC is pursuing with the CDPP.
(For futher information se®IR 08-47 False or misleading rumouré
March 2008). ASIGs work on this project is continuing;

(b) our work with the liquidators of Opes to encourage mediation
discussions between Merrill Lynch (International) Australia Ltd, Merrill
Lynch International and ANZ Banking Group Ltd to resolve claims
between the parties. @GNAugust 2009, the Federal Court approved the
creditors schemes of arrangemeditich give effect to the settlement
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offer to Opes clients (see AD {I850pes Prime schess of
arrangement approved August 2009); and

(c) the civil penalty proceedings we commenced against James Hardie,
including a number of former and current directors and former
executives. The civil penalty proceedings relate to disclosures by James
Hardielndustries Limited in relation to the adequacy of its funding of
the Medical Research and Compensation Foundation. (For further
information, sedVIR 07-35 ASIC commences proceedings relating to
James Hardigl5 February 2007 ardR 08-201 James Hardie Group
civil action, 5 September 2008 aiMR 09-69 James Hardie
proceedings23 April 2009); and

(d) the 16 civil actions we commenced under s50 of the ASIC Act seeking
compensation for retail investors who suffered loss in relation to the
failure of Westpoint (SeBIR 07-291ASIC to pursue compensation for
Westpoint investor8 November 2007). ASIC was successful in
obtaining court orders for a global mediation of all Federal Court
actions we commenced arising from the failure of Westpoint.

Modifying and exempting from the law (TOR 1, 2, 4, 6, 7, and

Addition TOR)

591

592

593

Applications for relief

ASIC has express powers under the Corporations Act to exempt a person or
class of persons @financial product or class of financial products from
compliance with certain aspectstbe financial services law. ASIC also has
express power to modify how the law operates in relation to a person or class
of persons oafinancial product or class of financial products. ASIC can
exercise its powers on application by an individual pesswhon its own

motion.

Note: An application for relief must be submitted to ASIC in the appropriate fogm (e
with the information necessary to enable ASIC to make a decision) and also be
accompanied by the appropriate fee. The fee is set by the Cimpsrees)
Regulations 2001 and is currently set at $270.

An exemption or maodification applying to a class of pessanfinancial
productswill be issued by ASIC as a Class Order instrument. Class orders
are legislative instruments and, therefore, scibjo theLegislative

Instruments Act 2003Vhen issuing a class order, ASIC complies with the
Federal Governmet Regulatory Impact Assessment requirements it
publishes a Regulatory Impact Statement where appropriate.

ASIC& powers to exempt or rdify the law allow ASIC to change the law
as it applies to a person or financial product where it may result in atypical
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or unforeseen circumstances or unintended consequences. When deciding
whether to exercise our powers, ASIC will take into accountabieu of
factors including whether exercisiogr discretionary powers will:

(@ assist with maintaining and improving confidence in, and the integrity
of Australias capital markets;

(b) assist with facilitating capital flows between Australia and internal
markets and

(c) adversely affect the interests of consumers and investors.

594 ASIC has published a number of regulatory guides explaining when and how
ASIC will exercise its various exemption and modification powers. For
example:

(@ Regulatory Guide 5Applications for elief (RG 51) gives guidance to
applicants on how they can make a relief application to ASIC;

(b) Regulatory Guide 16Eicensing: Discretionary powelkG 167) gives
guidance on how ASIC will exercise is licensing exemption and
modification powersand

(¢) Regulabry Guide 16Disclosure: Discretionary powel&RG 169)
gives guidance on how ASIC will exercise its exemption and
modifications powers in relation to Pt 7.9.

595 Each quarter ASIC publishes a report outlining recent decisions on
applications for relief fromhte corporate finance, financial services and
managed investment provisions of the Corporations Act. The report usually
provides an overview of the applications where ASIC has exdrase
refused to exercise, its exemption and modification powers frem th
financial reporting, managed investment, takeovers, fundraising, and
financial services provisions of the Corporations Act.

Note: The most recent report was issued by ASIC on 3 August 2009. Further
information is set out ih\D 09-132 ASIC issues repodn relief applications decided
between December 20@8dMarch 2009

Applications for no-action letters

596 ASIC may issue a person with a-action letter. A neaction letter is a letter
in which ASIC states to a specific person that it does not inten#édo ta
regulatory action over particular conduct or state of affairs. There is no
specific legislativgpower to ssue a naction letter, rathea dho-actiord
position is the exercise by ASIC of its inherent power in the administration
of the Corporations Aatr ASIC Act to decide whether or not to take formal
enforcement action.

597 A no-action letter does not provide a guarantee that ASIC will not take
action at some stage in the future nor does it affect the rights of other people

© Australian Securities and Investments Commission August 2009 Page 161



PJC Inquiry into Financial Products and Services in Australia

598

599

to take individual action.g. to sue for damages. ASIC gives aaution
letter in order to provide some level of comfort or certainty as to whether
ASIC will take regulatory action where there has been some inadvertent
breach of the Corporations Act or ASIC Act.

Note: ASIC has puldihed guidance on how and when it will issue relief by wasy roé
action letter: seRegulatory Guide 10Blo Action letterdRG 108).

ASIC will only give a person a raction letter where we think that:

(a) it would serve a clear regulatory purpose to progich@action letter to
an applicant g. facilitating businessand

(b) it would not advance the policy of the legislation to take other
regulatory action in relation to the conduct in question.

Key data

Table21 showsthe total number ofelief applications ASIC receiveduring
the previous three financial years and the number of applications under Ch 7
of the Act.

Table 21: Total number of relief applications from 1 July 2006 to 30 June 2009

Financial year

2006-07

2007-08

2008-09

600

Total applications Total Ch 7 applications % of total
3049 599 19.65%
3217 544 16.9%
2978 511 17.15

Table22 showsa breakdowrof the applications ASIC received under Ch 7
of the Actduringthe previous 3 financial years.

Table 22: Applications for relief under Ch 7 of the Act from 1 July 2006 to 30 June 2009

Activity Approved Refused Withdrawn Total
Application for a no action letter 103 25 18 146
Application for an extension to provide a copy 0 11 0 11
of register to members (s173(3))

Application for determination under Pt 7.7.11 0 1 1 2

to 7.7.75 of the Corporations Regulations

Application for a declaration that a facility (i.e. 5 11 2 18

a product or service) is not a financial product

(s765A(2))
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Activity Approved Refused Withdrawn Total
Application for a declaration under Pt 7.6 of the 2 2 2 6
Act

Application for an exemption to hold an AFS 0 1 0 1

licence by a person regulated by a foreign
regulatory authority (911A(2)(h)(ii))

Application for an exemption from the 281 31 35 347
requirement to hold an AFS licence

(s911A(2)(1))

Application to exempt a person from Pt 7.6 of 7 7 37 51
the Act (s926A(2)(a))

Applications to exempt a product from Pt 7.6 of 19 2 2 23
the Act (s926A(2)(b))

Application for approval of alternative 0 0 1 1

compensation arrangements (s912B(2)(b))

Application to exempt a person or class of 29 13 21 63
persons from Pt 7.7 of the Act (s951B(1)(a))

Application to exempt a person or class of 36 10 4 50
persons from Pt 7.7 of the Act (s951B(1)(b))

Application for an exemption from Pt 7.8 and 65 9 7 81
reg 7.8.01(2)(a) (s992(1)(a))

Application for an exemption from Pt 7.8 78 18 6 102
(992A(1)(b)

Application for an exemption from Pt 7.9 of the 572 60 117 749
Act (1020F(1)(a))

Application for an exemption (s1075A(1)) 1 2 0 3
Totals 1198 203 253 1654

Encouraging compliance (TOR 1, 3, 4, 6, 8, and Additional TOR)

601 ASIC is responsible for ensuring that people comply with the financial
services law. ASIC carries oathumber of regulatory activities to designed
to assist and encourage participants in the financial services industry to
comply with the law and their obligations. Some of the more significant
activities that ASIC undertakes to encourage compliance gthaiv are:

(@ compliance activities that have an educative effect; and
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(b) providing guidance to the industry about how ASIC will adntérishe
law and providing clarnjt to industry participants about their obligations
by issuingregulatoryguidance.

Publishing regulatory documents

602 ASIC encourages compliance with the law by helping the financial services
industry understand it compliance obligations by publishing regulatory
documents. ASIC issuésur types of regulatory documents:

(@ Consultation Paperthese dcuments are used to gain stakeholder
feedback on matte&SIC is currently considering;

(b) Regulatory Guidegive guidance to industry by:

() explaining when and how ASIC will exercise its specific power
under the financial services law;

(i) explaining how ASIC iterprets the law;
(i) describing the principles underling ASKCapproach; and

(iv) giving practical guidance to industry participamtg.how a
person can make an application for an AFS licence or giving
practical examples about how an AFS licensee may meet thei
licensing obligations

(¢) Reportsthese documents describe ASIC compliance or relief activity
or the results of a particular researchjpcdthat ASIC has undertaken
and

(d) Information sheetghese documents provide concise guidance on a
specific processer compliance issue or an overview of detailed
guidance.

603 When issuing a regulatory document, ASIC ensures that it complies with
Regulatory Impact Assessment Requirements.

604 For the Inquirgs purpose, Regulatory Guides are the most significant
regulatory docments ASIC has published a large number of Regulatory
Guides that provide specific guidance to the financial services industry.
Some of the more significant Regulatory Guides relevant tarthadial
services industry are:

(@) Regulatory Guide 6®ebenture$ improving disclosure for retail
investorsRG 69);

(b) Regulatory Guide 15Bebenture advertisinfRG 56)
(¢) Regulatory Guide 16bicensing: Financial requiremen{RG 166);

(d) Regulatory Guide 16Bisclosure: Product disclosure statemefaad
other disclosurebligations)(RG 168)
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(e) Regulatory Guide 17Bicensing: Financial product advisefsconduct
and disclosurdRG 175); and

(f Regulatory Guide 18lLicensing: managing conflicts of interdRG
181).

Educating and informing investors (TOR 7)

605 ASIC is responsibléor promoting the confident and informed patrticipation
of consumers and investors in the financial system. In carrying out this
responsibility ASIC& aim is to foster a financially literate community where
Australian consumers can make informed decssadyout financial products
and services, understand their rights and responsibilities, and be in a position
to identify and avoid bad investment choices like frauds and scams.

606 To achieve its aipASIC uses a combination of education campaigns,
informationalerts and publicationsindcompliance and enforcement
activities designed to promote the integrity of the market place.

607 Following the strategic review, ASIC set up the Consumer and Retail
Investors stakeholder team specifically to focus on issuedtiafje
consumers and retail investors. However, it is also expected that the other
stakeholder team will also undertake activitiesthave aconsumer and
retail investoreducation component to them.

FIDO

608 ASIC publishes a broad range of informationtio&FIDO websiteaimed at
educating and informing investors about investing in financial products and
using financial services. For example, ASIC publishes information about:

(@) the latest financial scams;

(b) tips on budgeting, savings, money management;

(c) the rights and responsibilities of consumers and retail investors;
(d) financial products and services; and

(e) the risks associated with investing.

609 Table23 shows some of the consumer information booklets that are
currently avdable on the FIDO website.

Table 23: Consumer publications on FIDO

Document Explanation
Complex investment Provides investors with a checklist to help them better understand risk versus
products checklist reward.
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Document

Consumers and money

Dealing with debt

Debt collection guidelines:
for collectors and creditors
Getting Advice

Investing in...? Investor
guides

Term deposits
Thinking of using the equity
in your home?

Your money

Super decisions

Thinking about self-
managed super?

Explanation

Provide information on consumer protection laws, e-commerce, insurance, fees
and charges, credit cards, superannuation and scams.

Provides a guide to dealing with debt, including the rights and responsibilities of
consumers, disputing a debt and dealing with debt collectors.

Provides information to help collectors and creditors better understand how the
Commonwealth consumer protection laws apply to them. This document was
produced with the ACCC.

Provides information on getting personal financial product advice.

Independent investor guides about unlisted investments such as mortgage
funds, property trusts and debentures.

Provides information on term deposits to enable consumers to make the most of
their product.

Provides information on reverse mortgages and other equity release programs.
Provides money tips and covers budgeting, superannuation, credit,
superannuation, insurance, investing and retirement planning.

Provides essential facts about superannuation including choosing a fund,
choosing an investment strategy, changing funds, complaints, and moving

towards retirement.

Sets out 6 steps to help a person decide if a self managed superannuation fund
is appropriate for them.

610 The FIDO website also provides a number of interactive tools to help
consumers makieformed investment decisions, including calculators and
budgeting tools. These are showTable24.

Table 24: Interactive consumer tools available on FIDO as at 30 June 2009

Tool

Superannuation calculator

Managed funds calculator

Explanation

Allows investors to see the long term effects of the following factors on their
superannuation:

fees and charges
- making extra contributions
- receiving government co-contributions
- reducing contributions as a result of time out of the workforce
- switching your investment strategy or changing funds.

Allows investors to see the long term effect on their investment return of fees
and charges, contributions, changing funds and choosing an investment option.
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Tool

Reverse mortgages
calculator

Savings investment
calculator

Risk and return calculator

Credit card calculator

First home saver account
calculator

Multi loan calculator

Retirement planner

Account-based pension
calculator

Term allocated pension
calculator

Budget planner

Explanation

Allows investors to see the effect of their decisions:
- how much to borrow

- whether they should take an initial lump sum or arrange regular income
payments or a combination of both

- how long to borrow for
- interest rates and various fees.

Allows investors to compare the returns offered by savings products e.g. cash,
fixed interest, property and shares. It allows investors to see what their money
would be worth if:

they re-invest all the interest you earn over a certain period

how much a person would have to invest at a certain interest rate to reach a
specific target amount

- how long it would take to reach a target amount
- what interest rate a person would need to reach a target amount
- the effect of investing a single amount or regular amounts.

Allows investors to compare the return offered by a proposed investment with
the relevant sector of the overall market.

Allows consumers to see how long it will take to pay off their credit card debt
depending on the amount of their repayment e.g. whether they pay the minimum
amount due or not.

Allows consumers to see the effect on an account balance depending on:
- how long a person saves for

- how much the person contributes to the account

- the type of account chosen and its rates of return

- fees and charges.

Helps consumers to choose between the various ways they can pay off their
debts. It shows a consumer the savings and costs to them of:

- paying off loans faster without refinancing
- refinancing

making extra one-off payments or regular payments.

Allows consumers to see:
- how much money they can save in their superannuation until they retire
- how much they can draw out of their superannuation

- how much of the government age pension they will be eligible to receive.

Shows the effect of fees and switching on an account based pension.

Shows the effect of fees and switching on an allocated pension.

Helps consumers manage their expenses so that they can be sure to spend less
than they earn.
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Tool

Statement of financial
position

611

612

613

614

Explanation

Allows investors to check their overall financial position and financial capacity.

In addition to accessing the information and tools available on FIDO,
consumers are alsdla to subscribe to a regular FIDO newsletter. This
newsletter provides consumers with up to date infoonatin a variety of
topicse.g. the latest scams or new information available on FIDO.

Understanding Money

The Understanding Money website was initially set up by the Financial
Literacy Foundation. In July 2008, responsibility for the website was
transfered to ASIC.

ASIC publishes a broad range of information on Understanding Money
designed to assist Australians in better managing their money.

Table25 shows some of the publications that are currently availabthe
Understanding Money website.

Table 25: Consumer publications on Understanding Money

Document
Understanding Money

handbook

A few simple things

Budgeting

Explanation

It has information and tips on budgeting, saving, investing, being in charge of
your debt, superannuation, protecting your money, and how to get good
advice.

General overview of 3 steps towards better money management. These are
- setting financial goals

- working out a budget

- get into the savings habit.

Provides information on:

- how to get started

- how to use the budget planner on Understanding Money
- putting a budget together

- how to stick to a budget

- how to managed unexpected expenses

- what if the budget is blown.
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Document Explanation
Saving Provides tips on successful saving, including:
- why save

- what is compound interest

- how to get started

- where to save

- other investment products

- what to look for in a savings account.

Investing Provides information on investment basics, including:
- have a plan e.qg. set financial goals
- explanation of the different between capital growth or income
- how long to invest for
- investment risk
- diversification (e.g. dond put all your eggs in one basket )
- managed funds
- fees, taxes and charges.

Controlling your debts Provides information on how to control debt, including:
- debt problems
- how to take control of debt
- how to deal with multiple debts
- what happens if you cand repay a debt
- bankruptcy and other legal requirements.

Superannuation Provides an overview of superannuation, including:
- what is superannuation
- types of superannuation
- employer contributions
- personal contributions
- when can you get your superannuation?
- can you get your superannuation and continue to work?
- what will you get when you retire?
- keep track of your superannuation

- super choices.

Understanding credit Provides helpful tips on managing credit and avoiding common pitfalls,
including:
- borrowing money
- interest, fees and charges
- what type of credit is best for you?
- before you use credit
- what will your lender do when you apply for credit?

- if things go wrong.
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Document

Insurance

Protecting your money

Explanation

Provides basic information on insurance, including:
- how insurance works

- what type of insurance is available

- how to shop around for a good deal

- having enough cover

- understanding insurance policies.

Provides basic tips on protecting money, including:
- getting enough insurance

- making a will

- choosing the right investments

- watching out for scams.

Getting information and Provides simple tips on getting financial advice, including:

advice

615

- what help is available

- professional financial advice

- how to tell if youde getting good advice
- how much will you pay for advice

- what will you need to tell your adviser.

The Understanding Money website also provides a number of interactive

tools to help consumersanage their money. These are showhahle26.

Table 26: Interactive tools available on Understanding Money

Tool

Budget planner

Regular savings
calculator

Savings period
calculator

Savings results
calculator

Savings matrix
Borrowing
calculator

Loan term
calculator

Explanation
A tool to help consumers budget their money by focusing on the real income and real
expenses. It helps consumers see where their money goes and where changes could

be made.

Helps consumers work out how much they need to save to reach certain targets (e.g. to
buy a home).

Helps consumers see how long it will take to reach their target based on their current
income.

helps consumers see how much money they could save over a certain period of time
depending on the amounts they contribute (e.g. how much will be saved in 5 years).

Helps consumers see at a glance how effective different savings plans will be under a
range of interest rates and periods of time.

Helps consumers work out the amount of repayments they can afford to make on a
loan.

Helps consumers work how long it will take them to pay off a loan.
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Tool

Personal loan
matrix

Mortgage
repayment

calculator

Mortgage matrix

616

Explanation

Shows consumers what their repayments would be if they borrowed a particular amount
at different interest rates and over different periods of time.

Helps consumers to work out what their repayments would be for a mortgage.

Shows consumers what their repayments would be if they borrowed a particular amount
at different interest rates and over different periods of time.

Consumers and retail investors

The Consumer and Retail Investors stakeholder teavorking on a range

of projects designed to educate, inform and help consumers and retail
investos make better investment decisions. Table 27 highlights some of the
key projects that ASI@ Consumer and Retail Investdeam is or has been
involved with.

Table 27: Current CARI projects as at 30 June 2009

Project

Explanation

Investing between the flags  This project is aimed at pre-retirees and retirees. However, its outcomes will

Financial literacy

also apply more broadly to other consumers and to retail investors. The aim of

this project is to increase consumer understanding of the investment basics e.g.
understanding the importance of diversification, asset allocation, the risk versus
return question and information risk intolerance.

ASIC recently completed 10 pilot seminars around Australia that were delivered
by Centrelink& Financial Information Service.

ASIC is in the process of developing a core education booklet, which will be
published on FIDO.

ASIC is developing an Investing between the flags e-portal. This site will include
much of the information already published but will also include new information.

A financial literacy program is being developed to integrate ASIC& financial
literacy work with the work being done by the Financial Literacy Foundation with
the aim of developing a national financial literacy strategy. This currently
involves the development of 3 targeted education strategies:

- the school education strategy;
- the further education strategy; and

- the workplace strategy.

Online teaching resource ASIC recently launched an interactive online teaching resource for secondary

school students. It focuses on issues such as how to buy insurance for a first
car or receiving superannuation from their first employment position.

The tool is available to every secondary school in Australia.
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Project Explanation
Educating retirees about ASIC released a new guide to equity release products. The guide informs
equity release products consumers about:

- the risks and costs associated with equity release products;
- the alternative ways that consumers can access funding; and

- the things that a person should consider before deciding whether or not to take
out a reverse mortgage.

Self managed ASIC has been working with the ATO to give specific messages to anyone
superannuation funds considering becoming a SMSF trustee so that they better understand the costs,
skills and time involved in running a successful SMSF.

Role of industry ASIC has also been working with industry, the community sector, educators and
governments to set up partnerships to ensure consistent educational messages
are being delivered to consumers.

Future activities

617 In response to the impacts of the global financial crisis and &ShCreased
responsibility for regulating credithe Consumer and Retail Investors
stakeholder teans planning to expand the work it isidg in relation to
credit. At this stage, the work will focus on Australians of all ages and will
consist of targeted campaigns which look at:

(a) the affordability of credit and how to choose the best credit product;
(b) how to manage credit; and

(¢) what a personheuld do if they get into trouble with credit.
These campaigns will also feed into A&Ginancial literacy work.

618 The Consumer and Retail Investors stakeholder teafso planning to
focus on helping those consumers most affected by the dinaatial
crisis This will involve launching a series of modules for surviving the
economic crisis and will provide particular assistance to those consumers
thathave lostheir jobs or have had their savings significantly reduced

619 Over the longer ternthe Consurar and Retail Investors stakeholder team
aims to:

(@ firmly embed financial literacy in the school curriculum and ensure its
place in the national curriculum;

(b) encourage and promote the acceptance of financial literacy strategies in
apprenticeships, othedecational institutions.g. universities and
workplaces; and

(c) provideconsumers with better access to personalised independent and
reliable guidance on financial issues by rationalising and combining the
bestpartsof the FIDO website and the Understandiigney to create
a better consumer information website.
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Appendix 4: Responses to issues raised in the PJC
submissions

620 ASIC provides the following responses to some of the key issues raised by
submissions to the Inquiry published on the Inquiry web&ite this
appendix, we have responded to the issues raised in the submissions that are
directly relevant to ASI CO0s role as r ¢

621 We recognise that other submissions raise issues about the general
regulatory regime and we have demith these more gemal issues in the
main body of this submission.

622 Many submissions raise issues which re
including Storm and Opes. As i s ASI C¢
prejudicing ongoing investigations, we have not commentedgbyblbout
the subject of these investigations. However, we have addressed the
concerns raised in submissions about /
under investigation to the extent we are able to do so without prejudiaing
investigations.

ASI| Co0 slvemaentwith Storm

623 As a priority, ASIC is focused on its investigations into Storm and is doing
everything it can to seek redress for investors. We are aiming to report back
on the status of the investigations by 31 August 20009.

624 Separate to the invegtitions, ASIC has reviewed its involvement with
Storm and we outline below responses to specific issues raised in the
submissions. We provide the following in addition to the confidential
Appendices 5 and 6, which set out ASIC actions prior to formal
invedigations in relation to the collapses of Storm and Opes. The
appendices dealing with Storm and Opes are provided to the Committee on a
confidential basis because disclosure of the informatidhese appendices
may prejudice our ongoing investigations.

Table 28: Responses to issues raised in submissions about ASIC& involvement with Storm
Issue ASI C6s Response
ASIC failed to act on complaints ASIC assesses every formal complaint it receives. ASIC

received four formal complaints about Storm in 2006-2007.
These complaints related to Storm& SOAs and seminars, high

182 http://www.aph.gov.au/senate/committee/corporations_ctte/fps/submissions/sublist.htm.
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Issue

A number of submissions raise the concern that
ASIC received complaints about Storm but did
not warn investors and that ASIC failed to
investigate complaints.

Storm was approved by ASIC

Various submissions suggest that because ASIC
licensed Storm, it approved Storm and enabled
Storm to run its business. Some submissions
suggest that clients were told that Storm was
being investigated by ASIC and that they found
this reassuring, because they believed that if
ASIC did not approve of Storm& business
model, it would take action against Storm.

Other clients were told that ASIC had said Storm
was innovative in its field and that other financial
planners could learn something from Storm.

Some submissions suggest that prospective
clients phoned ASIC and were told, for example,
that Storm& practices, investment strategies and
SOAs were fine and that ASIC did not have any
adverse information on Storm.

ASIC gagged Storm at the crucial time
Many former clients believe ASIC gagged Storm.

A number of submissions claim that the gagging
order was confirmed by ASIC.

ASI C6s Response

fees and disclosure in its prospectus. ASIC reviewed a Storm
SOA, Storm-badged PDSs and the Storm prospectus during
this period, but did not find a breach of the law against which it
should take action.

ASIC has published warnings about the risks of borrowing to
invest in the share market on its website since 1999.

ASIC does not approve business models. ASIC did not
endorse Storm& business model.

As outlined in Section C of the submission, AFS licensing is a
minimum threshold. An AFS licence does not indicate that
ASICapproves the | icenseeds busir

ASIC granted Storm an AFS licence, as it is required to under
law, because Storm met the relevant statutory criteria. ASIC
cannot refuse a licence because it does not approve of the
applicantés business model

Neitherthe compl ai nts received ab
subsequent surveillance of Storm disclosed misconduct that,
under existing law, would have enabled ASIC to cancel

Stormbs | icence.

We do not have any record of ASIC officers telling prospective
Storm clients that the investment was fine. ASIC does not
regulate the merits of investments so does not provide this sort
of advice to investors and so instructs its staff.

ASIC did not give instructions to gag Storm.

ASIC sought to negotiate an enforceable undertaking (EU) with
Storm around 18 December 2008, well after Storm had begun
to experience problems. At that point, the damage had
occurred in that total investor equity was far less than total
margin loans.

The purpose of the EU was to
Storm may have been providing conflicted and incorrect
advice, to Storm clients who were in negative equity, that they
did not need to meet their margin calls and should not deal
with the banks.

ASIC was concerned that this advice was coloured by the
collapse of the Storm model and that clients were better off
seeking independent advice about their affairs. The EU was a
way to have Storm clients transferred to other advisers without
going through a lengthy court process.

The EU would need to be executed by Storm to have any
effect.

However, we did not ultimately execute an EU. Around

19 December 2008, Storm said it would cease contact with all
its clients over the Christmas period. This action was not
requested by ASIC and was a decision made by Storm.

Storm subsequently went into administration on 9 January
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Issue

6Switch to casho |

ASI C6s response to

etterl

a

October 2008 to clients seeking authorisation to
convert some or all of their investments to cash
ett ¢

(6switch to cashbd

ASIC failed to monitor Storm

A number of submissions raise the issue that
ASI C appeared to be

business practices
Storm was inadequate.

ASIC failed to respond appropriately to

Stormés coll apse

One submission suggests that ASIC was
preoccupied with the $2 million payment to Mr

and Mrs Cassimatis.

ASIC failed to monitor the banks

Several submissions suggest that margin

lending by banks should be monitored by the

and

€

unce

regulator and that ASIC failed to recognise and

addressCBAd6s conduct
practices and handling of margin calls.

n

r

€

ASI C6s Response

2009. Former Storm clients who contacted ASIC after this time
may have been referred to the FPA for assistance in seeking
independent advice about their affairs.

ASIC was alerted to potential issues with Storm in late October
2008, when it received a copy of a letter Storm sent to clients
seeking authorisation to switch their investments to cash.

ASIC met with Storm to investigate these compliance issues.
Whatever may or may not have been done during this time
would not have altered the co
The O6switch to cashodo letter w
equity had been seriously eroded. In the months of October,
November and December 2008, the market fell significantly
resulting in a significant shortfall between equity and margin
loans for Storm clients.

ASIC conducted surveillances of Storm, which provided ASIC
with some information about t
However, at the time of the surveillance activities, ASIC did not
identify any breaches of the law against which it should have
taken action.

ASIC commenced formal investigations of Storm on

12 December 2008. ASIC is aiming to report back on the
status of the investigations by 31 August 2009. The liquidator
is scheduled to commence public examinations from
September.

ASIC considered it was necessary to take quick action to
retrieve the $2 million payment to the Mr and Mrs Cassimatis
and to deal with the insolvent status of Storm.

The Court granted ASICo6s appl

ASIC considered these actions were necessary to protect the
rights of creditors, including Storm investors.

Currently, the provision of credit for investment purposes is
subject to limited regulation. While ASIC can take action for
misleading and deceptive conduct under the ASIC Act, the
provision of credit for investment purposes (including margin
lending) is not regulated under the Corporations Act.

ASIC submitted to the Productivity Commission in 2007 that
margin lending should be regulated under the Corporations
Act.

Under the Corporations Legislation Amendment (Financial
Services Modernisation) Bill 2009 margin loans will be
regulated as financial products under the Corporations Act.
When passed this Bill will give ASIC power to regulate margin
lending.

The Bill will introduce a responsible lending obligation and a
specific obligation for margin lenders to notify clients, or their
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Issue

ASICshouldinvest i gate the ba

Several submissions claim that ASIC should
investigate:

e whether the banks?d
misleading and deceptive conduct; and

e the failings in the
particularly during the margin call period
when websites were displaying incorrect
data.

Stormdbs Pl i nsurance

Many submissions suggest that clients were
advised that Storm had adequate insurance to
cover losses in the event of bad advice. Clients
now believe this insurance was insufficient or
inadequate.

Submissions also make reference to insurance
cover of $20 million being inadequate.

ASI C favours the O6big

Several submissions suggest that ASIC did not
prioritise action against CBA and that ASIC
should be monitoring lending practices. It has
also been suggested that ASIC colluded with

ASI C6s Response

agents, when clients are in margin call. Lenders will also be
required to give borrowers a reasonable period of time to meet
the margin call.

Credit for residential property investment will be regulated
under the proposed reforms in the National Consumer Credit
Protection Bill 2009.

Other forms of investment credit will be regulated in Phase Il of
the Government& credit reforms.

ASIC is investigating parties (including the banks) involved in
Storm during the period when client accounts were in margin
call.

As stated above ASIC is aiming to report back on the status of
its investigations by around 31 August 2009.

ASI C is continuing to investi
insurance policy for investors.

Storm did have PI insurance in place, however, as Pl
insurance is a contractual arrangement between the insurer
and Storm, the insurer can argue that the claim under the PI
insurance policy is not valid if the insured did not make the
necessary notifications.

As ASIC has said for some time, the effectiveness of Pl
insurance as a compensation method is limited. It is not
designed to protect consumers directly and is not a guarantee
that compensation will be paid. It is designed to protect the
insured against the risk of financial losses, within the
limitations of what risks the insurer will agree to take on.

I n ASI CO6s guidance about adeq
Guide 126), ASIC states that, as a minimum, licensees should
have cover equal to their revenue, where it is greater than $2
million (up to $20 million). Depending on their business, some
licensees will need more than $20 million for their cover to be
adequate.

For further information on Pl insurance, see Section |.

ASIC applies the law without fear or favour.

ASIC regularly takes action against larger players in the
industry, including the banks. Examples of this include the
EUs negotiated with AMP and ANZ and the concerns ASIC
raised recently with Westpac about its Westpac Choice
account.
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Issue ASI C6s Response

CBA. ) . . . L
ASIC will monitor lending practices once the credit jurisdiction
is transferred to ASIC under the National Consumer Credit
Protection Bill 2009 and the Corporations Legislation
Amendment (Financial Services Modernisation) Bill 2009.

ASI Cbs involvement with Opes

Table 29: Responses to issues raised about ASIC& involvement with Opes
Issue ASI Cé6s Response

ASIC failed to take action On 28 March 2008, ASIC commenced an investigation into the
conduct of some directors and officers of Opes and third
parties and whether these individuals may have breached

A former client states he/she is dismayed by various laws. Subsequently ASIC commenced investigations

the regulatory response. into other possible breaches of the law arising from the
collapse of Opes. As part of these investigations ASIC has
reviewed hundreds of thousands of documents and examined
about30per sons. Some aspects of
substantially completed.

On 6 March 2009, ASIC obtained an EU from ANZ in relation

to ANZ Custodian Services, the entity that held securities lent
by Opes. The purpose of this EU is to remedy deficiencies in
the operational procedures ac
business, including its securities lending operations.

In early August 2008, ASIC, together with the then
administrators of Opes (who were subsequently appointed as
liquidators), initiated a mediation process involving ANZ, Merrill
Lynch and the receiver of Opes, in relation to separate causes
of action available to ASIC and the liquidators against ANZ
andMer ri || Lynch. ASI C6bs maj o
mediation was to recover compensation for investors without
the need for costly litigation and multiple actions.

Following the mediation process, the parties agreed to a
settlement on 6 March 2009. The settlement agreement
proposed that a scheme of arr
creditors and the Court. On 23 June 2009, scheme meetings
were ordered by the Court.

The schemes were approved by the requisite majority of
creditors on 24 July 2009 and by the Federal Court on 4
August 20009.

Approval of the scheme should increase the return to creditors
of Opes, including investors.

ASIC does not enforce adequate disclosure  The FSR regime regulates disclosure in relation to financial

in relation to credit products. Margin lending and securities lending under an
AMSLA are not defined as financial products and accordingly
the disclosure requirements (such as the PDS requirements)
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Issue

A former client reports that a PDS was not
provided on margin lending or AMSLAS
(securities lending contracts) by Opes and they
cannot understand why this would not have
been an ASIC requirement.

ASIC is influenced by ANZ

ASI C6s Response
do not apply these types of arrangement.

Under the Corporations Legislation Amendment (Financial
Services Modernisation) Bill 2009, margin loans (including
securities lending) will be regulated as financial products under
the Corporations Act. ASIC welcomes this Bill. When the Bill
commences, a PDS will be required for margin loans (including
security lending).

ASIC applies the law without fear or favour.

As stated above, on 6 March 2009 ASIC obtained an EU from
ANZ in relation to ANZ Custodian Services. The purpose of

this EU is to remedy deficiencies in the operational procedures
across ANZ Custodian Services
securities lending operations. ASIC believes that the EU is the
most effective way to improve compliance within ANZ
Custodian Services, given the
concerns and ANZd&és willingnes
concerns and to cooperate with ASIC in its investigation.

ANZ is a party to the mediation, settlement and proposed
schemes of arrangements referred to above.

ASIC®& involvement with Westpoint

Table 30: Responses to issues raised about ASIC& involvement with Westpoint

Issue

ASI Cbs response to Wes

Several submissions raised issues in relation
to Westpoint. In particular, one submission
states that a client invested in promissory
notes secured by Kebbel Bank and claims that
Kebbel Bank was allowed by ASIC to trade
fraudulently as a bank for many years.

ASI C6s Response

This issue has previously been addressed in statements to the
PJC and Estimates

ASIC is pursuing all available avenues to recover compensation
for the benefit of investors and has developed a website to
keep investors informed of its progress:
https://westpoint.asic.gov.au/.

ASIC was successful in obtaining court orders for a global
mediation of all Federal Court actions commenced by ASIC for
compensation arising from the failure of the Westpoint group.
This mediation is on foot at present. ASIC considers that this is
in the public interest and is the most efficient way to seek to
settle the matters so as to expedite returns to investors and
minimise legal costs.

The activities of the Kebbel group, which is based in Perth and
connected to a director of several companies in the Westpoint
group, were investigated by ASIC as part of our broader
investigations into Westpoint.

Following ASIC& investigations, Neil Austin Burnard was
prosecuted and found guilty under the Crimes Act of NSW of
obtaining a financial advantage for various Westpoint
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