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16 December 2022

The Hon Stephen Jones MP
Assistant Treasurer and Minister for Financial Services

Dear Minister
| am pleased to provide you with my report.

With the help of the Review Secretariat, many of the participants in the financial services industry, the
regulators, consumer associations and many others, | have considered the matters set out in the
Terms of Reference. The purpose of the Quality of Advice Review is to improve the accessibility and
affordability of quality financial advice. | have made recommendations for changes to the regulatory
framework that apply to the provision of financial advice which | believe will achieve that purpose. If
the recommendations are accepted, they will make it possible for people who are unable to access
financial advice now to get financial advice which takes into account their personal circumstances.
The recommendations will also help those who are able to access financial advice now to do soin a
way that better suits their needs.

Yours sincerely

Michelle Levy
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Executive Summary

Purpose of the Review

The purpose of the Quality of Advice Review (Review) is ‘to ensure Australians have access to high
quality, accessible and affordable financial advice’. The Terms of Reference require the Review to
consider how the regulatory framework could better enable the provision of high quality, accessible
and affordable financial advice for retail clients (consumers).

The regulatory framework

The regulatory framework for financial advice is complex, difficult to understand and difficult to
comply with. These are serious defects. They are an undoubted impediment to consumers being able
to access affordable financial advice. They are also an impediment to consumers accessing high quality
advice. The regulatory framework has not even proved effective in preventing consumer harm. The
regulation applying to the provision of financial advice has accumulated with rapid succession over a
short period of time in response to crises and scandals involving financial institutions and financial
advisers with each one leading to more patching of the law. The result is not coherent and it is plainly
not working.

High quality advice

High quality advice is not always, and perhaps not often, comprehensive advice — it is advice that
responds to the needs of consumers. Many consumers need incidental, simple and limited advice,
sometimes frequently. It is in the interests of consumers to be able to get financial advice as and when
they need it. This will often be when they are dealing with their bank, superannuation fund or insurer,
and these will often be the first places they turn to when they need financial advice.

Diversity of advice needs but an inflexible regulatory model

The regulatory framework does not accommodate this well. It makes it hard for institutions to give
their customers simple personal advice and it makes it hard and expensive for financial advisers to give
their clients the advice they want at a price they are willing to pay. This is because the obligations
attaching to the provision of advice proceed on the basis that all advice is comprehensive advice and
because of that the law requires any advice provided by an individual to be provided by financial
advisers. There are about 16,000 financial advisers in Australia and they are professionals with the
skills and expertise to provide complex advice.

There are about 25 million Australians and there are too few financial advisers to provide financial
advice to all who need it. To a large extent this role will have to fall on financial institutions — banks,
superannuation funds, insurers and wealth managers. Financial institutions benefit from the financial
products their customers hold and, because of that (rather than in spite of that) they should provide
them with the advice they need about those products. The law should encourage them to do soin a
way that is not only safe but which serves the interests of consumers.
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Digital advice tools

Calculators, online risk profilers and apps that provide tips and nudges are all examples of digital
advice. They are easy to access and often free. There are also providers who are able to make more
comprehensive digital advice services available to consumers for a modest fee. These have the
capacity to provide valuable financial advice to people who would otherwise never get that advice.

Digital advice tools also have the capacity to make it possible for financial institutions to employ staff
who are not financial advisers to provide advice to their customers and to help financial advisers do
their jobs more efficiently.

The regulatory framework can and should help

The regulatory framework should support all of these things. The recommendations in this Report will.
If they are accepted, they can improve the accessibility and affordability of quality financial advice.
They will encourage and make it easier for financial institutions to give advice to their customers and
they will make it easier for financial advisers to tailor their advice to the needs of their clients.

Self interest and conflicts

Financial institutions will have an interest in the financial advice they provide to their customers.
Where a financial adviser accepts a commission from an insurer they will too. This does not mean
financial institutions should not be able to give advice — that is unrealistic and is not in the interests of
consumers. It also does not mean that all commissions should be prohibited. The Terms of Reference
ask whether the exceptions to the ban on conflicted remuneration should be retained. Despite their
shortcomings, there is a very real risk that banning insurance commissions would mean that fewer
consumers would receive advice about insurance and that fewer people would have the insurance
cover they need. A number of other exceptions are anomalous and should be removed.

The challenge for the regulatory framework is to permit the self-interested to give advice in a way
which is not only safe but which also serves the interests of their customers and clients. The
recommendations do this by focusing on the content and merits of the advice rather than the conduct
of the provider. They also do so against a strong backdrop of consumer protection laws.

Strong consumer protection regulation

Financial institutions must act efficiently, honestly and fairly in giving advice to their customers and
they must design and distribute financial products only if they are likely to be suitable for their
customers. They cannot pay or be paid conflicted remuneration for investment products and
superannuation funds must act in the best financial interests of their members. The law also prohibits
the unsolicited ‘hawking’ of financial products. There are breach reporting obligations and significant
penalties for breaches of the law. The regulators are more willing to take action in response to
misconduct.

These are the fundamentally important foundations against which the recommendations in this
Report are made.
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We have lots of evidence about what consumers want

Consumers want direct answers to their questions. Where it is relevant they want advice that takes
into account their personal circumstances and when they are speaking to their financial institution
they expect that the advice they are given does so. A general advice warning does not change that
expectation.

The recommendations in this Report will treat more financial product advice as ‘personal advice’
under the law. The advice must be good advice. Where the advice is given by an employee of a
financial institution who is not a financial adviser, the institution rather than the employee will be
responsible for ensuring the advice is ‘good advice’.

The definition of ‘good advice’ takes its lead from the Sale of Goods legislation and the Australian
Consumer Law. Good advice is advice that is fit for the purpose for which it is given and is in all the
circumstances good. The word ‘good’ is itself important because it is the adjective which best
describes what consumers want and need — ‘good’ advice.

Professional advice and financial advisers

From time to time consumers might need comprehensive advice — a financial plan — or specialist
advice. Some consumers will want to pay a fee for ongoing financial advice. This is the work of
professionals with specialist skills. The recommendations preserve an exclusive role for those
individuals who are financial advisers, financial planners and stockbrokers, who can be paid a fee for
their advice (or who, in respect of insurance, may receive a commission). When they are engaged by a
client they undertake to provide advice that is in the interests of their client. Under these
recommendations, financial advisers will have a personal duty to give good advice and they will have a
statutory duty to act in the best interests of their clients when they give advice.

Disclosure

Much of the existing framework focuses on disclosure and arming consumers with the information
they need to make decisions in their own interests. This too does not work. Instead the law requires
providers of financial advice to prepare documents their customers and clients pay for but rarely want
or read. The recommendations will remove most of this and turn the current law on its head —
providers of advice will have to ask themselves, and their customers and clients, how they would like
advice to be provided to them.

Superannuation

Superannuation plays an important role in most people’s lives. It is a financial product that might be
held for many decades and the relationship between a member and their superannuation fund might
be one of the longest relationships of their lives. Superannuation is complex and people will have
better retirement incomes if they make good decisions in their own interests throughout their working
lives and then into retirement. Superannuation fund trustees have obligations to act in their members’
best financial interests and a specific duty to assist members with their retirement needs. In the main
people trust their superannuation funds. The recommendations in this Report will help and encourage
superannuation funds to give personal advice to their members. It also recommends some small
changes to the regulatory framework to provide a firmer basis upon which the trustees of
superannuation funds can exercise their powers in ways they decide are best able to serve the
interests of their members.
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The Royal Commission and Commissioner Hayne’s
‘six principles’

The genesis of the Review was the Royal Commission into Misconduct in the Banking, Superannuation
and Financial Services Industry. In the Final Report Commissioner Kenneth Hayne said there were

6 principles that underpinned the law. The recommendations in this Report have those principles at
their heart. The first principle was to obey the law. Words cannot have that effect, but simpler and
more plainly drafted law can help. The recommendations will, if accepted, simplify the regulatory
framework that applies to financial advice.

The other principles were: do not mislead or deceive; act fairly; provide services that are fit for
purpose; deliver services with reasonable care and skill; and when acting for another, act in the best
interests of that other. These are all part of the law that applies now to the provision of financial
services, including financial advice and they are the underpinning of the recommendations in this
Report. At their core, the recommendations require financial institutions and financial advisers to ask
themselves whether their financial advice is complete, accurate and fair, fit for purpose, provided with
reasonable care and skill and, if they are acting for their client, in the best interests of their client. In
short, the recommendations reflect Commissioner Hayne’s 6 principles and, if interpreted in light of
them, they will require providers of financial advice to take responsibility for providing their customers
and clients with the advice they want and need.
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Recommendations

Recommendation 1 — Personal advice

The definition of personal advice in the Corporations Act should be broadened so that all
financial product advice will be personal advice if it is given to a client in a personal interaction or
personalised communication by a provider of advice who has (or whose related body corporate
has) information about the client’s financial situation or one or more of their objectives or needs.

Personal advice means financial product advice prepared or adjusted for or directed to a
particular client in circumstances where:

a) the client tells the provider of the advice their financial situation or one or more of their
objectives or needs; or

b) the licensee responsible for the advice, or a related entity of the licensee, if the licensee is
a body corporate, holds information about the client’s financial situation or one or more of
their objectives or needs.

Recommendation 2 — General advice

General advice should continue to be a financial service, but the requirement for a general advice
warning to accompany general advice should be removed.

Recommendation 3 — Relevant providers

Amend the Corporations Act to provide that personal advice must be provided by a relevant
provider where:

a) the provider is an individual; and
b) either:
i) the client pays a fee for the advice; or

ii) the issuer of the product pays a commission for the sale of the product to which the
personal advice relates.

In all other cases, personal advice can be provided by a person who is not a relevant provider.
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Recommendation 4 — Good Advice Duty
A person who provides personal advice to a retail client must provide the client with good advice.
Good advice means personal advice that is, at the time it is provided:
a) fit for purpose having regard to:
i) if the advice is:

1) given in response to a request, question or inquiry from the client, the purpose of
the client that the provider is aware of or should reasonably be aware of; or

2) volunteered by the provider, the reason the provider reasonably considers the
advice might be of use or benefit to the client;

ii) the scope, content and nature of the advice; and
i) the likely relevant circumstances of the client; and
b) in all the circumstances, good.

If the advice is provided by a financial adviser (relevant provider), this duty applies to the financial
adviser. In all other cases, this duty applies to the AFS licensee.

Recommendation 5 — Statutory Best Interests Duty

The existing best interests duty and related obligations (the duty to give appropriate advice
assuming the best interests duty is satisfied, the duty to warn the client if the advice is based on
inadequate or insufficient information and the duty of priority if there is a conflict) should be
replaced with a new statutory best interests duty.

The new best interests duty would be a true fiduciary duty that reflects the general law and will
not include a safe harbour.

This duty will apply only to financial advisers (relevant providers).

Recommendation 6 — Superannuation advice

Superannuation fund trustees should be able to provide personal advice to their members about
their interests in the fund, including when they are transitioning to retirement. In doing so,
trustees will be required to take into account the member’s personal circumstances, including
their family situation and social security entitlements if that is relevant to the advice.

Superannuation fund trustees should have the power to decide how to charge members for
personal advice they provide to members and the restrictions on collective charging of fees
should be removed.
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Recommendation 7 — Deduction of adviser fees from superannuation

Superannuation trustees should be able to pay a fee from a member’s superannuation account
to an adviser for personal advice provided to the member about the member’s interest in the
fund on the direction of the member.

Recommendation 8 — Ongoing fee arrangements and consent requirements

The current provisions which require a provider of advice to give a fee disclosure statement to
the client, to obtain the client's agreement to renew an ongoing fee arrangement and the client's
consent to deduct advice fees should be replaced. Providers should still be required to obtain
their client's consent on an annual basis to renew an ongoing fee arrangement, but they should
be able to do so using a single '‘consent form'. The consent form should explain the services that
will be provided and the fee the adviser proposes to charge over the following 12 months. The
consent form should also authorise the deduction of advice fees from the client's financial
product and should be able to be relied on by the product issuer. The form should be prescribed.

Recommendation 9 — Statement of advice

The requirement to provide a statement of advice (or record of advice) should be replaced with
the requirement for providers of personal advice to retail clients to maintain complete records of
the advice provided and to provide written advice on request by the client. Clients should be
asked whether they would like written advice before or at the time the advice is provided and a
request for written advice is required to be made before, or at the time the advice is provided.

This requirement will not apply to a person who is currently exempt from the requirement to
provide statements of advice (e.g. a person who provides personal advice about general
insurance products).

ASIC should provide guidance on how advice providers may comply with their record-keeping
obligations.

Recommendation 10 — Financial Services Guide

Providers of personal advice should either continue to give their clients a financial services guide
or make information publicly available on their website about the remuneration and any other
benefits the provider receives (if any) in connection with the financial services they provide and
their internal and external dispute resolution procedures (and how to access them).
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Recommendation 11 — Consent requirements for wholesale clients

The Corporations Act should be amended to require a client who meets the assets and income
threshold and who has an accountant’s certificate to provide a written consent to being treated
as a wholesale client.

The written consent should contain an acknowledgment that is given before they are provided

with a financial product or service that:

* the advice provider is not required to be a relevant provider and accordingly they will not
have to comply with the professional standards;

* the advice provider will not have a duty to give good advice or to act in the best interests of
the client under the Corporations Act;

* the advice provider is not required to give the client a product disclosure statement or
financial services guide; and

* the client will not be entitled to complain about the advice under the AFS licensee’s internal
dispute resolution procedures or to AFCA.

The existing consent requirements for sophisticated investors should be amended to require a
written acknowledgement in the same terms.

Recommendation 12.1 — Design and Distribution Obligations (Distribution
Requirements)

Amend the DDO distribution obligations in the Corporations Act to limit the exception to the
requirement to take reasonable steps to ensure the distribution of a financial product is
consistent with its target market to personal advice provided by relevant providers.

Where personal advice is provided by someone who is not a relevant provider, the AFS licensee
should, like any other distributor, be required to comply with the distribution obligations and
take reasonable steps to ensure the financial product is only recommended in accordance with
the target market determination.
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Recommendation 12.2 — Design and Distribution Obligations (Reporting
Requirements)

Amend the DDO reporting requirements in the Corporations Act to remove the requirement for
relevant providers to:
* report significant dealings outside the target market to the product issuer;

* comply with the additional reporting obligations specified by the product issuer in the target
market determination; and

* report to the product issuer where there have been no complaints during the specified
reporting period.

These exceptions will not apply to someone who is not a relevant provider.

All providers of personal advice (including relevant providers) will need to report the number of
complaints received during a reporting period (if there have been any), as well as a description of
the nature of these complaints to the product issuer.

Recommendation 13.1 — Benefits given by a client

Amend the conflicted remuneration provisions in the Corporations Act to explicitly provide that
both monetary and non-monetary benefits given by a client to an AFS licensee or a
representative of a licensee are not conflicted remuneration.

This means that the prohibition on AFS licensees, or their representatives accepting monetary
and non-monetary benefits would only apply to benefits given by a product issuer, not to
benefits given by a client.

Recommendation 13.2 — Client directed payments from superannuation funds

Remove the exception in section 963B(1)(d)(ii) and 963C(1)(e)(ii) of the Corporations Act and
replace it with a specific exception that permits a superannuation fund trustee to pay an AFS
licensee or its representative a fee for personal advice where the client directs the trustee to pay
the advice fee from their superannuation account.
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Recommendation 13.3 — Removing exceptions for benefits given by clients for
issue, sales or dealings in financial products

If the recommendation that permits benefits (monetary and non-monetary) given by clients to an

AFS licensee or a representative is accepted, the following exceptions to the conflicted

remuneration provisions are no longer required and should be removed:

* section 963B(1)(d)(i) of the Corporations Act — monetary benefits given by the client for the
issue or sale of a financial product;

e section 963C(1)(e)(i) of the Corporations Act — non-monetary benefits given by the client for
the issue or sale of a financial product; and

* regulation 7.7A.12E of the Corporations Regulations — monetary benefits given to the
provider by a retail client in relation to the provider dealing in a financial product on behalf of
the client.

Recommendation 13.4 — Removing the exception for the issue of financial
products where advice has not been provided in the previous 12 months

Remove the exception in paragraph 963B(1)(c) of the Corporations Act, which provides for
monetary benefits given for the issue or sale of a financial product where the AFS licensee or
representative has not given financial product advice about the product (or class of product) for
at least 12 months prior to the date the benefit is given.

Recommendation 13.5 — Exception for agents or employees of Australian
authorised deposit-taking institutions

Remove the exceptions in section 963D of the Corporations Act and regulation 7.7A.12H of the
Corporations Regulations for benefits given to an agent or employee of an Australian authorised
deposit-taking institution for financial product advice about basic banking products, general
insurance products or consumer credit insurance.

Recommendation 13.6 — Time-sharing schemes

The Government should undertake a separate review of time-sharing schemes and their
distribution to determine whether the regulatory framework for time-sharing schemes under
Chapter 7 of the Corporations Act is appropriate. As part of this review, consideration should be
given to whether the exception to the ban on conflicted remuneration for time-sharing schemes
should be removed.
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Recommendation 13.7 — Life insurance

Retain the exception to the ban on conflicted remuneration for benefits given in connection with
the issue or sale of a life risk insurance product. Commission and clawback rates should be
maintained at the current levels (60 per cent upfront commissions and 20 per cent trailing
commissions, with a 2-year clawback).

A person who provides personal advice to retail clients in relation to life risk insurance products,
who receives a commission in connection with the issue or sale of the life risk insurance product,
must obtain the client’s informed consent before accepting a commission. This consent should
be recorded in writing and should be obtained prior to the issue or sale of the life risk insurance
product.

In order for the client to make an informed decision, the advice provider must disclose:

* the commission the person will receive (upfront commission and trail commission) as a per
cent of the premium; and

» the nature of any services the adviser will provide to the client (if any) in relation to the life
risk insurance product (such as claims assistance).

Consent will be one-off and apply for the duration of the policy.

This requirement will only apply to life risk insurance products purchased after the
commencement of this recommendation.

Recommendation 13.8 — General insurance

Retain the exception to the ban on conflicted remuneration for benefits given in connection with
the issue or sale of a general insurance product.

A person who provides personal advice to retail clients in relation to a general insurance product
who receive a commission in connection with the issue or sale of the general insurance product,
must obtain the client’s informed consent before accepting a commission.

This consent should be recorded in writing and should be obtained prior to the issue or sale of
the general insurance product. Consent is not required for any renewals of the same type of
cover provided the client’s original consent applied to the commission payable on any renewed
cover.

The advice provider must disclose details of the commission the provider will receive for the
issue or sale of the general insurance product (including for subsequent renewals) and any
services the provider will provide to the client (if any). The disclosure of the commission amount
can be set out in the form of a per cent range of the premium.
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Recommendation 13.9 — Consumer credit insurance

Retain the exception to the ban on conflicted remuneration for benefits given in relation to
consumer credit insurance. The current cap on commissions in relation to consumer credit
insurance (of 20 per cent) should continue to apply.

A person who provides personal advice to retail clients in relation to consumer credit insurance
who receives a commission in relation to consumer credit insurance must obtain the client’s
informed consent before accepting a commission.
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Chapter 1 — What | Have Been Asked to Do and
My Conclusions

1.1 Purpose and objectives

1.1.1 The Terms of Reference

The Terms of Reference ask me to consider how the regulatory framework for financial advice could
be changed to make quality advice more accessible and more affordable. They proceed on the basis
that the law is an impediment to accessible and affordable advice. Having come to the end of the
Review, | can confidently say: ‘| agree’.

1.1.2 A focus on providers and not consumers

The current regulation of financial product advice focuses on providers and not consumers. There are
documents with prescribed content that few people want, warnings that few people understand, and
a best interests duty that does not require the provider to give good advice. Those who defend the
current regime say it is necessary to protect consumers from poor and harmful advice. But the
evidence is that it does not do a very good job of that. In my view, the current regulatory framework
is, as the Terms of Reference assume, an impediment to consumers getting useful guidance and good
financial advice.

1.1.3 Reframing the regulatory regime to better suit consumers

The recommendations in this Report will make financial product advice more accessible and more
affordable. They will create opportunities for a diverse range of advice providers and services and will
lead to financial product advice that better suits the needs of consumers. They focus attention on
what consumers want and not the processes that must be followed or the documents that must be
given by the providers of advice. Personal advice will have to be good advice and that means providers
will have to ask themselves what their customers and clients want and they will have to consider the
purpose of their advice and the relevant needs and circumstances of their customers and clients. They
will not be able to answer a specific question with a general response, a general advice warning and a
recommendation to seek financial advice. | believe this will help improve the quality of advice that is
available to consumers.

These are my objectives. They are not to help financial advisers, digital advice providers, banks,
superannuation funds, platform providers, investment managers or insurers sell their products. To the
extent the recommendations do so, that is because advisers, human and digital, and financial
institutions have an important part to play in providing financial advice to consumers.

1.1.4 Making it easier to provide good advice

The recommendations will make it easier for financial advisers to give advice that is truly in their
clients’ best interests. The recommendations might also make it easier for product issuers to
distribute their own products. | think the people from whom we borrow, with whom we invest and
who insure us should also provide us with good financial advice. | understand the challenges with that.
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As Chief Justice Allsop said in ASIC v Westpac Services Administration Limited & Anor (ASIC v WSAL),!
there is no bright line between sales and advice and so my challenge is to encourage the
self-interested to provide safe, appropriate and sound or, to use the adjective that was most often
used in discussions during the Review, ‘good’ advice to their customers. | have recommended that the
law do so in the most direct means possible — by saying that a financial institution, an Australian
financial services (AFS) licensee or a financial adviser who gives personal advice to a retail client must
give the client ‘good advice’.

1.1.5 Providing good advice

Good advice does not mean ‘okay advice’ or ‘good enough’ advice — it means what it says. It is unlikely
to be good advice to recommend a poorly performing superannuation product. It will not be good
advice to recommend that a person who is unable to pay their mortgage open a term deposit and it
will not be good advice to recommend a life insurance product that does not provide the protection
the customer needs.

The recommendations are made against a strong back drop of consumer protection regulation, a
greater understanding of the responsibility of financial institutions to consumers, greater
accountability for executives where the law is not complied with, regulators that are more willing to
take enforcement action and potentially significant penalties.? It is important to keep this in mind
when reading the recommendations.

1.2 The process

1.2.1 What have | been doing?

| was appointed to lead this review in March 2022. Since then, and with the help and support of the
Secretariat, | have released an Issues Paper, a Proposals Paper and a short paper on conflicted
remuneration. | have read hundreds of submissions and spoken to as many people. | have visited
regulators, financial institutions and industry associations in Singapore, the United Kingdom and the
United States of America. | have read research reports, academic articles, cases and determinations of
the Australian Financial Complaints Authority (AFCA). | have listened to the concerns and criticisms
about the proposals | have published and discussed. In light of those, | have adjusted some of the
proposals. In other cases, | worried the criticisms were based on self-interest rather than a genuine

1 Australian Securities and Investments Commission v Westpac Securities Administration Limited [2019]
FCAFC 187, Allsop J, page 8.

2 The Corporations Act was amended in April 2019 to introduce new and significant penalties for breach of
the general obligations of an AFS licensee, including the efficiently, honestly and fairly (EHF) obligation. A
contravention of the EHF obligation (and of the other general obligations) is a contravention of a civil
penalty. The maximum pecuniary penalties for breaches of the EHF obligation (and other general
obligations of licensees in subsection 912A(1)) are substantial: For individuals, the greater of: 5,000 penalty
units (currently $1.11 million) (if determinable by the court) 3 times the benefit derived and detriment
avoided because of the contravention. For body corporates, the greater of: 50,000 penalty units (currently
$11.1 million) (if determinable by the court) 3 times the benefit derived and detriment avoided because of
the contravention 10 per cent of the annual turnover of the body corporate for the 12-month period
ending at the end of the month in which the body corporate contravened, or began to contravene, the civil
penalty provision, capped at 2.5 million penalty units (currently $555 million).
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concern for consumers. In other cases they overestimated the efficacy of the existing law and
underestimated the value of advice. Where | have not changed my mind, | have sought to explain why.

1.2.2 Who have we heard from?

Most of the submissions and most of the people | have spoken to are participants in the financial
services industry — they are financial advisers and representatives of financial institutions and their
associations and regulators. | am conscious that we did not hear from consumers directly, although we
did hear from consumer advocates. This is to some extent because of time, but also because it was
difficult to know what could be usefully learnt from focus groups or surveys of consumers. There has
been work done by the Australian Securities and Investments Commission (ASIC) and researchers on
what consumers want by way of financial advice and we have considered that work. And, of course,

| am also a consumer and the mother, child, sister, spouse and friend of consumers. And so, when |
consider these reforms, | have each of us directly in mind.

1.2.3 Conflicts of interest

There are many conflicts in the financial services industry and one of the chief concerns of the
regulatory framework is managing those conflicts. One of the chief criticisms of my proposals is that
they will allow conflicts to not only continue but to flourish. Another is that they will allow
non-qualified people to provide advice. In short, they raise the spectre of the conflicted and inept
selling (“flogging’ is a commonly used word) of products to unsuspecting consumers. | think the
criticisms are unwarranted noting that regulation cannot of itself protect consumers. The law has to
be enforced.

Not all conflicts are financial and so | think it is important that | am open about my own. You may
recall the case study in the Royal Commission into Misconduct in the Banking, Superannuation and
Financial Services Industry (Royal Commission) of a gentleman living with Down Syndrome who was
sold a life insurance policy on a telephone call. He could not afford the premiums, he lived on a
disability pension and he had no dependants. In short, he did not need and would not benefit from the
life insurance he was sold. | have a daughter who, like this gentleman, lives with an intellectual
disability and his story added to the long list of fears | have for her.

She has a bank account —indeed 3 — ‘living’, ‘fun’ and ‘holidays’ (it’s a pretty good life) — but she does
not know the difference between $10, $100 and $1,000, she does not understand how to use a credit
card and she does not know what superannuation is. She should be able to rely on her bank and her
superannuation fund to assist her by providing her with guidance and advice that takes into account
her needs. She should be able to rely on an insurer not to sell her insurance that she does not need.

The conduct in that case study was unethical. Anti-hawking laws and design and distribution
obligations (DDO) make it unlawful (if it was not at the time). My recommendations will go further —
they will require financial institutions to think about their customers’ circumstances and needs before
recommending a product or providing advice. They do not expose the gentleman in the case study or
my daughter to more risk — to the contrary, they will help them to get more help on financial matters.
And so when | am told that these are retrograde recommendations for consumers, that they reduce
consumer protections and walk away from Commissioner Hayne’s ‘six norms of conduct’, | strongly
and loudly disagree.
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1.3 Banking Royal Commission

1.3.1 Hayne’s six principles

In his Final Report, the Honourable Kenneth Hayne identified what he called ‘six norms of conduct’
which he said are ‘well-established, widely accepted, and easily understood’. They are:

e obey the law;

¢ do not mislead or deceive;

e act fairly;

* provide services that are fit for purpose;

* deliver services with reasonable care and skill; and

» when acting for another, act in the best interests of that other.?

1.3.2 Obeying the law

Commissioner Hayne’s first principle is something of a curiosity and, one hopes, goes without saying.
But, while no one told me they would not comply with the law, many told me that they worried others
would not. The recommendations proceed on the basis that regulated entities and professional
financial advisers will comply with the law in the ordinary case and that, in the ordinary way, on
occasion they will not. And because of that the law must and does include obligations to identify,
report and remedy misconduct, breaches and errors and to compensate customers who suffer loss or
damage. The law must also include penalties and regulators must be willing to take enforcement
action when necessary. Many people have told me the regulators, ASIC particularly, are too willing to
do so, even when the misconduct is minor. Leaving aside some strongly worded correspondence,

| have not seen any real evidence of this. In AFCA, we also have a complaints body which is easy to
access. None of this will change with my recommendations. And they provide an important backdrop
to them.

1.3.3 The existing law

As to the remaining 5 principles, Commissioner Hayne noted that they all form part of the existing law,
albeit they are scattered and not necessarily expressed so plainly.

Arguably, these should be enough and everything else is not only surplusage, but an impediment to
complying with the principles. Commissioner Hayne criticised financial institutions for legalistic
applications of the law — for asking ‘can we’ rather than ‘should we’. But, with the best will in the
world, it can be hard to stand back from the voluminous and complicated financial services regulation
and ask whether particular conduct or a particular interpretation of a provision is consistent with the
6 principles. And when one does not have the best will and, when it suits, it can also be easy to rely on
a narrow technical interpretation of the law and loopholes.

3 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry Final
Report Volume 1, page 8.
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A truly bold approach to the regulation of financial advice (and financial services more broadly) would
be to start again and replace the whole framework with Commissioner Hayne’s principles, expressed
clearly and said once. This would combine an ethical code with simple rules of conduct. | have not
been nearly so bold. Happily, that was not Commissioner Hayne’s recommendation either. His
Recommendation 7.4 was that:

As far as possible, legislation governing financial services entities should identify
expressly what fundamental norms of behaviour are being pursued when particular
and detailed rules are made about a particular subject matter.*

At their core, my recommendations require regulated entities and individuals to ask themselves
whether their financial advice is complete, accurate and fair, fit for purpose, provided with reasonable
care and skill and, if they are acting for their client, in the best interests of their client. In short, they
reflect the 6 principles and, if interpreted in light of them, will require providers of financial advice to
take responsibility for providing their customers and clients with the advice they want and need.

1.4 The problem

1.4.1 Advice is difficult to get and expensive

It can be difficult and expensive for consumers to obtain personal financial advice. This is because it is
difficult and expensive to provide that advice. Financial institutions are unable or unwilling to provide
personal advice, with some reasonably limited exceptions. Instead they provide general advice that is
not based on the customer’s needs or circumstances and which is accompanied by a warning to that
effect and a recommendation that the customer obtain personal advice, even when it is fanciful to
think they could or might. Indeed, there are only around 16,000 financial advisers in Australia. Their
clients are typically people with whom they have an ongoing relationship and it is not feasible or
sensible to think that they have the capacity to assist most people with their incidental questions or
even a financial plan.

1.4.2 It matters

An initial question is whether this is a problem that should be fixed. The world is complicated and
most of us need help with financial matters from time to time. Most of us would benefit from good
financial advice. Often we need help on small matters — whether we should open a bank account,
make a contribution to superannuation or pay more off a mortgage —and sometimes we have big
questions — should we have life insurance and if so how much, what retirement product should we
buy and so on.

4 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 496.
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1.5 What is the answer?

1.5.1 First, what is not the answer?

Because it is easier, | will start with what in my view is not the answer.

A few people have said that advice should be freely available — particularly retirement advice. They
have suggested that this advice could be provided by a government agency and they have pointed to
the Money and Pensions Service (MaPS) in the United Kingdom as a model. | do think there should be
more financial advice available from Government agencies. An obvious agency would be Centrelink,
but | do not think that is the answer. Advice at retirement is very important, but it is potentially too
late. | note that MaPS provides its clients with information and general advice and does not
recommend products. It therefore leaves people better informed but still, often, needing to go back to
financial advisers and their pension providers.

Financial information, guidance and advice should be available throughout our lives and it should
respond to our needs and even anticipate them. In my view, this means there should be a variety of
providers. Not all advice can be provided by financial advisers, and nor should it be. The

16,000 financial advisers are required to hold relevant degrees and to comply with professional
standards. They are entitled to charge a fair fee for their advice. This fee will always be out of reach for
some people and, even when it is not, not everyone will want to pay a financial adviser. Financial
advisers themselves want to provide comprehensive advice to clients with whom they have an
ongoing relationship, as they have studied and trained to do, rather than to provide incidental or
piecemeal advice on financial products.

The only person who is likely to provide financial product advice without charging a fee for that advice
is a person who benefits in some other way from providing the advice. The obvious candidates are the
financial product issuers who charge fees for their financial products — banks, insurers,
superannuation funds and investment managers. They will provide financial advice about their own
products because they want to attract customers and retain existing customers. This raises vertical
integration.

1.5.2 Vertical integration is part of the answer

| would like to say something about vertical integration — the combination in a single entity or group of
entities of the manufacturer of the financial product and the distributor of the product.

At the heart of the definition and regulation of financial product advice is the term financial product.
This is a somewhat curious term because one does not naturally refer to an interest in a
superannuation fund, a bank account, an interest in a managed investment scheme, a share or an
insurance policy as a ‘product’. None of them can be bought off the shelf or, to use a well-used
analogy, from the car yard. All of them are brought into existence when the ‘issuer’ enters into a legal
relationship with the customer. This too makes the regulation of financial product advice more
complicated than the regulation of other products. It also means the discussion about vertical
integration is somewhat more complicated too.

Product issuers will want to and do promote their own financial products and it is important when
reading the recommendations to keep in mind that the law does not prevent them from doing so now.
Product issuers recommend their products to customers every day. In many cases they are doing so
using general advice. When a person provides general advice, they do not have a duty to consider any
of the customer’s needs or circumstances and they do not have to act in their best interests. And,
when they provide personal advice, the best interests duty does not guarantee good advice. These
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proposals will improve the position of consumers by requiring providers of personal advice to provide
good advice.

1.5.3 A simpler approach to regulation

The Terms of Reference ask me to consider whether financial services regulation should be more
principles based. | am not confident | could distinguish a principles-based law from another kind
(rules-based?). But | do say the law should make sense and it should focus on the outcomes which are
intended to be achieved. On both measures the regulation of financial advice falls a long way short.

This is what Justice Buchanan said in 2015 in Casaclang v Wealthsure Pty Ltd:

The standards of conduct which are set out in the Corporations Act in general and in
Chapter 7 in particular should operate as a reliable guide to conduct, readily
ascertainable and capable of equally ready understanding. They should be accessible
and comprehensible by those whose conduct is governed and by those whose
interests might be affected — i.e. consumers and clients, small as well as big. The
provisions with which | am dealing in this judgment fall short of that objective by a
large margin, even for trained lawyers. That is unfortunate. The result is that the
provisions of Chapter 7 do not, in my view, act as an effective guide to conduct at all.
They represent a complicated catalogue from which to select instruments of
retribution well after loss or damage has been suffered. The applicants in the present
case have persevered, but justice for them and others (and for licensees) should not
depend upon such complexities as Chapter 7 presents, and should not be endangered
by the real possibility of misunderstanding or misapplication of its provisions.”

Unfortunate indeed. The recommendations | have made will simplify the law and they will direct its
attention to what consumers want — not how the providers of advice get there.

1.5.4 Proposals Paper

| released a Proposals Paper on 29 August 2022 and a short paper on conflicted remuneration on
31 October 2022. While there has been some attention given in the media to the differences of
opinion between some stakeholders about the merits of the proposals, there has in fact been broad
support for the proposals as a whole. And they should be taken as a whole because they work
together.

| have adjusted some of the proposals. However, | have not changed my views that more financial
product advice should be personal advice and that not everyone who gives personal advice must be a
‘relevant provider’. | have also not changed my view that providers of personal advice should be
required to give ‘good advice’.

5  Casaclang v Wealthsure Pty Ltd [2015] FCA 761, Buchanan J, paragraph 236.
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1.6 What does the future look like?

1.6.1 Quality and quantity

The recommendations in this Report will treat more opinions and recommendations about financial
products as personal advice. This will have the effect of improving the quality of advice that is
available. Then, they will make it easier for product issuers and advisers to provide personal advice to
their customers and clients. That means that more people will be able to ask their bank, insurer,
superannuation fund or investment manager for advice that takes into account their relevant personal
circumstances. This will improve the accessibility of advice.

For people who want professional advice, it will continue to be available from professional financial
advisers with a duty to act in their best interests. The recommendations will make it less costly for
financial advisers to provide advice and it is therefore possible that more people will be able to afford
the services of a financial adviser.

1.6.2 Variety and diversity

Financial advisers are professionals and they have skills and expertise for which they are entitled to
charge a fair fee. For that reason they cannot provide the answer to the advice needs of all
Australians. We need a regime that permits variety and diversity. Contrary to what some people have
told me, not all financial advice is difficult and digital advice tools will help even when it is.

The Review has provided an opportunity to rethink how we can access financial advice. In my view
there is a real opportunity to do things differently and to remove some of the regulation that applies
now to the provision of financial product advice. It is not utopian. It is based on other important
changes to the regulation of the provision of financial services in Australia. The ban on conflicted
remuneration is important as too is the obligation of an AFS licensee to provide their financial services
efficiently, honestly and fairly. Properly applied and enforced this obligation will prevent financial
institutions exploiting changes to the regulation of financial advice in ways that would be to the
detriment of their customers.

1.6.3 A focus on what consumers want and need

If implemented, the recommendations will focus the attention of the law on what consumers want
and need. It will give providers of advice greater flexibility and more room for creativity. More kinds of
advice will be able to flourish and disclosure and reporting will turn on what consumers want and
need.

In the rest of this Report | set out the detailed recommendations.
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Chapter 2 — Current Regulatory Regime

Chapter Summary

* The provision of financial product advice is governed first and foremost by Chapter 7 of the
Corporations Act. The regime has been subject to frequent reform, particularly over the last
decade.

* Many of the obligations imposed on providers of financial product advice by Chapter 7 of the
Corporations Act are unclear, overlapping and difficult to comply with.

e There has also been a rapid increase in the consumer protection provisions in the financial
services regulatory regime more broadly. These are relevant to the recommendations about
the regulation of financial advice.

* There are many people interested in the provision of financial advice by financial advisers
including ASIC, AFS licensees, AFCA and product issuers. They all influence the way financial
advisers understand the law and they all affect the way financial advisers provide financial
product advice to their clients.

* Australia is not alone in the challenges we face in making good financial advice readily
available to consumers. There is no foreign jurisdiction that provides a regime which deserves
to be copied in Australia.

2.1 Current regulatory framework

2.1.1 This Chapter

| have been asked to consider whether changes are required to the regulatory framework applying to
the provision of financial product advice to improve the accessibility and affordability of quality
financial advice. Before answering that question, it is useful to describe the existing framework. This
Chapter provides an overview of the law that applies to the provision of financial product advice. It
also includes some commentary about how it is working.

2.1.2 Financial Services Reform Act

The current regulatory framework starts with and centres around Chapter 7 of the

Corporations Act 2001 (Corporations Act) and the associated regulations. It was introduced into the
Corporations Act in 2002 by the Financial Services Reform Act 2001 (FSR). The title of the Chapter is
‘Financial Services and Markets’. It is the financial services part that is relevant to the provision of
financial product advice.
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As recommended by the 1997 Inquiry into the Financial System (Wallis Inquiry)® FSR created:

...a single licensing regime for financial sales, advice and dealings in relation to
financial products, consistent and comparable financial product disclosure, and a
single authorisation procedure for financial exchanges and clearing and settlement
facilities.”

The objects of Chapter 7 of the Corporations Act at commencement on 11 March 2002 relevantly
included promoting ‘confident and informed decision making by consumers of financial products’ and
‘fairness, honesty and professionalisation by those who provide financial services’.® These continue to
be the relevant objects of Chapter 7 of the Corporations Act, except that since 5 April 2021, they have
also included ‘the provision of suitable financial products to consumers of financial products’.® This
was added with the introduction of the DDO regime.0

While financial sales and financial advice were included in the financial services regime regulated by
Chapter 7 of the Corporations Act it is noteworthy that the objects do not include encouraging good
quality advice nor even protecting consumers from harmful advice.

2.1.3 AFS licensing and financial services

And so, as recommended by the Wallis Inquiry, the Corporations Act requires a person who carries on
a financial services business in Australia to hold an AFS licence or to satisfy an exemption.

A person carries on a financial services business if they are in the business of providing financial
services. Financial services include relevantly:

» providing financial product advice;

» dealing in a financial product;

* operating a registered scheme;

* providing a custodial or depository service; and
» providing a superannuation trustee service.*!

A person is covered by an exemption if they are a representative of an AFS licensee. A representative
of a licensee is a person who acts on behalf of the licensee and who has been appointed by written
notice as an authorised representative of the licensee!? or who is an employee or director of the
licensee or its related body corporate.’® The AFS licensee is responsible for the conduct of their
representatives.

The licensing regime applies equally to financial sales and financial advice, and so product issuers and
advice licensees hold AFS licences. Financial advisers themselves rarely hold their own AFS licence and
are usually representatives of an advice licensee and sometimes a product issuer.

6 Commonwealth of Australia (1997), Financial System Inquiry Final Report.

7  Revised Explanatory Memorandum to the Financial Services Reform Bill 2001, paragraph 1.4.
8  Corporations Act, ss 760A(a) and (b).

9  Corporations Act, s 760A(aa).

10 The commencement of the DDO regime was delayed until 5 October 2021.

11 Corporations Act, s 766A.

12 Corporations Act, s 916A.

13 Corporations Act, s 910A.
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2.1.4 Definition of financial product advice

Financial product advice is defined as:

a recommendation or a statement of opinion, or a report of either of those things, that:

a) isintended to influence a person or persons in making a decision in relation to a
particular financial product or class of financial products, or an interest in a particular financial
product or class of financial products; or

b) could reasonably be regarded as being intended to have such an influence.'*

The first thing to say about the definition is that financial product advice requires a recommendation
or a statement of opinion to be provided. While a recommendation or opinion can be implied, a mere
statement of fact is not a recommendation or statement of opinion and is not financial product advice.
The second is that the reference to advice in the defined term (financial product advice) does not
import any particular formality or any level of expertise or skill into the recommendation or opinion.
As a consequence, marketing is just as capable of being financial product advice as comprehensive
financial advice. Again this is consistent with the recommendation of the Wallis Inquiry that a single
licensing regime apply to both financial product sales and advice.

2.1.5 Two types of financial product advice

There are 2 types of financial product advice: personal advice and general advice.
Personal advice is defined as:

financial product advice that is given or directed to a person (including by electronic means) in
circumstances where:

a) the provider of the advice has considered one or more of the person’s objectives, financial
situation and needs (otherwise than for the purposes of compliance with the Anti-Money
Laundering and Counter-Terrorism Financing Act 2006 (AML/CTF) or with regulations, or
AML/CTF Rules, under that Act); or

b) a reasonable person might expect the provider to have considered one or more of those
matters.!®

General advice is defined as financial product advice that is not personal advice.?’

Again, it is worth emphasising that it is not possible to give either personal advice or general advice
without giving a recommendation or expressing an opinion (that is, without giving financial product
advice) and that the provision of information — no matter how personalised — is not financial product
advice.

Having said this, | acknowledge that it can be difficult to distinguish information from
recommendations and opinions in some cases.

14  Corporations Act, s 766B(1).
15 Australian Securities and Investments Commission [2019] FCAFC 187, Allsop J.
16 Corporations Act, s 766B(3).
17 Corporations Act, s 766B(4).
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2.1.6 Obligations of AFS licensees

All AFS licensees must comply with the general obligations in the Corporations Act. Among other
things they must:

* do all things necessary to ensure the financial services covered by the licence are provided
efficiently, honestly and fairly;

* have in place adequate arrangements for the management of conflicts of interest;

* comply with the conditions of the licence;

* comply with financial services laws;

* take reasonable steps to ensure their representatives comply with the financial services laws;

* ensure that their representatives are adequately trained and are competent to provide those
financial services;

* have an internal dispute resolution that complies with ASIC’s requirements; and
* be amember of AFCA.:8

AFS licence conditions can incorporate ASIC Regulatory Guides and in that way Regulatory Guides can
be imported into the law. In all other cases, ASIC Regulatory Guides are just that —the regulator’s
guidance about its interpretation of the law and how it will enforce the law. Despite that, it became
apparent during the consultation process that many licensees and advisers treat ASIC guidance as the
law. They also looked to ASIC to tell them what the law says. ASIC is (in my view, rightly) cautious
about doing so. Ultimately it is the role of the courts to interpret the law. | have not recommended
that ASIC have a power to make binding rulings in the same way the Commissioner of Taxation can.
This is because so much of the law affects the rights of consumers and therefore its interpretation
should ultimately lie (as it does) with the courts.

2.1.7 Obligations of AFS licensees who give personal advice

An AFS licensee who provides personal advice to retail clients also has additional obligations under
Chapter 7 of the Corporations Act. Until the Future of Financial Advice (FOFA) reforms of 2012, the
AFS licensee or its authorised representative (the ‘providing entity’) was required to have a
‘reasonable basis’ for their advice. They were also required to give the client a product disclosure
statement for each financial product they recommended, a Financial Services Guide (FSG) and a
statement of advice (SOA). Any remuneration and other benefits the provider would receive in
relation to the advice were required to be disclosed.

These requirements proceeded on the basis that if consumers were armed with all the relevant
information they would make well informed choices in their own interests. The collapses of the advice
firm Storm Financial and the securities broker Opes Prime during the Global Financial Crisis led to an
inquiry into the advice provided by their respective advisers and provided stark evidence that
consumers rely on their advisers’ recommendations and do not make well informed choices.

18 Corporations Act, s 912A.
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2.1.8 FOFA and other reforms

In 2009, the Parliamentary Joint Committee on Corporations and Financial Services (PJC) conducted an
inquiry into financial products and services in Australia (Ripoll Inquiry).*

The PJC recommended ‘an explicit legislative fiduciary duty on financial advisers requiring them to
place their clients” interests ahead of their own’.?° In thinking about the recommendations in this
Report about the good advice duty and the best interests duty it is relevant to keep in mind that
Justice Edelman in ASIC v Cassimatis** decided that there was no reasonable basis for the advice
provided by Storm Financial to its clients. The misconduct was not caused by a defect in the duty to
have a reasonable basis for advice.

Following the Ripoll Inquiry, the FOFA legislation?? amended the Corporations Act in 2012 by
introducing bans on conflicted remuneration, volume-based shelf-space fees and asset-based fees on
borrowed amounts and requiring advisers to act in the best interests of their clients when providing
them with personal advice. The best interests duty applies to individual advisers personally and it
replaced the prior obligation for providers (AFS licensees and authorised representatives) to have a
reasonable basis for their advice. It was a far more interventionist approach to the regulation of
financial advice than that recommended by the Wallis Inquiry in 1997 reflecting the PJC’s view in 2009
that disclosure does not protect consumers against poor and conflicted financial advice. And yet, the
best interests duty and the ban on conflicted remuneration apply in addition to the original disclosure
obligations. There is no reason to think those obligations are more effective now.

Before setting out the best interests duty and associated obligations introduced by FOFA (the
conflicted remuneration provisions are discussed in Chapter 9), | note that they have not been the end
of the changes to the regulatory regime applying to the provision of financial product advice. There
have been further changes to that regime, each responding to yet another example of misconduct and
consumer harm. And just as FOFA was layered on top of the requirements of FSR, in large part each
further reform has been overlaid on what was already there, resulting in a complex regulatory regime
with sometimes overlapping and inconsistent requirements. The many examples of misconduct and
the many changes to patch up perceived defects in the law tend to indicate that the regulatory
framework is not working well.

19 Parliamentary Joint Committee on Corporations and Financial Services (2009), Inquiry into financial
products and services in Australia.

20 Parliamentary Joint Committee on Corporations and Financial Services (2009), page 110.

21 Australian Securities and Investments Commission v Cassimatis [2016] FCA 1023.

22 The FOFA legislation comprises of 2 Acts: Corporations Amendment (Future of Financial Advice) Act 2012
and the Corporations Amendment (Further Future of Financial Advice Measures) Act 2012.
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Diagram 2.1: Trend of increasing regulatory requirements for financial advice
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2.2 Existing personal advice regime

2.2.1 Best interests duty, safe harbour and associated obligations

Chapter 7 of the Corporations Act requires a person who provides personal advice to a retail client to:
e actinthe best interests of the client in relation to the advice;
e provide advice that is appropriate to the client assuming the best interests duty is satisfied;

e give a warning to the client if the advice is based on inadequate or insufficient information; and
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* give priority to the client’s interests if there is a conflict between the interests of the client and the
provider or the interests of the client and the interests of an associate of the provider.?

A provider is taken to have complied with the duty to act in the best interests of the client in relation
to the advice if they prove they have done each of the following:

* identified the objectives, financial situation and needs of the client;
* identified:

— the subject matter of the advice that has been sought by the client; and
— the client’s relevant circumstances;

* made reasonable inquiries to obtain complete and accurate information;

» assessed whether the provider has the expertise required to provide the client advice sought and,
if not, declined to provide the advice;

» if, in considering the subject matter of the advice sought, it would be reasonable to consider

recommending a financial product:

— conducted a reasonable investigation into the financial products that might achieve those of the
objectives and meet those of the needs of the client that would reasonably be considered as
relevant to advice on that subject matter; and

— assessed the information gathered in the investigation;

* based all judgments in advising the client on the client’s relevant circumstances;

» taken any other step that, at the time the advice is provided, would reasonably be regarded as
being in the best interests of the client, given the client’s relevant circumstances.?*

These are the ‘safe harbour’ steps. There are fewer steps in the safe harbour for advice given by
Australian authorised deposit-taking institutions (ADIs) about basic banking products, general
insurance products and consumer credit insurance.? There are also fewer steps in the safe harbour
for advice given by anyone about general insurance.?®

2.2.2 Fiduciary-like, not fiduciary duties

The best interests duty and the duty of priority are intended to impose fiduciary-like duties, but
despite the recommendations of the PJC in the Ripoll Inquiry they are not fiduciary duties. They do not
prohibit an adviser acting in their own interests.

The Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012 explains the Corporations Act best interests duty in the following way:

Whether a provider has acted in the best interest of the client will be tested
according to what would objectively and reasonably be considered appropriate for
the client, as outlined in section 961G (as is the case under the existing section 945A
of the Corporations Act). Issues around what is expected of providers when faced

23 Corporations Act, ss 961B, 961G, 961H and 961J.
24  Corporations Act, s 961B(2).
25 Corporations Act, s 961B(3).
26 Corporations Act, s 961B(4).
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with a conflict of interest are dealt with under the obligation to give priority in
section 961J. To a certain extent, the process of providing advice (as requlated in
section 961B), the quality of advice (as regulated in section 961G) and conflicts of
interests (as regulated in section 961J) are interrelated issues. Together, the
provisions operate to implement the policy framework for ensuring financial advisers
act in all circumstances in the best interests of the client.?’

And so, from inception it might be said that what is required by these duties is unclear. While the best
interests duty is directed to the adviser’s conduct and the safe harbour steps set out the relevant
steps?, the legislature says that compliance will be tested by reference to the appropriateness of the
advice. But even assuming this is a correct statement of the law, it is circular because the appropriate
advice limb of the Corporations Act best interests duty is tested on the assumption the best interests
duty itself has been satisfied. The adviser must ask themselves —if | had complied with my best
interests duty, would my advice be appropriate? And so advisers, ASIC and the courts are back where
they started. What does the duty to act in the best interests of the client in relation to advice require
of an adviser?

As many people have written, including Commissioner Hayne in his Final Report, if you thought the
clues were in the language of acting in the client’s interests, the safe harbour steps suggest otherwise.
These steps are the steps a careful adviser might take in discharging their duty of care. They have
nothing to say about acting without a conflict or not taking an unauthorised profit and so one may
wonder in what way the formulation in the Corporations Act is fiduciary-like.

2.2.3 Safe harbour steps

Commissioner Hayne was critical of the safe harbour steps because they encouraged a narrow
checklist based approach rather than a genuine consideration of what an adviser should do to comply
with their duty to act in the best interests of the client, although according to the Explanatory
Memorandum, the steps are meant to inform the answer to that question. After considering and
rejecting whether the section should be more prescriptive Commissioner Hayne suggested removing
the safe harbour steps. He said:

In my view, such a change would not be without merit. As | have said, the safe
harbour provision currently has the effect that, in practice, an adviser is required to
make little or no independent inquiry into, or assessment of, products. By prescribing
particular steps that must be taken, and allowing advisers to adopt a ‘tick a box’
approach to compliance, the safe harbour provision has the potential to undermine
the broader obligation for advisers to act in the best interests of their clients. Having

27 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraph 1.24.

28 Paragraph 1.25 of the Revised Explanatory Memorandum: The steps set out in subsection 961B(2) are not
intended to be an exhaustive and mechanical checklist of what it is to act in the best interests of the client.
A provider may be able to demonstrate that it has, in fact, acted in the best interests of the client under
subsection (1), without having recourse to subsection (2). However, as a general principle of statutory
interpretation, it is expected that the interpretation of the general obligation in subsection (1) will be
informed by the steps set out in subsection (2). Those steps provide an indication of what, as a minimum, is
expected of providers in order to be considered to have acted in the best interests of the client.
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said that, | am not convinced that it is necessary or appropriate to remove the safe
harbour provision at this stage.?

| note that this is not how many industry participants understand the safe harbour steps. They say
they require a review of the marketplace of relevant financial products and, consistent with that,
some of the submissions we have received say that removing the safe harbour would improve access
to advice because advisers would be free to ‘scale’ their advice such that an assessment of available
products is not required.

| do not think this view is correct. It understates what is required by the primary obligation — to
provide advice in the best interests of the client. Where that advice includes a product
recommendation, there is no basis for saying that that duty requires anything less than the adviser
recommending what they honestly consider is likely to be the best financial product for the client at
the time. It is not clear how an adviser could do so without having regard to the available products.
And so, in my view it is the best interests duty rather than the safe harbour which makes it difficult for
advisers to provide advice on a single financial product. This is consistent with the view expressed by
Commissioner Hayne.

The question for me is whether, in light of the objectives of this Review, it is desirable. | consider this
guestion in Chapter 6.

2.2.4 Duty of priority

The duty of priority is particularly perplexing. It applies where there is a conflict between the interests
of the adviser and the client; it also applies where there is a conflict between an associate of the
adviser and the client. In either of these circumstances, the Explanatory Memorandum to the
Corporations Amendment (Further Future of Financial Advice Measures) Bill 2012 introducing the duty
says the duty of priority tells providers what is expected of them.* That | think assumes far too much
about the clarity of the section.

In one of the few cases which considers the duty of priority in the Corporations Act, the judge noted
that the licensee and employed adviser would both receive a financial benefit if the clients followed
the recommendations of the adviser. The judge observed that this created a conflict for the purposes
of the duty of priority and went on to conclude that the duty had been breached.3! To similar effect, in
proceedings being brought against AMP Financial Planning (and others), the plaintiffs allege that the
advisers breached their duty of priority to clients by not ‘dialling down’ or ‘rebating’ commission on
life insurance.?

The implication in both of these cases (noting there is no decision in the main proceedings against
AMP Financial Planning at this stage) is that the duty of priority prohibits an adviser having a conflict
and that the only way to comply with the duty of priority is to avoid the conflict — to receive no benefit
in the first case, or to rebate the benefit to the client in the second. This interpretation is inconsistent
with the plain words of the section and of the Explanatory Memorandum. The law proceeds on the
basis that it is possible for an adviser to provide advice in the best interests of the client despite having

29 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019)
Volume 1, pages 176-177.

30 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraphs 1.63 to 1.70.

31 Australian Securities and Investments Commission v Forex Capital Trading Pty Ltd, Forex Capital Trading Pty
Ltd [2021] FCA 570 at 48 to 52.

32 Stack v AMP Financial Planning Pty Ltd (No 2) (2021) 401 ALR 113 at 105.
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a conflict of interest provided that in doing so they give ‘priority’ to the interests of the client. That is
what the section tells the provider to do. Arguably then the provider can accept a benefit provided the
client benefits a little more than the provider. How that can be measured is a more difficult problem.

Before leaving this particular topic, it is worth noting that in all of the submissions we received and in
all of the discussions we have had about the best interests duty and the safe harbour steps no one
from the financial advice industry referred to the duty of priority. | think it is fair to say this reflects the
fact that as a practical matter it is largely ignored rather than well understood.

2.2.5 Advice disclosure obligations

In addition to complying with the Corporations Act best interests duty, a person who provides
personal advice to a retail client must provide the client with a:

» financial services guide; and
« statement of advice, or, in some circumstances, a record of advice (ROA).*3

This topic is considered further in Chapter 8 of this Report. However, for the moment, | note that
while these obligations are themselves straightforward, preparing a statement of advice is time
consuming and therefore adds to the cost of providing advice. The consumer benefit is questionable.

2.2.6 Relevant provider

In addition to these requirements, where the provider of personal advice is an individual, they must be
a ‘relevant provider’. A relevant provider must meet the prescribed professional standards, which
includes the education and training standards and the Financial Planners and Advisers Code of Ethics
2019 (Code of Ethics)** and be listed on ASIC’s Financial Adviser’s Register (FAR).

The Government is separately reviewing the education and training standards. The Code of Ethics is a
legislative instrument which contains 12 standards, including obligations to:

* act with integrity and in the best interests of each of the adviser’s clients (Standard 2);

* not give advice, refer or act in any other manner where the adviser has a conflict of interest or duty
(Standard 3);

* act for a client only with the client’s free, prior and informed consent (Standard 4);

» provide advice and financial product recommendations in the best interests of the client and that
are appropriate to the client’s individual circumstances (Standard 5); and

» take into account the broad effects arising from the client acting on the advice and actively
consider the client’s broader, long-term interests and likely circumstances (Standard 6).

The Code of Ethics therefore covers the same topics as the best interests duty in the Corporations Act
and uses some of the same terms, but it does so in different ways. Many submissions have pointed to
the inconsistencies between the 2 sets of duties. | agree — there are inconsistencies and it is possible
that an adviser may comply with the Corporations Act best interests duty but not the equivalent
requirement in the Code of Ethics. This is undesirable. The Government has announced that it intends

33 Corporations Act, ss 941A and 946A.
34 The education and training standards for relevant providers and the requirement to comply with the Code
of Ethics are prescribed in sections 921B and 921E of the Corporations Act.
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to review the Code of Ethics in 2023, after it has considered the outcomes of this Review. | suggest
that review consider whether it continues to be necessary to import the Code of Ethics into the
Corporations Act and whether the duplication and inconsistency between the 2 can be removed.

2.2.7 Broader regulatory changes to the financial system

At the same time as there has been a rapid increase in changes to the regulation of financial product
advice, there have been an equally rapid increase in consumer protection provisions in the financial
services regulatory regime more broadly. These are important in considering the effect of the
recommendations in this Report.

Three things underpin them — one from each of the last 3 decades of reform:

* The first has been in the law since FSR commenced and is the obligation for the AFS licensee to do
all things necessary to ensure the financial services covered by its licence are provided efficiently,
honestly and fairly. It is the first among a long list of general obligations of AFS licensees, but that
does not mean it is not a standalone obligation. It is now getting more attention and it is not a
stretch to say that it is and should be treated as the chief obligation of an AFS licensee. If they
comply with this obligation, it is difficult to see how they could not serve the interests of their
customers and clients. ASIC has demonstrated a much greater willingness to commence
proceedings where it believes a licensee has breached the obligation and if they have, there are
now significant penalties which can apply.

* The second commenced with FOFA and is the ban on conflicted remuneration. It is fundamental. It
removes the incentive for AFS licensees and their representatives to sell investment products
issued by other providers.

* The third commenced with the Royal Commission reforms and are the design and distribution
obligations. They shift the focus of the regime from disclosure and advice to product design and
distribution. Product issuers must consider the suitability of their financial products for their
customers over the life cycle of the products and they must take responsibility for their
distribution.

These obligations are combined with enhanced personal accountability for banking executives and, if
the Financial Accountability Regime is passed, for executives of other Australian Prudential Regulation
Authority (APRA) regulated institutions as well.

Broader Financial System Reforms

Stronger controls governing the sale of financial products

* Design and distribution obligations: requires product issuers to make target market
determinations (TMDs) for their financial products (including consumer credit products) and
distributors to distribute financial products in accordance with the TMDs. These obligations are
intended to improve the quality of financial products and prevent financial products being sold
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to people for whom they are unlikely to be suitable. As at December 2022, ASIC has issued
over 20 interim stop orders under the DDO regime.>®

* Product intervention power: allows ASIC to issue stop orders and take other actions to protect
consumers from poorly designed or harmful financial products (including consumer credit
products) where there is a risk of significant consumer detriment. To date, ASIC has used this
power in relation to the issue and distribution of contracts for difference and short-term credit
and continuing credit contracts.

» Deferred sale of add-on insurance: prohibits the sale of an add-on insurance product for 4 days
after the sale of the principal product or service. After this time, there is a limited window
during which the add-on insurance product can be sold to the customer before the
anti-hawking requirements apply.

» Strengthened anti-hawking requirements: the anti-hawking provisions in the Corporations Act
have been strengthened to reduce instances of mis-selling or pressure selling of financial
products by introducing a broader prohibition on offers to sell or issue financial products made
in the course of, or because of, unsolicited contact.

Stronger controls for superannuation products

* Performance testing: default superannuation products are subject to an annual performance
test. A performance test is scheduled to also apply to some ‘choice’ superannuation products
(investment strategies) in 2023. Superannuation products that fail the performance test twice
cannot accept new members. This is designed to remove underperforming superannuation
products from the market.

* Reducing balance erosion: the Superannuation Industry (Supervision) Act 1993 (SIS Act) has
been amended to introduce fee caps on low balance superannuation accounts, prohibitions on
default insurance for under 25s and low balance and inactive accounts and a requirement for
inactive accounts to be transferred to the Australian Taxation Office (ATQ). These measures
are designed to protect superannuation balances from erosion by fees and insurance
premiums.

Retirement income covenant: superannuation fund trustees are required to formulate a
retirement income strategy and publish a summary of the strategy on their website. The
purpose is to shift the focus of trustees and members from accumulating superannuation to
the draw down stage and to encourage funds to develop products and strategies to improve
outcomes for their members in retirement.

35 ASIC(2022), 22-338MR ASIC takes civil penalty action against American Express Australia in first court case
alleging breaches of design and distribution obligations.
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Stronger governance and accountability requirements

* Higher penalties: AFS licensees and their representatives face significantly higher penalties for
a broader range of misconduct including the obligation for licensees to provide financial
services ‘efficiently, honestly and fairly’.

» Strengthened breach reporting requirements: the 2021 changes to the breach reporting regime
allow ASIC to identify and address systemic issues that can lead to poor consumer outcomes
more quickly.

* Financial accountability regime (yet to be enacted): the Banking Executive Accountability
Regime is proposed to be extended to include insurance and superannuation entities. The
regime is designed to improve the risk and governance cultures of financial institutions by
imposing a strengthened responsibility and accountability framework on their directors and
executives.

2.3 Oversight of the providers of financial advice

2.3.1 The regulatory framework is more than the law

Having described the law, it is important to note that the financial advice that is provided and how
that advice is given is not merely a function of the law — there are a lot of facets, a lot of interested
parties. Chief among them are ASIC, AFCA, the advice licensees and product issuers (in particular,
platform operators and superannuation fund trustees).

Each of them has a very real effect not only on the way advisers provide advice but also on the way
the law is interpreted. In some ways, they have added to the difficulty of providing advice and in some
ways the result is that law reform has not had the effect that was intended.

2.3.2 ASIC

ASIC is the primary regulator with responsibility for the regulation of financial advice providers. AFS
licensees must report breaches of the law, including by their representatives, and other matters to
ASIC.

ASIC also undertakes surveillance of the sector and takes enforcement action if it considers it
appropriate to do so. ASIC issues regulatory guidance to assist industry in their interpretation of the
law. In the main regulatory guidance is not the law, but it is clear that many advice licensees and
advisers treat it as such. Throughout the Review, stakeholders told us on many occasions that ASIC
takes enforcement action for what they saw as minor infractions. We have not seen any evidence of
ASIC taking punitive action which is disproportionate to the misconduct and risk. Nevertheless, the
belief and fear that it will is real. This is not something that legislative change can fix, although it might
be alleviated in part if the regulated community has greater confidence that there is a common
understanding of what the law requires. More simply drafted regulation should assist.
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2.3.3 AFS licensees and AFCA

All AFS licensees who provide financial services to retail clients are required to be members of AFCA. A
retail client may make a complaint to AFCA about an advice licensee or an adviser (for which the
licensee is responsible).

AFCA will investigate the complaint and encourage the parties to reach an agreement. Failing that,
AFCA will make a determination. In doing so, the AFCA decision-maker is authorised to make a
decision which they consider ‘is fair in all the circumstances’ having regard to legal principles, industry
codes, good industry practice and previous determinations. The determination is binding on the AFS
licensee and is not subject to appeal to a court.

AFS licensees are required to have systems in place to ensure their representatives comply with the
law. As the law changes, as ASIC takes enforcement action, as cases are decided and as AFCA makes
determinations, AFS licensees may adjust what they require their representatives to do when
providing advice to clients. And so, an AFCA decision-maker’s views on what, in a particular case, they
considered fair (or not), might become part of what advisers must do when providing advice to their
clients.

2.3.4 Product issuers

Product issuers, particularly platform operators and superannuation fund trustees, also play a role in
how and what financial product advice is provided to consumers. This is in large part because financial
products continue to be the major source of advice fees.?®* Where that product is a superannuation
product, the trustee has an obligation to ensure not only that the advice for which the fee is paid has
been provided but also that the advice relates to the member’s interest in the superannuation fund.
And so, they will require some means of overseeing the advice that is provided by advisers and in turn
this will affect an adviser’s practice. Of course, this could be answered by adviser service fees being
paid directly by the client.

Diagram 2.2: Entities involved in the oversight of financial advice

ASIC

Product issuers
AFCA — AFS licensee < including

superannuation trustees

Financial advice
provider

l

Consumer

36 The Review’s Financial Adviser Survey found that 61 per cent of respondents were paid advice fees from
their client’s financial products (see Appendix 3).
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2.4 International comparisons

2.4.1 What we were asked to do

The Terms of Reference asked us to look at the regulatory frameworks for financial advice in other
jurisdictions. Accordingly, we met with regulators, financial institutions and industry associations in
Singapore, the United Kingdom (UK) and the United States of America (USA) to better understand the
advice markets in these jurisdictions and how they are regulated. We have also done research on the
regulation of financial advice in Europe, Canada and New Zealand.

What we learnt is that there is no other regulatory regime that can or should be copied.

Diagram 2.3: International meetings

United Kingdom

Nine meetings including the policy makers, the
regulator responsible for financial advice, a digital
advice provider, financial adviser professional and
industry bodies, a financial product issuer and a
government provider of financial guidance.

United States of America
Seven meetings including
policy makers, the regulator
responsible for financial
advice, a digital advice
provider and a financial
product issuer.

Singapore
Four meetings including the regulator
responsible for financial advice, a digital
advice provider and a financial adviser
professional body.

2.4.2 Challenges and responses

We learnt that Australia is not alone in the challenges we face in trying to protect consumers from
poor and harmful advice on the one hand and on making quality financial advice accessible and
affordable on the other.

We also learnt that there was a greater tolerance for advice to be combined with sales in Singapore,
the UK and the USA. There were also more or less stringent rules according to the kind of product (e.g.
in the USA, advice about 401(k) plans were subject to higher duties (and a different regulator) than
advice about other investment products). It is also possible that poor advice went unidentified more
often in Singapore, the UK and the USA than it does in Australia.

The UK is addressing the risk of harmful advice with a broader principles based consumer duty that
will when it commences require all financial firms to ‘act to deliver good outcomes for retail
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consumers’.?” The obligation is direct and clear. It plainly tells financial firms with what purpose and
how they must conduct their businesses. It has been in some ways an inspiration for the good advice
duty | recommend in this Report.

We also learnt that the other jurisdictions we visited have been more successful in encouraging the
development and provision of digital advice. The regulators in Singapore and the UK have it appears
actively engaged with digital advice providers.

In October 2018, the Monetary Authority of Singapore released its Guidelines on the Provision of
Digital Advisory Services.®

In the UK, the Financial Conduct Authority (FCA) established an Advice Unit in 2016 which provides a
‘general toolkit’ and individual guidance and support to firms that are offering automated advice to
consumers. As at December 2020, the Unit had received 137 applications for regulatory feedback of
which it had accepted 65 of those applications.®

These activities have no doubt helped, but the existing regulatory regime in each jurisdiction is | think
more likely to have been influential. There are more providers in each place offering helpful advice
and guidance — personal advice — to consumers than there are in Australia and more ‘full service’
digital advice providers. In many cases these providers are associated with the issuers of financial
products. This is consistent with the greater willingness in all 3 jurisdictions to marry advice and
product (vertical integration). The question for me is whether this can be done safely in Australiain a
way that serves the interests of consumers.

37 Consumer Duty Instrument 2022 (UK) FCA 2022/31.

38 Monetary Authority of Singapore (2018), Guidelines on Provision of Digital Advisory Services.

39 FCA (2020), Evaluation of the impact of the Retail Distribution Review and Financial Advice Market Review,
page 16.
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Chapter 3 —Issues ldentified in Consultations

Chapter Summary

*  We have engaged extensively with industry and consumer representatives throughout the
Review.

*  We have issued 3 consultation papers, attended over 100 meetings with stakeholders,
conducted a survey of financial advisers, attended site visits at adviser practices and collected
data from the life insurance and general insurance sectors.

* Industry consultation identified 5 major themes: regulation is too complex; regulation is
focused on processes, not outcomes; regulation is a barrier to accessible and affordable
advice; regulation is a significant factor in the cost of financial advice; and regulation puts at
risk the sustainability of the advice industry.

* A number of common issues which were outside the Terms of Reference were also raised by
stakeholders as barriers to more accessible and affordable advice, including the education and
training requirements and the Code of Ethics which make up the professional standards for
relevant providers.

* Consumers have a diversity of advice needs, and they are often not able to get the financial
advice they want. Sometimes that is because of their perceptions about financial advice and
financial advisers and sometimes it is because of the cost of advice.

3.1 Consultation with stakeholders

3.1.1 The consultation process

Throughout the Review, the Secretariat and | (we) have engaged extensively with stakeholders across
the financial services industry. We wanted to understand the issues the existing regulatory framework
creates for consumers, financial advisers (noting that they come with a range of specialisations and
titles), AFS licensees and product issuers. We also wanted to get their views on the proposals for
reform before forming the recommendations and so it was necessary and helpful to publicly discuss
the proposals.

On 25 March 2022, we released an ‘Issues Paper’, which sought feedback on the current regulatory
system and opportunities for reform. It also invited ideas about how the regulatory framework could
help make quality financial advice more affordable and accessible for consumers. We received

134 submissions on the Issues Paper, including 17 confidential submissions. In addition to the
submissions, we attended over 40 meetings with stakeholders on the Issues Paper.

On 29 August 2022, after considering the findings from the consultation on the Issues Paper, we
released a ‘Proposals Paper’ which included 12 proposals for reform. The consultation on this paper
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sought views from stakeholders on any risks associated with implementation of the proposals. We
received 178 submissions on the Proposals Paper, including 29 confidential submissions. We also
conducted 17 roundtable meetings with stakeholders during a 3-week period in September on the
Proposals Paper.

On 31 October 2022, we released a brief ‘Conflicted Remuneration Paper’ for targeted consultation.
This paper included a snapshot of the data we had collected on general insurance and life insurance
(including the assessment of life insurance advice file reviews) and 7 proposals for changes to the
exceptions to the ban on conflicted remuneration. We received 29 submissions on the Conflicted
Remuneration Paper, including 6 confidential submissions. We also conducted a further 4 roundtable
meetings with the stakeholders most likely to be affected by the proposed changes to the exceptions.

Overall, we have attended over 100 meetings with industry, including the roundtable meetings. We
attended conferences and we received demonstrations of digital advice tools. These meetings
involved a broad range of participants in the financial services industry, including financial advisers,
AFS licensees, superannuation funds, life insurers, general insurers, consumer groups, accounting
bodies and each of their respective industry associations. | have also presented at conferences,
webinars and podcasts and spoken to the media. The purpose of doing so was to ensure the proposals
were widely discussed and understood before the recommendations were settled.

A member of the Secretariat and | also visited Singapore, the UK and the USA between 16 May 2022
and 3 June 2022, to meet with foreign regulators, government agencies, industry bodies and financial
services companies. We wanted to know whether there were ideas to be adopted or copied at home.

Members of the Secretariat also spent time with financial advisers in their practices, which ranged in
size and licensing structures. During these visits, the team gained first-hand experience of the
day-to-day work of advisers and licensees. They saw how their systems and processes worked and
how they interacted with their clients.

We also conducted a survey of financial advisers currently on the FAR.4 Of the 14,328 financial
advisers on the FAR who received the survey, 3,326 advisers responded to the survey. This is a
response rate of 23 per cent. The results from the survey can be found in Appendix 3.

In summary it has been an intense and worthwhile consultation.

3.1.2 A few things to keep in mind about the themes

In the rest of this Chapter we set out the main themes we identified from our consultation with
stakeholders on the Issues Paper and then the main themes drawn from research on consumer needs.
Before doing so it is important to make a point about the themes from the stakeholders. During
consultation we learnt a great deal about how the regulatory framework that applies to financial
advice affects the people who provide that advice — the financial advisers. This was not surprising —
the regulatory regime affects their day-to-day work and their livelihoods and the Review has the
potential to do so too. | understand this.

Nevertheless, the Review is about consumers. They want more advice from their financial institutions
and those financial institutions have the capacity, and | would say the responsibility, to help their
customers including by providing them with some financial advice. This is not a substitute for the

40 See Appendix 3, Quality of Advice Review Financial Adviser Survey.
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advice that financial advisers provide, but it is an important part of solving the problem of the Review
— making financial advice more accessible and affordable. And so, we consulted as much with financial
institutions and their associations as we did with financial advisers and their AFS licensees.

But there are around 16,000 financial advisers in Australia and several hundred financial institutions,
and so the themes in this Chapter reflect the views of the financial advisers and AFS licensees and
their associations more than they do the views of financial institutions or consumers. This does not
mean we have not taken the views of the latter into account in forming the recommendations and
preparing this Report. They were all important.

Diagram 3.1: The consultation process
11 March 2022 16 December 2022

Commencement of review End of review

1 3
Issues Paper Proposals paper
Released on 25 March 2022, inviting Released on 29 August 2022, inviting public
public submissions until 3 June 2022. submissions until 23 September 2022.
+ received 134 submissions in + received 178 submissions in response to
response to the issues paper the proposals paper
+ attended 46 meetings between + conducted 17 roundtables between
6 June 2022 and 8 August 2022 8 September 2022 and 21 September 2022
+ secretariat undertook S site visits
of financial advice firms

2 4
Survey of financial advisers Conflicted remuneration paper
Between 5 July and 22 July 2022 a survey Released on 31 October 2022.

f fi ial iser: n . . o .
of financial advisers was conducted + received 29 submissions in

Qver 3,300 financial advisers responded response to the conflicted
sharing their experience with the current remuneration consultation paper
regulatory settings.

+ conducted 4 roundtables
between @ November 2022 and
T November 2022

3.1.3 Thematic Issues Identified

Consultation on the Issues Paper helped identify the following key themes:

* theregulatory regime is too complex;

» the regulatory regime is focused on processes, not outcomes;

* theregulatory regime is a barrier to more accessible and affordable advice;
» theregulatory regime is a significant contributor to the cost of advice; and

* theregulatory regime puts at risk the sustainability of the advice industry.
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What is summarised below in large part reflects what we were told. It reflects the perception of the
stakeholders. This perception is important and relevant because it reflects lived experience and it
influences the application of the regulatory framework. Nevertheless, it is clear from the consultation
that there are a number of areas in which there is a divergence between what the law requires and
what industry participants think it requires. While | comment on these areas throughout the Report,

| do not do so in this Chapter.

Theme 1: Complexity of regulation

The complexity of the regulatory framework for financial advice was the most common theme
raised during consultation.

Boundaries between general advice and personal advice

» Stakeholders said the boundary between general advice and personal advice is too uncertain.
Many thought the decision in ASIC v WSAL expanded the definition of personal advice and
that the High Court’s interpretation was inconsistent with the industry’s understanding of
where the boundary between general advice and personal advice was intended to sit.

— Stakeholders said personal advice should be defined more narrowly by requiring more
active consideration of an individual’s circumstances or by increasing the scope of general
advice.

» Stakeholders pointed to the significant difference between obligations applying to a person
who gives general advice and obligations applying to a person who gives personal advice.

— A provider of personal advice must comply with the best interests duty and give the client
a statement of advice, and if they are a relevant provider (as most of them must be) the
requirements to comply with the professional standards (the education and training
standards and the Code of Ethics). The large gap between the obligations means that some
providers of financial advice limit the type of advice they give to their customers and
clients to general advice.

— Stakeholders suggested dividing financial product advice into more categories of advice to
better reflect the risk associated with different types of advice and then adjusting
(‘scaling’) the obligations according to risk. ‘Strategic advice’, which does not include a
specific product recommendation, was consistently raised as a low risk category.

* Research indicates that general advice is not well understood by consumers and that they

believe that general advice has been tailored to their circumstances when it has not.4

* Some stakeholders suggested relabelling general advice as either general information or
product information.

41 ASIC (2021a), Findings from consumer research on ‘general advice’ label.
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Overlapping regulation

» Stakeholders said the layering of new regulation over existing regulation especially over the
last 10 years has resulted in a regulatory system which is difficult to navigate, lacks certainty
and sometimes attempts to regulate the same thing twice. They said that this has led to an
increasing regulatory burden on advice providers, which has increased the cost of providing
financial advice without a clear benefit to consumers.

» Stakeholders pointed to the following examples of what they saw as overlapping regulation:

— The best interests obligations and the ban on conflicted remuneration introduced by FOFA
over the top of the disclosure requirements introduced by FSR.

— The Code of Ethics which deals with the same topics as the Corporations Act best interests
duty, but in differing and somewhat conflicting ways. They say that even if the
Corporations Act best interests duty permits limited advice, the Code of Ethics may not.

* Stakeholders acknowledged that the regulatory framework has sought to promote better
outcomes for consumers and to encourage advice providers to adopt better advice processes.

Inconsistent interpretation and application of the existing law

» Stakeholders said different participants in the provision of financial advice frequently had
different views about what was required by the regulatory regime which added to the
compliance costs for financial advisers and led to poor consumer experiences. The example
most frequently given is the different interpretations of the requirements for ongoing fee
arrangements adopted by product issuers, resulting in a multiplicity of consent requirements
and forms.

* Financial advisers said that the fear of adverse actions or determinations from ASIC and AFCA
have resulted in AFS licensees imposing compliance obligations on them which go beyond
what is required by the law.

Theme 2: Process focussed regulation

The current framework focuses too much on processes and not enough on the needs of
customers and clients.

Best interests duty safe harbour steps

* Financial advisers and AFS licensees have said that the safe harbour steps have caused the
best interests duty to become a process-driven obligation rather than one focussed on the
client. Financial advisers and AFS licensees are risk averse and think that they are required by
ASIC and AFCA to comply with the safe harbour steps in order to demonstrate they have
complied with the best interests duty even when doing so is prejudicial to the client, for

Chapter 3 —Issues Identified in Consultations | 41



example because of the cost or because it is disproportionate to what the client wants. They
say this flows on to the cost and effort involved in preparing a statement of advice and
maintaining appropriate records.

» Stakeholders have said they worry about the uncertainty created by the final step of the safe
harbour (which requires advice providers to take ‘any other step’). Even if they follow the
other steps, they say they have no certainty about whether they have complied with the best
interests duty because they do not know what additional steps they should take to comply
with this last step.

Barriers to providing limited advice

* The safe harbour steps and the statement of advice requirements have been identified by
stakeholders as the key barriers to providing more limited or episodic advice to meet the
needs of clients.

Disclosure obligations

» Stakeholders said that the disclosure obligations, especially statements of advice, increase the
cost of providing advice but do not meet consumers’ needs.

— While the law requires these documents to be ‘clear, concise and effective’ we have been
told that many statements of advice are over 60 pages and contain information that is
neither relevant nor useful for clients, such as extensive product comparisons.

» Stakeholders also said the overlap between the FSG content requirements and other
prescribed disclosure added an unnecessary compliance burden.

— Stakeholders pointed to remuneration arrangements, fee disclosure and disclosure about
conflicts of interest as examples of content which must be provided in more than one
document provided to clients.

* Financial advisers said the implementation of ongoing fee arrangements is an area of
significant complexity and cost. Clients might be required to sign multiple forms annually and
there is no flexibility in when the forms must be signed.

— Stakeholders said the ongoing fee arrangement requirements interfered with the quality of
the service they could provide their clients with (on one view) more time spent on
completing forms than providing advice.

Theme 3: Accessibility and affordability of advice

* Some stakeholders said that declining financial adviser numbers is negatively affecting the
affordability and accessibility of quality financial advice.

* Some other stakeholders said that a decline in the number of financial advisers does not have
to mean that fewer consumers are able to access financial advice. They told us that financial
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advisers should not be the only source of financial advice for consumers, but that this might
require a change in consumer behaviour and expectations.

Digital advice

* Providers of digital advice said that constant regulatory change and uncertainty are
impediments to the development and adoption of technology and digital advice services.

— Digital advice providers did not ask for any separate or special treatment under the
regulatory system. However, they did ask for a period of regulatory stability to give them
an opportunity to build digital advice tools and take them to market.

* Many digital advice providers also said additional regulatory guidance and more engagement
with ASIC would help with the introduction of new digital advice models.

Benefits of access to consumer data

» Stakeholders said that improving access to consumer data held by financial institutions and
Government agencies, such as the ATO and Centrelink, would help to reduce the cost of
advice and increase accessibility.

— Stakeholders said that this would assist them with ‘fact finds’, which is often one of the
most time consuming and expensive parts of the advice process.

— Stakeholders said that better access to data would also mitigate the risk that clients do not
provide their financial adviser with complete and accurate information.

Retirement advice

» Stakeholders said there were an increasing number of people who were unable to access
financial advice about retirement even though that advice could lead to a higher income in
retirement.

— Stakeholders said that financial advisers alone are insufficient to service this group of
consumers.

— Superannuation funds said the current law is a barrier to them providing retirement advice
to their members.

* Superannuation funds said that in order to comply with the new retirement income covenant
they needed a more detailed understanding of the needs and financial circumstances of their
members than the current law permitted.
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Theme 4: Cost of advice

» Financial advisers and advice licensees said that the regulatory burden they face is a
significant factor in the cost of advice for consumers.

» Research shows that the average cost of advice puts it out of reach for many Australians.

Diagram 3.2: The increasing cost of financial advice*?

Adviser Ratings (2022) ASIC Research (2020)

- The median ongoing advice + The average cost of providing
fee has increased by comprehensive advice for a
4] per cent from $2,510 in 2018 new client ranges from $2,650
to $3,529 in 2021. to $4,800 depending on the

complexity of the advice.

+ For an existing client, the

CoreData (2022) average cost of providing
+ The average cost of advice is advice ranges from $2,050 to
between $4,545 and $5,629, $4,000 depending on the
depending on the circumstances complexity of the client's

of the client and the complexity circumstances.
of the advice.

University of South Australia
(2022)

- 88 per cent of surveyed advisers
indicated they charge fees of
$2,000 or more for initial advice,
with 60 per cent of respondents
indicating a fee range of $2,000
to $3,.999 for this service.

+ Fee ranges for the annual review

Investment Trends (2022) most often exceed a range of

+ The average cost of $2,000 to $2,999, with &1 per cent
comprehensive advice is of respondents specifying an
$3,280, while the average cost annual review fee of $3,000
of limited advice is $2,070. or more.

42 Sources: Adviser Ratings (2022), 2022 Australian Financial Advice Landscape, page 39; CoreData (2022),
Data presented to the Quality of Advice Review; ASIC (2020a), ASIC Cost of Advice Research provided to the
Quiality of Advice Review; Investment Trends (2022), Data provided to the Quality of Advice Review; and
University of South Australia (2022), Financial Advice Regulatory Reform, page 19.
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Theme 5: Sustainability of the advice industry

* Financial advisers and advice licensees said the regulatory regime was affecting the
sustainability of financial advice practices and their business models.

Fear of non-compliance

» Stakeholders said that fear about a heavy handed response to minor breaches of the law has
led to a low risk tolerance within the industry, which in turn makes it more difficult for
consumers to access affordable financial advice.

— Stakeholders said this has been driven by ASIC enforcement action and AFCA
determinations, which has led to many advice licensees imposing additional compliance
processes on their representative advisers, adding to the cost of providing advice.

— Stakeholders said ASIC’s enforcement of the law is too strict, with minor breaches resulting
in significant compliance action.

Trends in advised clients

* Financial advisers and advice licensees said that the increasing cost of advice, and the falling
number of financial advisers, mean that those who remain in the industry increasingly provide
advice only to high net worth individuals.

— These clients are more likely to need ongoing advice and are more likely to pay ongoing
advice fees than less wealthy clients who may have more discrete advice needs and fewer
assets to invest.

— Stakeholders have provided mixed views on whether this trend will shift if the costs of
providing advice are reduced.

Role of advice licensees

» Advice licensees said they were concerned about their role in the provision of financial advice.
Many said that their traditional business models may not remain viable.

— Advice licensees said they played an important role in assisting financial advisers provide
advice to their clients, but noted that their responsibilities for supervision, monitoring, and
breach reporting were heavy and potentially disproportionate to the fees advisers were
able to pay for their services.

— Advice licensees said they were concerned about the viability of their businesses since
FOFA and the end of grandfathering, and they referred to the exit of some large advice
licensees.

3.1.4 Other factors outside the regulatory framework

Over the course of consultation, we were told about a number of issues which are impediments to
more accessible and affordable advice but which are outside the Terms of Reference. Nevertheless,
the feedback is summarised here because the matters raised deserve further consideration.
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Financial advisers and advice licensees consistently raised 2 matters affecting the cost of advice and
the viability of their businesses, namely:

* the ASIC industry funding model; and
* premiums for professional indemnity insurance.
Both are plainly significant and important issues which deserve consideration by the Government.

They also consistently raised concerns about the current professional standards for financial advisers
(both the education and training standards and the Code of Ethics). Financial advisers worry about the
overlap and inconsistency between the Code of Ethics and the best interests duty in the Corporations
Act. In particular, they see Standard 6 of the Code of Ethics as a barrier to providing limited or scaled
advice, because it requires them to take into account the client’s broader long term interests. They say
that unless the Code is changed, the recommended changes to the Corporations Act best interests
duty may not be sufficient to let them provide limited or scaled advice.

Many financial advisers also said the current education and training requirements are a leading
contributor to both the recent decline in the number of advisers listed on the FAR, and the difficulty in
attracting new financial advisers. Others said the requirements did not appropriately address the
range of specialists who provide personal advice to retail clients.

| note the Government is separately considering these issues.

3.2 Consumer experience with advice

3.2.1 Understanding consumers’ needs

As well as speaking to consumer associations, we reviewed the extensive research on the needs of
consumers, and the barriers to consumers accessing financial advice.

The research has been undertaken by regulators, consumer groups, industry stakeholders, research
houses and academics. Our analysis of the research has identified the following themes:

* consumers have a diverse range of needs for financial advice;
* consumers benefit from receiving financial advice; and

* there are common barriers which stop consumers getting financial advice.

Advice needs of consumers

Our financial system requires consumer engagement, but it is complex

» Australia’s financial system, especially our superannuation system, requires individuals to act
as ‘financial citizens’ and take responsibility for important financial decisions, such as which
superannuation investment strategy to choose, what life insurance cover they need and how
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to draw down on their superannuation.* The need to make decisions means there is a greater
need for financial advice.

There is a gap in the demand and availability of advice for consumers

In 2019, ASIC found that 27 per cent of survey participants had previously received advice, of
which 12 per cent did so in the previous 12 months. Also, 41 per cent intended to get financial
advice in the future and 25 per cent intended to get advice in the following 12 months.**

In 2021, Investment Trends estimated that 61 per cent of consumers had ‘unmet” advice
needs with only 16 per cent having seen a financial adviser in the last 12 months.4

— This gap is larger for younger people, especially for the 18 to 34-year-olds, where
74 per cent were found to have unmet advice needs but with only 15 per cent having seen
a financial adviser in the past 12 months.4

Consumers want to receive advice from a wide range of providers

Research from Investment Trends indicates that consumers are willing to look to a range of
providers for financial advice, including financial advisers, their superannuation fund,
accountants and financial institutions.

— Approximately 35 per cent of consumers would turn to their superannuation fund, while
between 20 and 30 per cent would turn to a financial adviser (not related to their
superannuation fund).#’

A 2019 ASIC report found that only one per cent of participants had used digital advice

services but 19 per cent said they were open to doing so.48

— 37 per cent of consumers who said they had recently thought about getting financial
advice, but who did not, also said they were open to using digital advice.*
Research from the Conexus Institute found that most Australians ranked receiving in-person

advice as their preferred option.

Two in five Australians found it valuable when there was a person available to explain the
results from online calculators and other digital advice tools.s°

— The Conexus Institute also found that digital advice needs to overcome low levels of
awareness, with only 18 per cent of people aware of digital advice tools and even fewer
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using them (3 per cent). There also needs to be an improvement in the level of trust in
digital advice (scored 5.5/10).5

— Digital advice users identified their key reasons for using digital advice as the usefulness
and relevance of the information provided (65 per cent), ease of access (49 per cent) and
its provision of opinions or recommendations (47 per cent).52

Social media is emerging as a source of financial advice with one in 20 consumers relying on it
for all of their financial information and 28 per cent indicating they follow at least one
finfluencer and of them 64 per cent having changed a financial behaviour as a result.s

Some consumers want limited advice while others prefer comprehensive advice

Research by the Conexus Institute found that 40 per cent of consumers wanted advice on a
topic-by-topic basis, while 35 per cent wanted a comprehensive plan which was reviewed
from time to time. A smaller proportion (22 per cent) wanted a comprehensive plan that they
could follow for the next few years.>

Research by Investment Trends in 2021 found that 11 per cent of consumers wanted
comprehensive advice, while 38 per cent wanted limited advice, with 50 per cent indicating
that they wanted to look for information themselves.>

The desire for limited advice has been a persistent theme, a 2010 ASIC report found that a
third of consumers preferred piece-by-piece advice rather than comprehensive advice.s

Retirement advice needs

Investment Trends research found that among those with unmet advice needs, 28 per cent
wanted help with making their money last for their lifetime and 24 per cent wanted help with

retirement planning.s’

Research by the Conexus Institute found that managing superannuation issues was in the top
3 financial matters for people aged 50 and over.5¢
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Conexus Institute (2022), page 25.

Conexus Institute (2022), page 25.

ASIC (2021b), MoneySmart Young People and Money — Survey Snapshot, page 9.
Conexus Institute (2022), page 23.

Investment Trends (2022).

ASIC (2010), Report 224: Access to financial advice in Australia, page 19.
Investment Trends (2022).

Conexus Institute (2022), page 19.
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Potential barriers to advice

Lack of trust in financial advisers and institutions

A Melbourne University study found that when people were asked what stops them from
improving their financial situation, the most common response was that they do not trust
financial institutions or advisers.s

This research also found that more than half of Australians had experienced one or more
negative experiences with financial services providers.&

This is supported by research from the Conexus Institute which reported 40 per cent of their
research participants identified that their level of trust in financial advice had decreased.ét

These findings on trust are supported by academic literature. Research indicates that trust in
financial advisers in Australia (score of 42/100) is well below the global average for financial
advisers (score of 54/100).6?

CPA Australia also reported that 17 per cent of consumers said a lack of trust prevented them
seeking help with their finances.s

Mismatch between the cost of advice and what consumers are willing to pay

Research by ASIC found that the cost of advice was the most commonly identified reason for
participants not seeking financial advice. Sixty-four per cent of participants agreed that
financial advisers were too expensive.s

These findings are supported by research from the Conexus Institute, which found that
44 per cent of respondents said they could not afford advice and 29 per cent stated advice did
not represent value for money.%

In addition, research by the University of South Australia found that 70 per cent of its
participants said their value range for advice was S0-5999, while only 6 per cent indicated
that an advice fee of $3,000—54,999 was reasonable.ss

In 2021, Investment Trends found that, on average, consumers were willing to pay $600 for
advice, when the average fee for limited advice was $1,760 and the average fee for
comprehensive advice was $3,060. This increased slightly in 2022, when on average,
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consumers were willing to pay $770 for advice while the average fee for limited advice is
$2,070 and the average fee for comprehensive advice is $3,280.67

* Finally, Adviser Ratings found that 4 in 5 Australians aged 45—-54 said they need financial
advice, but do not have the capacity to pay for it.es

* This increased to more than 80 per cent of retirees in the 75 plus age bracket who wanted
advice but did not have the capacity to pay for it.

67 Investment Trends (2022).
68 Adviser Ratings (2022), page 22.
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Chapter 4 — What Should Be Regulated as a
Financial Service?

Chapter Summary

The disparity between the obligations that apply to personal advice and general advice
encourages financial product issuers and distributors to limit the advice they give to general
advice.

Consumers have a reasonable expectation that where they have shared personal information
with a financial institution that information will be considered when the consumer asks the
institution for advice.

The current definition of personal advice should be amended so that it applies when an
individualised recommendation or opinion is given to a retail client about a financial product
and the advice provider holds information about the consumer’s financial situation or one or
more of their objectives or needs.

Expanding the definition of personal advice will also expand the interactions between financial
institutions and their customers which are subject to the personal advice obligations.

Many consumers do not understand the limitations of general advice and mistakenly believe
the advice takes into account their personal circumstances.

General advice should continue to be regulated as a financial service. However, the general
advice warning should no longer be required. Providers of general advice should consider on a
case-by-case basis whether a warning is warranted and if so what it should say.

Objectives

The objectives of the recommendations in this Chapter are:

for consumers to receive better quality advice from financial service providers;

for more personal interactions between consumers and advice providers to be covered by an
appropriate level of consumer protection;

to increase regulatory certainty by making the boundary between general advice and personal
advice more certain; and

to reduce consumer confusion associated with the concept of general advice.
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4.1 Terms of Reference and some observations

4.1.1 Financial advice and financial product advice

The Terms of Reference ask me to recommend changes to the current regulatory regime to make
guality financial advice more accessible and affordable. Before considering how one might go about
doing so, | want to make some observations about financial advice and the regulatory regime | have
been asked to consider.

Financial advice is not a term defined in legislation, nor is it a term of art. Instead, it has a readily
understood meaning, namely advice about financial matters. The word ‘advice’ is itself a commonly
used and understood word and most of us would agree that ‘financial matters’ range from budgeting,
saving, investing, superannuation and, possibly, insurance. But the regulatory framework does not
apply to financial advice, it applies to ‘financial product advice’.

In contrast to financial advice, financial product advice does not have a readily understood meaning,
nor even a single meaning. Instead it is a term used and defined in the Corporations Act and the
Australian Securities and Investments Commission Act 2001 (ASIC Act) and, relevantly for the Review,
financial product advice is not the same as financial advice.

4.1.2 Financial products in financial product advice

First, the subject matter of financial product advice is ‘financial products’ and not financial matters.

In the Corporations Act, a financial product includes, for most but not all purposes, a basic deposit
product (a bank account or a term deposit), an insurance policy (general insurance or life insurance),
an interest in a managed investment scheme, an interest in a superannuation fund, a derivative and a
foreign exchange contract.®® For some purposes it includes shares in a company. For most but not all
purposes a financial product does not include a credit card, a personal loan, a home loan or an
investment loan, except to the extent the loan is a ‘margin lending facility’.”® A financial product does
include credit facilities under the consumer protection provisions in the ASIC Act’* and for the
purposes of the design and distribution obligations in the Corporations Act.”?

And so, a person could provide financial advice that is not regulated at all or that is regulated but not
under the Corporations Act. A mortgage broker is a good example. The broker provides advice to their
client about a home loan. They may also provide advice about budgeting. In neither case will the
broker provide financial product advice and if this is all they do, they would not need an AFS licence.
However, if the broker’s advice about the loan amounts to ‘credit assistance’, they will need to hold an
Australian credit licence under the National Consumer Credit Protection Act 2009 (NCCP Act) or be
authorised to act on behalf of someone who does. If the mortgage broker also provides advice about
life insurance or consumer credit insurance to their client, they will provide advice about a financial
product and they also will need to hold an AFS licence under the Corporations Act or be authorised to
act on behalf of someone who does. The broker’s obligations under each regime (the Corporations Act
and the NCCP Act) will overlap and differ.

69 Corporations Act, s 764A.
70 Corporations Act, s 765A.
71 ASIC Act, s 12BAA(7).

72  Corporations Act, s 994AA.
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A financial adviser may also give advice about budgeting. In this case, they would not need to be
licensed under the Corporations Act or the NCCP Act. However, if the same adviser recommends that
their client open a bank account, the adviser will provide financial product advice and will need to hold
an AFS licence or be authorised by an AFS licensee and the personal advice obligations will attach to
the recommendation about the bank account, but not (under the Corporations Act) to the advice
about budgeting and debt management.

In 1997, the Wallis Inquiry recommended a single regulatory regime for the provision of financial
services across different industries. That led to Chapter 7 of the Corporations Act and the AFS licence.
However, when considering financial products and credit, there are different regimes that apply within
the same industry. This adds more complexity for providers that issue, or provide advice to their
clients about, credit facilities and financial products. It is also undesirable for consumers. It makes little
sense for an adviser to have a duty to act in the best interests of their client for part of their advice but
not to have the same duty for another part of their advice.

A better outcome would be for credit facilities to be regulated for all purposes as financial products
under the Corporations Act. This could be done by replacing the definition of financial product in the
Corporations Act with the definition of financial product in Division 2 of Part 2 of the ASIC Act. In that
way, a single licensing regime and a single set of obligations could apply to more of the matters that
fall within the meaning of financial matters and the regulatory framework would truly apply to the
provision of financial advice. Commissioner Hayne made a similar recommendation when he said that
mortgage brokers should be subject to the same regulatory regime as financial advisers
(Recommendation 1.5 of the Royal Commission). This is outside my Terms of Reference, but while |
hold the pen | would encourage the Government and the regulated community to think about
whether there is merit in doing so.

4.1.3 Selling v advice

The second way in which financial advice and financial product advice might differ is in the ordinary
meaning of advice. Many financial advisers have told us there is a difference between selling a
financial product and providing advice about a financial product. They say the word advice
incorporates a level of skill, expertise and professionalism which are not necessary components of
selling. They then say that only people who have these attributes should be able to provide financial
product advice.

In ASIC v WSAL the argument was made that because the calls that were the subject of the
proceedings, were plainly part of a marketing campaign they could not be financial product advice
(and therefore could also not be personal advice).

In rejecting the argument, Chief Justice Allsop said:

The provisions are directed at the giving of advice that is contained in an express or
implied recommendation or statement of opinion. That it may have some marketing
or sales purpose is not the point. It is sterile to seek to draw a line between “advice”
and “marketing” or “advertising”, or to engage in abstracted defining of those
things. It is a question of characterisation in all the circumstances ... The question is
whether, on its proper characterisation, the communication or exchange was a
recommendation or statement of opinion given by someone to another for that
other’s consideration in connection with making the decision in s 766B(1) ... The
proper process is to examine the communication and exchange in its whole context
to ascertain whether it is a recommendation or statement of opinion to the person.
One does not add to this process by considering some further limitation of advice and
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imbuing that limiting characteristic with some element of evaluation or degree of
consideration, as Westpac’s submissions sought to do. There is certainly no bright
line distinction to be made between “sales” and “advice”. The communication or
exchange may have a heavy “sales” purpose. That will not mean that it does not
contain a recommendation or opinion that was intended, or could reasonably be
regarded as intended, to influence a person in making a relevant decision.”

Or, as expressed with greater brevity by Justice Beach in ASIC v AGM Markets Pty Ltd (in liquidation)
(No 3) [2020] FCA 208 (ASIC v AGM Markets):

...there is no super-added “advice” component to “recommendation” or “statement
of opinion.”’*

| have been asked to consider whether changes should be made to the law and some people have
asked me to recommend changes to the regulatory framework in order to distinguish advice from
sales. The suggestions are that a different term could be used to identify and distinguish sales from
advice and different rules could then be applied to each. To borrow from Chief Justice Allsop, | think it
would be ‘sterile’ to attempt to do so. Financial advisers do sell financial products and financial
product issuers do give advice and trying to draw a line between the 2 would in my view introduce
more complexity into the regime without providing a benefit to consumers. Suggestions to the same
effect were made to the Ripoll Inquiry in 2009. The PJC did not think there would be a benefit in the
law doing so then and | agree now.

Financial product advice is, as noted earlier, a term defined in legislation. Its purpose is to draw a
boundary around regulated activities, not to create a consumer facing description of the activity.
Given this, | do not think there is any utility in either adopting a different term or dividing financial
product advice into more categories. To the extent an adviser or another provider of advice is worried
that the term might lead a consumer to expect something they should not, | would encourage
providers not to use the term or to only do so in conjunction with an explanation if that will assist the
consumer. Financial advisers, financial planners and stockbrokers (all ‘relevant providers’ under the
Corporations Act) will be able to distinguish their financial product advice by their professional title —
financial adviser, financial planner or stockbroker — and by charging a fee for their advice. ”® No one
else will be able to do either.

4.2 Making quality advice accessible and affordable — the
task at hand

4.2.1 Impediments to accessible and affordable quality financial advice

And so, returning to the task at hand — how to make quality financial advice more accessible and more
affordable?

73 Australian Securities and Investments Commission [2019] FCAFC 187, Allsop J, paragraph 22.

74  Australian Securities and Investments Commission v AGM Markets Pty Ltd (in liquidation) (No 3) [2020]
FCA 208, paragraph 165.

75 Sections 923B and 923C of the Corporations Act restrict the use of a range of terms to only persons who
satisfy specified requirements. These terms include (but are not limited to) stockbroker, financial adviser
and financial planner. Unauthorised use of these terms is an offence.
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We have been told about the many difficulties and impediments in the submissions and during the
consultation process. We have been told the law is too complex and the compliance burden is too
great. We have been told that these make many people reluctant to provide advice and means that
for those who do, it is time-consuming and costly.

4.2.2 Three impediments in the existing regime to accessible affordable
quality advice

The difficulties and impediments to making quality financial advice accessible and affordable might all
be said to stem from 3 things:

* the division of financial product advice into general advice and personal advice;

* the large gap between the obligations applying to a person who provides general advice on the one
hand and the obligations applying to a person who provides personal advice on the other; and

* the inflexibility and, in some cases, unsuitability of the obligations applying to a person who
provides personal advice.

| consider each of these further in this Report.

4.3 The division between general and personal advice

4.3.1 Arecap of the definitions

As set out in full in Chapter 2, personal advice is financial product advice where the provider has
considered one or more of the person’s objectives, financial situation and needs or a reasonable
person might expect the provider to have considered one or more of those matters.”® General advice
is financial product advice that is not personal advice (that is, financial product advice where the
provider has not considered the person’s objectives, financial situation or needs and a reasonable
person would not expect the provider to have considered these matters).”?

Many people have told us that the distinction between general advice and personal advice is too
uncertain. They say that what it means to consider a person’s objectives, financial situation and needs
is ambiguous and that even when the provider of advice has not considered any of those things, a
court might later say a reasonable person might think the provider has.

While there is no doubt there are difficult cases,’® | am sceptical about whether the distinction
between general advice and personal advice is as uncertain as people say. In ASICv AGM Markets

76  Corporations Act, s 766B(3).

77 Corporations Act, s 766B(4).

78 The distinction between general advice and personal advice was the subject of the proceedings in ASIC v
WSAL which ultimately went to the High Court. In that case Justice Gleeson, the judge at first instance,
decided the financial product advice provided by Westpac call centre operators to the members of a
Westpac superannuation fund was not personal advice (and was therefore general advice) because the call
centre operators had not considered members’ personal circumstances and because a reasonable person
would not think that they had. In the Court of Appeal and the High Court the finding was overturned with
the judges in both courts unanimously finding that, in all of the circumstances, a reasonable person might
have thought that the call centre operators had considered their personal circumstances.
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Justice Beach had to consider whether financial product advice given by call centre operators was
personal advice or general advice. His Honour said:

....  have only needed to resort to the applicable statutory language construed in
context. No resort to meta-themes has been necessary. Any commercial judge
tempted to engage in overly nuanced intellectualisation in this area should heed
what Francis Bacon warned about philosophers: “their discourses are as the stars,
which give little light because they are so high.” But “delusive exactness”, to use
Oliver Wendell Holmes’ robust phrase, is also to be avoided.”

| worry that those who do not resist the temptation are in the main those who seek to rely on general
advice models to sell financial products to their customers. | also worry that in some cases, an honest
and fair application of the statutory language (the definition of personal advice) to the conduct might
reveal that many people who think they are providing general advice are in fact (like WSAL) providing
personal advice. In my view, the problem is not so much with uncertainty about the distinction
between general advice and personal advice but with what turns on it. Too much turns on whether
financial product advice is general advice or personal advice and, for a person who holds an AFS
licence, much more turns on this distinction than whether they provide information or financial
product advice.

4.3.2 General advice obligations

Under the current law, an AFS licensee who provides general advice to a retail client must:

» comply with the general obligations of an AFS licensee under the Corporations Act (and so they
must provide general advice efficiently, honestly and fairly);

* provide a general advice warning with their general advice; and

» comply with the consumer protection provisions in the ASIC Act (and so their general advice must
not be misleading or deceptive).&°

While the obligations are on one view slim, obligations to provide advice efficiently, honestly and fairly
and to ensure it is neither misleading nor deceptive are well suited to their intended purpose and omit
nothing. If a provider of general advice provides advice to their customers that is honest and fair and
not misleading or deceptive, it is hard to see that it would not be useful and entirely fit for purpose, or
even that a duty to act in the client’s best interests in providing that advice could add anything.

As to the obligation to provide a general advice warning — | would put this in a different category. It is
not only poorly suited to its purpose but it can be harmful. | have more to say about this later.

4.3.3 Personal advice obligations

In contrast to the obligations attaching to general advice, the obligations attaching to personal advice
are neither slim nor, in my view, well-suited to their intended purpose. A person who provides
personal advice to a retail client must also comply with the general obligations of an AFS licensee and
the consumer protection provisions in the ASIC Act and so they too must provide personal advice

79 Australian Securities and Investments Commission [2020] FCA 208, paragraph 15.
80 Corporations Act, ss 912A and 949A; and ASIC Act, s 12DA.
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efficiently, honestly and fairly and they must not provide advice that is misleading or deceptive. & So
much is sound.

In addition to this a provider of personal advice must:

* actin the best interests of the client in providing advice;

* give advice that is appropriate to the client, assuming the best interests duty has been complied
with;

* provide a warning if the advice is based on inaccurate or incomplete information;

* give priority to the interests of the client if there is a conflict between the interests of the client and
the interests of the provider (or an associate of the provider); and

 give or record their advice in a statement of advice (or in some cases a record of advice).®

Further, where the advice is provided by an individual, the individual must be a ‘relevant provider’
under the Corporations Act.®® A relevant provider must comply with the professional standards, which
include minimum education and training requirements and the Code of Ethics.

The obligations are intended to ensure that clients receive financial product advice that is suited to
their objectives, financial situation and needs, but in practice they are often an impediment.

On the one hand, product issuers avoid giving personal advice because they do not want to or cannot
comply with the obligations and, on the other hand, financial advisers are required to follow what can
be a time-consuming, difficult and expensive process whether or not it is suited to the nature of the
advice and the needs or wishes of their client. The best interests duty and the duty of priority, in
particular, are not readily understood and easily applied and a statement of advice is often
time-consuming and expensive to prepare. The personal advice obligations have not even proved very
successful at ensuring consumers who are able to access personal advice get good quality advice.

| consider the first issue (the efforts made to avoid giving personal advice) in section 4 of this Chapter
and the second (whether the obligations contribute to the quality of advice) later in Chapters 5 and 6.

Diagram 4.1: Comparison of personal advice and general advice obligations

O
+ AFS licensee general obligations
Obligations - Best interests duty
+ Appropriate advice duty
+ Duty of priority
+ AFS licensee general obligations + Inaccurate or incomplete warning
+ General advice warning - Statement of advice
+ Consumer protection provisions - Professional standards
() General advice £, Personal advice

81 ASIC Act, pt 2, div 2, sub-div D.
82 Corporations Act, ss 961B, 961G, 961H, 961J and 946A.
83 ‘Relevant provider’ is defined in section 910A of the Corporations Act.
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4.4 Product issuers and distributors avoiding personal advice

4.4.1 Consequences of the disparity in the obligations

The disparity between the obligations attaching to general advice on the one hand and to personal
advice on the other encourages financial product issuers and other distributors of financial products to
limit their advice to general advice. To make the point more starkly —there is an incentive in the
regulatory regime for product issuers and distributors to provide recommendations to their customers
that do not take into account their objectives, financial situation or needs.

Again, ASICv WSAL provides the perfect case study. In that case, call centre staff acting as
representatives of the trustee of a Westpac superannuation fund recommended that members
consolidate their superannuation into their Westpac superannuation account. WSAL designed its
procedures, training and scripts so that the call centre operators speaking to members would provide
general advice only. It appears a great deal of time and effort went into avoiding personal advice.
While ultimately they failed (and the call centre staff gave personal advice), the approach — careful
scripting and artificial conversations to avoid giving personal advice —is commonplace.

In many cases the intention is benign — it is difficult, time consuming and costly to comply with the
best interests duty and to provide a statement of advice. It can also be difficult to recruit staff with the
necessary qualifications to meet the education and training standards for providing personal advice. In
other cases, the provider will deliberately give general advice which looks like personal advice in order
to sell a financial product more effectively. Whatever the intention, general advice is often not what
customers want or think they are getting and in some cases it can cause real harm.

In ASIC v WSAL the court in the first instance concluded that the call centre operators did give general
advice. However, the judge also concluded that doing so was, in all of the circumstances, a breach of
WSAL's obligation to act efficiently, honestly and fairly. Put another way, it was not efficient, honest
and fair to recommend to a member that they consolidate their superannuation into their Westpac
superannuation account without taking into account their personal circumstances or drawing the
member’s attention to the matters that were relevant to the decision. For some members the advice
was poor (they rolled their superannuation over into a more expensive fund), for others it was harmful
(they lost their insurance), but in no case did the call centre operator know.

A review of AFCA determinations, ASIC enforceable undertakings and other cases identify many
examples of financial products being promoted or distributed through general advice models
(successfully or otherwise) leading to poor outcomes for consumers.®* In many of these examples the
consumer relied on that advice but the provider argued that they should not have done so because
the advice was general advice and the consumer had been told as much (they had been given a
general advice warning). Consistent with these examples, research commissioned by ASIC found that,
even when consumers are given a general advice warning, many people do not understand the
limitations of general advice. In fact, despite the warning, some consumers think the provider has
considered their personal circumstances when giving their advice.®

4.4.2 Narrowing personal advice

We have been asked to consider proposals to narrow the definition of personal advice so that more
advice falls within the definition of general advice and to introduce more categories of advice (product

84  See, for example, AFCA case numbers 841218, 851401 and 839285.
85 ASIC (2021a).
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advice, strategic advice, limited advice and product guidance are some of the suggested categories). In
either case, the intention is to expand the advice that can be provided to consumers without the
attendant personal advice obligations.

While both of these proposals would allow more people to obtain advice, | do not think it is in the
interests of consumers for more financial product advice to be treated as general advice and | think
more categories and more definitions would create more regulatory boundaries, more complexity and
bring with them more cost and more risk. In my view, the regulatory framework would benefit from
fewer defined terms and fewer boundaries and the definition of personal advice is not too broad.

4.4.3 Consumers want more personal advice

The feedback we have received and research that we have undertaken confirms what one would
expect — consumers want and benefit from specific, direct and straightforward advice which considers
their relevant personal circumstances. They often want more advice on a topic-by-topic basis, and
often assume when receiving advice that their financial circumstances are being considered.

This is also consistent with what we have been told by financial institutions, that customers often call
looking for advice and they want and expect that advice to take into account the information the
institution holds about them or which they volunteer. Financial institutions have also told us they
would like to provide more personal assistance to their customers and many are building digital tools
to do so.

Despite this, the current regulatory framework is such that many providers cannot or do not want to
provide personal advice. Instead, they try to shoehorn what would more naturally be personal advice
conversations with customers into general advice. The result is often scripted conversations during
which providers deliberately avoid asking questions and studiously avoid considering information they
have about their customers. They might refer to what customers ‘in general’ find helpful and
customers will be warned the advice does not take into account the customer’s personal
circumstances and told that they should consider whether the advice is in fact appropriate for them
(even when there is no realistic prospect the customer will do so). Sometimes they might even be told
they should consider obtaining the advice they want from a financial adviser (again, even when there
is no realistic prospect the customer will do so).

And so the customer gets less helpful advice than they otherwise could (we have been told that
customers often complain about not being able to get advice from financial institutions) because
providers are not prepared to use information they have to tailor advice. They are worried (rightly)
that by doing so they will provide personal advice and attract the coincident obligations. And, as noted
above, in some cases the consumer will think the advice has taken into account their personal
circumstances despite the general advice warning.

This is undesirable.

4.5 A new definition of personal advice

4.5.1 Quality advice

We received many views in the submissions on the Issues Paper about what constitutes quality advice.
Most people said that quality advice is advice which responds to the needs of the consumer. | agree.
In many cases, in order for advice to respond to the needs of the consumer, the provider must
consider the relevant circumstances of the consumer. In my view it is in the interests of consumers to
have access to more advice that considers their personal circumstances, where doing so is relevant.
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Often, financial institutions have a great deal of information about their customers. In many cases they
use that information for their own purposes. Some are making use of that information now to provide
more tailored information and guidance to their customers. In some cases, there is a real risk they are
unknowingly providing personal advice. Financial institutions should be encouraged to use this
information for the benefit of their customers including by providing advice to their customers that in
fact considers their relevant objectives, financial situation and needs. Therefore, rather than
narrowing the definition of personal advice or introducing further categories, the definition of
personal advice should be expanded, so that it is harder for institutions to provide general advice
when consumers want and expect advice that takes into account their personal circumstances. At the
same time, a broader definition will provide greater certainty and with it less room for providers to
exploit any ambiguity.

And so my first recommendation is that a wider category of financial product advice should be treated
as personal advice under the law. This recommendation is the foundation of my other
recommendations — it will contribute to better quality advice, not poorer quality advice. In doing so,
the recommendation will address one of the great mischiefs of the existing regime — it will stop
providers giving general advice in circumstances where customers want and expect personal advice.

4.5.2 Breaking the link with the consideration of a client’s circumstances

Currently the definition of personal advice turns on whether a provider considers one or more of the
client’s objectives, financial situation and needs or whether a reasonable person might think they
have. In ASIC v WSAL Justice Jagot said that the definition of personal advice required the financial
product advice to be ‘connected to the consideration of one or more of the person’s objectives,
financial situation and needs’.8® The definition | am recommending will deliberately break that
connection.

The Corporations Act should be amended to say that if the provider provides financial product advice
to an individual client in circumstances where the provider or a related body corporate has
information about one or more of the client’s objectives, financial situation or needs they will be
giving personal advice.

This will remove some of the difficulty people have now with what is sufficient to amount to
consideration for the purposes of the definition and it will also mean that providers cannot
deliberately ignore information they have about their customers when providing them with advice.
If the customer gives the provider information or if the provider holds information, each time they
provide a personal recommendation to the customer they will provide personal advice and the
personal advice obligations will apply. These obligations are discussed in Chapter 6.

4.5.3 Feedback on the proposal to expand personal advice

This proposal was included in the Proposals Paper. Most financial advisers supported the proposed
expansion of personal advice because it would bring greater regulatory certainty. It would also result
in more consumers being protected by the personal advice framework. Of course, financial advisers
are in the business of providing personal advice, and will therefore be largely unaffected by this
change.

Some of the financial institutions that currently rely on a general advice model to sell their products
worried about whether they could comply with personal advice obligations (the good advice duty),

86 Australian Securities and Investments Commission [2019] FCAFC 187, at paragraph 242.
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both as a practical matter and because of what they anticipated to be an additional cost. They said this
proposal may mean that they would stop providing financial product advice to their customers except
to the extent they do so in advertising or broad-based marketing. | doubt this will be the case. The
same institutions have told us they want to provide more advice to their customers and the other
recommendations in this Report will make it easier for them to do so. But if  am wrong, it will not be a
poor outcome for consumers who can suffer a great deal of harm from unsuitable general advice.

Stockbrokers also worried about the effect of expanding personal advice. Stockbrokers provide
research reports to their clients on the basis that the recommendations in those reports are general
advice. They told us they were worried that the broader definition of personal will mean these reports
contain personal advice. Whether that is the case will turn on whether the reports are personalised.

If they are, the stockbroker will be providing personal advice to each of their clients who receives the
report (in saying this, | note there is a real risk that this is already the case today).

However, this does not mean the content of the advice will need to change in order to satisfy the
good advice duty. What is required by the duty will adjust with the nature and content of the advice.
There is a difference between:

* arecommendation addressed to client A to sell share X; and
* arecommendation to client A to sell share X if they are looking to sell any of their portfolio.

Both are personal advice, but in order to satisfy the good advice duty, the first will require
consideration of the client’s needs and objectives and financial situation, and the latter will not. It will
be good advice if the recommendation is soundly based. There is no reason to think the advice would
not also be in the best interests of the client.

Others worried about seminars. Any financial product advice provided in a seminar will in the ordinary
course be general advice. This will continue to be the case even where the seminar provider holds
information about the financial situations of the people attending the seminar. Again, whether this is
the case will turn on whether the content of the seminar has been individualised for each of the
attendees.

4.5.4 Adjustments to the recommendation

| acknowledge that expanding the definition of personal advice in the way that | am recommending
will mean that, in very large part, all one to one conversations and interactions between a customer
and their bank, superannuation fund or insurer will be personal advice conversations if they include a
recommendation or opinion about a financial product or a class of financial product. The ‘if’ is
important.

However, it was not and is not my intention that all financial product advice become personal advice
merely because the provider has information about the recipient. It was not and is not intended to
convert a widely broadcasted recommendation into personal advice. It was and is intended to better
align the law with the expectations of consumers. If financial product advice looks and feels like
personal advice, it should be treated by the law as such. If a customer would reasonably expect their
financial institution to use information they have about them when they give them financial product
advice, the law should require the institution to use that information in doing so.

The definition in my recommendation is slightly different to the one in the Proposals Paper so that it is
clearer that financial product advice will only be personal advice if it is ‘personal’ to the client or,
expressed in another way, if it is individualised. Advice will be individualised if it is prepared or
adjusted for or directed to a particular individual. If an email is sent to a customer’s email address and
the customer’s name is used, it will be directed to the customer. If the customer’s name is not used in
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the same email, it may not be directed to the customer (although it will depend on whether the
content has been individualised). While this might on its face appear to be an artificial distinction
which can easily be manipulated, it is an important one because the customer who is addressed by
their name might reasonably expect personal advice. The law would align to those expectations.

This still means that much of the general advice that is provided by financial institutions and other
financial services providers today will be personal advice. However, the recommendation does not
mean that financial institutions are required to give personal advice to their customers. What it does
mean is that institutions will need to consider whether they hold (or are likely to hold) information
about a customer’s financial situation or one or more of their objectives or needs before providing a
recommendation about a financial product to the customer.

4.5.5 Financial situation, objectives or needs

A name, address and date of birth do not constitute a person’s objectives, financial situation and
needs. A provider might assume that a customer of a certain age has particular objectives and needs,
but they do not know. This is not enough to fall within the definition of personal advice. Limited
information about a customer’s financial situation is also not sufficient to answer the description of
information about the customer’s financial situation. Something more will be required. This is the law
now. However, the phrase ‘one or more of the client’s objectives, financial situation and needs’ is
somewhat difficult grammatically (as was discussed in ASIC v WSAL) and | have recommended the
formulation be changed so that the law is clearer that a provider of advice will not have information
about a customer’s financial situation if they have limited information going to one aspect of it. Having
said that, in many cases, a customer’s bank, life insurer and superannuation fund will have a deal of
information which is likely to answer the description of the customer’s financial situation.

If a financial institution or other provider does hold such information (or if they think it is likely that
they hold such information), they will need to choose between providing information and giving
advice that takes into account such of the customer’s objectives, financial situation and needs as are
relevant to the advice. In many cases, where the advice is simple, what is relevant will be narrow. If
the information is difficult to access, and depending on the nature of the interaction with the
customer, the provider may need to ask the customer for that information again, before providing a
recommendation. In some cases, the recommendation may not be able to be made. That is a good
thing because no advice is better than poor advice.

The changes would not mean conversations which merely provide information, even tailored
information, become personal advice. They are not financial product advice today and they would not
be financial product advice under this recommendation. The changes would also not mean that all
financial product advice provided in seminars, on websites, in newsletters and research reports would
be personal advice. If the advice is broadcast widely and is not individualised (by being directed to or
adjusted for a particular customer), it will be general advice.

In saying this, | do recognise that there will be cases in which it will be difficult to determine whether
information that is tailored to the customer might contain a recommendation and therefore whether
it would meet the definition of personal advice. The changes | am proposing to the duties which attach
to giving personal advice will, | hope, encourage providers to assume they are providing personal
advice when they are in doubt. The changes are also intended to protect consumers from receiving
poor and harmful recommendations that do not take into account their relevant personal
circumstances. Both will be to the benefit of consumers.
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4.5.6 Recommendation

| recommend that the existing definition of personal advice in the Corporations Act be replaced with
the following:

Personal advice means financial product advice prepared or adjusted for or directed to a particular
client in circumstances where:

a) the client tells the provider of the advice their financial situation or one or more of their
objectives or needs; or

b) the licensee responsible for the advice, or a related entity of the licensee, if the licensee is a
body corporate, holds information about the client’s financial situation or one or more of their
objectives or needs.

The provider of the advice in paragraph (a) refers to the individual providing advice, if any, and
otherwise means the AFS licensee. It will be important for the definition to extend to information that
is held by a related entity of the AFS licensee (where the licensee is a body corporate) because
financial institutions often comprise of a group of companies which provide different products and
services to the group’s customers. Often the customers are not aware of the group structure and do
not know which entity they are dealing with and again, as is reflected in privacy policies, it is
commonplace for companies within a group to share customer information.

The definition of financial product advice and general advice would remain the same and so general
advice would continue to be financial product advice which is not personal advice.

Diagram 4.2: Effect of personal advice recommendation

Financial product advice

General advice

General advice

Personal
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Recommendation 1 — Personal Advice

The definition of personal advice in the Corporations Act should be broadened so that all
financial product advice will be personal advice if it is given to a client in a personal interaction or
personalised communication by a provider of advice who has (or whose related body corporate
has) information about the client’s financial situation or one or more of their objectives or needs.

Personal advice means financial product advice prepared or adjusted for or directed to a
particular client in circumstances where:

a) the client tells the provider of the advice their financial situation or one or more of their
objectives or needs; or

b) the licensee responsible for the advice, or a related entity of the licensee, if the licensee is
a body corporate, holds information about the client’s financial situation or one or more of
their objectives or needs.

The objectives of this recommendation are:

» for consumers to receive better quality advice which takes into account their personal
circumstances;

» for more personal interactions between consumers, financial institutions and other providers
to be subject to the greater obligations that will apply to personal advice than to general
advice; and

* toincrease regulatory certainty by making the boundary between general advice and personal
advice more certain.
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4.5.7 Costs v benefits

Consumers will benefit from the wider definition of personal advice. Financial institutions will not be
able to use general advice to sell financial products in personal interactions with their customers. This
will improve the quality of advice their customers receive. It will also give financial services providers
greater certainty about when they are providing general advice or personal advice.

As noted above, we have been told by some stakeholders that there will be a cost associated with this
change for those financial institutions that currently rely on general advice in their customer
interactions. If they wish to continue to provide financial product advice to their customers, they will
in the most part be giving them personal advice and they will have to satisfy the higher standard of the
good advice duty. Systems may need to be developed, staff may need to be trained and in some cases
financial advisers may need to be recruited to give personal advice to customers. However, the
obligations will not be as onerous as the obligations attaching to personal advice are now. The
obligations are addressed in Chapters 5 and 6.

There is a risk that some financial institutions will not be willing or able to provide personal advice in
circumstances where they currently give general advice. However, in my view, a recommendation that
is given to a customer that is unsuitable for that customer is not fit for purpose and should not be
given. And so, | believe the benefits this recommendation promises consumers will exceed the
difficulty and expense that might be borne by financial institutions.

Before turning to who should be able to provide personal advice in Chapter 5 and to the obligations
attaching to the provision of personal advice in Chapter 6, | will say something about general advice
and its regulation.

4.6 General advice

4.6.1 There will still be general advice

While expanding the definition of personal advice will bring more financial product advice into the
personal advice definition, it is not intended to and it will not convert all financial product advice into
personal advice. There will still be circumstances in which a person will be able to provide general
advice to a client. This will primarily be where they do not talk to the client on a one-to-one basis and
where they do not hold information about the client. This will be general advice.

There will continue to be an important place for general advice in the regulatory framework for
financial advice. Widely broadcasted advertising of financial products will also continue to be general
advice (if it is financial product advice). Research reports, seminars and newsletters that are not
individualised — directed to individual clients or adjusted or otherwise personalised for individual
clients — will continue to be general advice.

4.6.2 Regulation of general advice and the Proposals Paper

In the Proposals Paper | had suggested that general advice be removed from the AFS licensing regime.
| did not say and do not say that what is currently general advice cannot be valuable. | accept that
general advice can be valuable in appropriate circumstances.

Rather, my reasons for proposing that general advice not be separately regulated as a financial service
were because it would:

» simplify the regulatory framework;
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* neatly address the question about whether general advice was aptly named (there would be
nothing to name); and

* remove the obligation to provide a general advice warning.

| did not think it would cause any harm to consumers because most providers of general advice also
provide other financial services and so they would continue to hold AFS licences and they would
continue to be regulated as such. For those few (111 as at December 2022) AFS licensees authorised
to only provide what is now regulated as general advice, they would not require an AFS licence but
their conduct would continue to be subject to the consumer protection laws in the ASIC Act (because
the general advice would be connected with the issue of a financial product). Therefore, in either case,
the providers of general advice would not be able to provide a recommendation that was misleading
or deceptive. The greatest risk of consumer harm from general advice is that it is misleading or
deceptive and so leaving the regulation of this conduct to the misleading or deceptive conduct laws
seemed to me appropriate.

4.6.3 Concerns about the proposal to remove general advice from AFS
licensing

In consultations on the Proposals Paper, stakeholders raised concerns with removing general advice
from the AFS licensing regime. These concerns focused largely on the increased risk of financial
product advice provided by unlicensed providers (including financial influencers or ‘finfluencers’) and
consumers who receive this type of advice no longer having access to AFCA. The potential for
consumer harm would be heightened if this also allowed unlicensed advice providers to be able to
receive conflicted remuneration.

Research houses were also concerned that deregulating general advice would enable unregulated
entities to enter the market with the associated risk that the quality of research reports would be
compromised.

There were concerns that the changes would make it more difficult for ASIC to take action against
unscrupulous operators seeking to sell high-risk products under general advice models. ASIC pointed
to the difficulty of commencing proceedings for misleading or deceptive conduct and compared that
with the regulatory efficiency of taking administrative action to stop an unlicensed provider
undertaking a regulated activity without a licence.

Having listened to this feedback, | have been persuaded that there is merit in retaining the
requirement for providers of general advice to hold an AFS licence or to be the representative of an
AFS licensee and so | have not recommended its removal from the regulatory framework. | accept that
the obligation to hold an AFS licence is a regulatory barrier to mis-selling.

4.7 The regulation of general advice

4.7.1 Three issues

Retaining general advice as part of the regulatory framework, raises the following issues:

* whether general advice should be called something else;

* whether a provider of general advice should continue to be required to give a general advice
warning; and
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* how general advice should be regulated, noting it will be a smaller category of financial product
advice than it is today.

4.7.2 Renaming general advice

Many people have told us that general advice is misunderstood and should be renamed. Research
commissioned by ASIC and previous reviews have confirmed as much. However, none has identified a
better term. Suggestions made to us include renaming general advice as ‘general information” and
‘product information’. Neither is, in my view, an improvement because they ignore the fact the
definition of general advice applies (and will continue to apply) only where there is a recommendation
or opinion, and therefore where there is something other than mere information.

On 4 May 2021, ASIC released a report which said that there was no evidence a change in the label will
change consumer understanding and there were no better labels.®’

Given this conclusion, | have not recommended a change to the defined term ‘general advice’.
However, given its shortcomings, | do not think it is a term that should be given any prominence with
consumers, and there is no reason for doing so. Like the term financial product advice, it has utility for
purposes of the regulatory regime only.

4.7.3 General advice warning

Other than the obligations that apply to the provision of financial services, the sole obligation that
applies to a person when they provide general advice is to provide the general advice warning. It
requires the consumer to be told (warned) that the advice does not take into account their personal
circumstances and that they should therefore consider whether it is appropriate to them in light of
their personal circumstances.®®

| suspect because it is easier to give a warning than to decide whether it is required, it is commonplace
for information that does not contain a recommendation at all (and therefore it is not general advice)
to be accompanied by a general advice warning. In these cases consumers can be forgiven for
assuming the information is in fact advice, or merely ignoring the warning whenever they see it.

More problematic is that the general advice warning is sometimes used in an effort to present
personal advice as general advice. All can be harmful and they are not answered by a
recommendation that the consumer seek personal advice from a financial adviser when it is highly
unlikely they will.

ASIC’s research on general advice confirms that not only do many people not understand general
advice warnings but the prescribed warning can be counterproductive — an explanation that ‘any
advice’ does not take into account the person’s personal circumstances is in fact understood by some
consumers to do just the opposite —to take into account the person’s personal circumstances,
especially where the advice was provided in a personal (one-to-one) communication.

| therefore recommend that the obligation to give a general advice warning whenever general advice
is provided be removed. It seems clear not only that a general advice warning does not serve the
intended purpose — consumers are neither warned nor likely to in fact consider the appropriateness of
the advice to their own circumstances — but it can be harmful.

87 ASIC(2021a).
88 Corporations Act, s 949A.
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In saying this there will be cases where general recommendations about financial products may
require warnings about its limitations. However, this is a matter that should be considered on a case
by case basis and the law should not prescribe the terms of any warning. If a warning is required, it
should be crafted having regard to the advice and the audience. | would also suggest that providers of
general advice think carefully about recommending that a customer seek personal advice where it is
unlikely or not even feasible they would do so. Providing such a warning in these cases would be
disingenuous and providers should turn their minds to whether they are complying with their general
AFS licensee obligations when they provide general advice just as much as they must when providing
any other financial service.

Recommendation 2 — General Advice

General advice should continue to be a financial service, but the requirement for a general advice
warning to accompany general advice should be removed.

The objective of this recommendation is to reduce the unnecessary prescription in the regulation
of financial product advice and remove a source of confusion for consumers

4.7.4 Obligations attaching to the provision of general advice

An AFS licensee who provides general advice will continue to be required to comply with the
obligations that apply to AFS licensees more broadly, as well as the ban on conflicted remuneration.
While they are not a long list of obligations, | think they are well designed for their purpose. A provider
of general advice will need to ask whether it is efficient, honest and fair to provide general advice in
the relevant circumstances and, if the answer to that question is yes, they will need to go on to ask
whether their recommendations and opinions are accurate, honest and fair. If they are not, they will
breach the law.
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Chapter 5 — Who Should Provide Personal
Advice?

Chapter Summary

* Anindividual who provides personal advice must be a financial adviser (relevant provider) and
satisfy the professional standards under the Corporations Act.

* The number of financial advisers is declining, and there are not enough financial advisers to
meet consumers’ financial advice needs.

* To make personal advice more accessible and affordable, the range of people who are able to
give that advice needs to expand.

* Some personal advice does not need the skills, expertise and judgment of a financial adviser
and should be able to be provided by other people (and entities). Where this is the case, an
AFS licensee must determine what education and training is required for their representatives
to provide personal advice.

*  Where the client pays a fee for the advice, or the product issuer pays a commission for the
issue of a product to which the advice relates, the personal advice should only be able to be
provided by a financial adviser who meets the professional standards.

Objective

* The objective of the recommendations in this Chapter is to increase the supply of personal
advice, so that personal advice is more accessible and affordable for consumers. The
recommendations will also serve to increase the professional standing of financial advisers
who are professionals and who are entitled to charge a fee for their advice.

5.1 Areminder of the purpose of the Review

The purpose of the Review is to recommend changes to the regulatory framework that will increase
the accessibility and affordability of quality financial advice. The purpose of the recommendation to
expand the definition of personal advice is to improve the quality of financial advice. Advice is more
likely to be quality advice if it responds to the objectives, financial situation and needs of the
consumer, and so this means the obligations attaching to personal advice must require the provider to
consider such of them as are relevant to the advice.

This in turn raises the question of accessibility and affordability. The law requires a person who gives
personal advice now to consider the client’s objectives, financial situation and needs, but too few are
willing or able to do so. And so, the purpose of the Review would be undermined by my
recommendation to expand personal advice unless more providers are willing and able to provide
personal advice.
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| set out my recommendation for who can provide personal advice to retail clients in this Chapter. | set
out my recommendations for how the provision of that advice should be regulated in Chapter 6. While
the topics are addressed in separate chapters, to understand how they will assist to improve
accessibility, affordability and quality, they need to be read together.

5.2 Not all personal advice needs to be provided by a
relevant provider

5.2.1 What the law says now

A person who provides personal advice to retail clients must hold an AFS licence or be a
representative of an AFS licensee.

Where the advice provider is an individual they must be a ‘relevant provider’ under the Corporations
Act. Subject to the transitional requirements, a relevant provider must have an approved bachelor or
higher degree, they must have passed an exam and have completed relevant work experience. They
must also comply with ongoing professional development requirements and the Code of Ethics. The
precise requirements are the subject of a separate review. However, the advisers | have spoken to
have all impressed on me that they are professionals with specialist skills and expertise. My
recommendations proceed on this basis.

There are some exceptions to the regime just described which apply where personal advice is
provided about a basic deposit product, general insurance product or consumer credit insurance (or
any combination of these products), but subject to those exceptions it means that all personal advice
must be provided by a relevant provider unless the advice is provided by a body corporate. Relevant
providers practise as financial advisers, financial planners and stockbrokers and as such they can have
different skills and specialisations. Throughout this Report | sometimes refer to financial advisers
when, strictly, | should refer to ‘relevant providers’. | do so because it is a more natural and better
understood term than relevant provider. In doing so, | apologise to the financial planners and
stockbrokers and would like to reassure you that, despite this, you have not been forgotten.

5.2.2 Who should be authorised to provide personal advice?

If the definition of personal advice is broadened as | have recommended (Recommendation 1), more
advice will be personal advice and, under the current law, that advice would have to be provided by a
financial adviser or a body corporate (for example, by online messages, superannuation calculators
and digital advice tools). There are only around 16,000 financial advisers in Australia and their
numbers are declining. If the regulatory framework continues to require all personal advice to be
given by a financial adviser (where it is given by an individual), it would exacerbate the existing
accessibility and affordability issues which are part of the reasons for this Review. Happily, | do not
think it is necessary or in the interests of consumers to require all personal advice to be given by a
financial adviser.

89 See the definitions of ‘relevant provider’ and ‘relevant financial product’ in section 910A of the
Corporations Act.
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Chart 5.1: Number of financial advisers in Australia®®
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The spectrum of financial product advice is very broad. There are simple questions which can be
answered simply. There are also discrete issues which can be addressed by limited or episodic advice.
In a report by the Conexus Institute, 40 per cent of surveyed consumers said that they wanted advice
on a topic-by-topic basis as and when an issue arises.?* Consumers are seeking advice from their
financial institutions in addition to financial advisers, with the number of members seeking advice
from their superannuation fund rising.

It is also clear that even where the advice is not simple, many of us have common needs and so not all
advice is unique. This means that technology and digital advice tools can be used to support people
who are not financial advisers to provide personal advice, which without that support, could only be
provided by financial advisers. Digital advice tools can also be made available directly to consumers.
Some already are and improvements in technology mean that they are increasingly able to provide
more sophisticated personal advice.

Financial advisers are professionals with skills and expertise which put them in a position to provide a
real benefit to their clients and they will continue to play a vital role in providing personal advice. But
the regulatory regime must allow other advice providers to provide personal advice to consumers to
increase the accessibility of personal advice.

We have been told during the consultation process that, with the right regulatory framework, product
issuers would like to provide more personal advice to their customers (or in the case of
superannuation funds, their members). They should be encouraged to provide helpful personal advice
to their customers and members. The regulatory framework should therefore assist them to do so. For
the reasons set out above, it is both impractical and unnecessary to require them to recruit financial
advisers to provide all of that advice.

90 Source: ASIC Financial Adviser Register (as at 1 December 2022).
91 Conexus Institute (2022), page 23.
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5.2.3 When should advice be required to be given by a relevant provider?

If someone other than a relevant provider is able to provide personal advice to retail clients,
2 questions need to be answered:

* are there any circumstances in which only relevant providers should be able to give personal
advice; and

* if so, what are they?

A relevant provider is a professional. They have skills and expertise which allow them to exercise
discretion and judgment when providing financial advice to their clients. There will be many cases
where an adviser is required to apply their expertise and exercise judgment in order to express an
opinion or make a recommendation that meets the objectives and needs of the client. And so my
answer to the first question is yes — there should be circumstances in which only relevant providers
can give personal advice to retail clients.

The second question is more difficult because | do not think it is possible or desirable for the law to
create a boundary between advisers on the basis of whether expertise and judgment is called for in
providing particular financial advice or advice to a particular person. It will never be clear how much
expertise or how much judgment is required nor will it be a constant. People have complained about
the uncertainty of the law and so | do not want to introduce new areas of uncertainty without good
reason.

In any case, | do not think it is necessary. In my view, it is possible to do indirectly what cannot be
done directly. The relationship between the advice provider and the consumer provides a good
indicator of the degree of expertise and judgment that is expected to be exercised by the advice
provider. A consumer who pays a fee for personal advice, pays for the adviser’s expert opinion or
recommendation and, in forming that opinion or recommendation, the consumer is entitled to expect
the adviser to apply their expertise and judgment.

The exception to these observations is the circumstance in which providers of advice are paid
commissions. Financial advisers may be paid a commission for the sale of life insurance. Commissions
are paid by the insurer for the sale of the product and not by the client for the advice they provide.
Nevertheless, in this case, the commission is paid instead of an advice fee (or in some cases as well as)
and the client is very likely to expect (and is entitled to expect) the adviser’s opinion or
recommendation to be of the same standard as it would be had the client paid an advice fee. So, for
the purposes of determining the circumstances in which personal advice must be given by a financial
adviser, | treat an advice fee and a commission in the same way.

The law should be able to draw a clear line between advice for which a fee is paid and advice for which
it is not. It should also be able to identify when a commission is paid. In my view, these are the bright
lines which should be used to separate advice that must be provided by a financial adviser (if the
provider is an individual) and advice that may be given by someone who is not a financial adviser. Only
a financial adviser will be entitled to charge a fee for their advice.

| acknowledge that this does not say that personal advice for which expertise and judgment is required
must be provided by a financial adviser and it does not say that only advice that requires very little or
none, can be provided by someone who is not a financial adviser. However, | think it will provide an
effective way of achieving the same thing, in substance. It is unlikely that product issuers and other
distributors of financial products would be willing or able to provide complex advice to customers
without charging a fee for that advice.
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The recommendation also recognises and rewards the knowledge and skills of financial advisers by not
permitting any other person to charge a fee for their advice or to receive a commission where a
product is sold as a result of their advice.

The recommendation (as with the current requirement to be a relevant provider) applies only where
an individual provides personal advice and so it would not stop a fee being charged for digital advice.

5.3 Proposals Paper feedback

5.3.1 The proposal

In the Proposals Paper, | suggested that personal advice should only be able to be given by a financial
adviser where:

» the client pays a fee for the advice, or the financial adviser (or their authorising licensee) receives a
commission in connection with the advice; or

* thereis an ongoing advice relationship between the financial adviser and the client, or the client
has a reasonable expectation that such a relationship exists.

If neither limb was satisfied, personal advice could be provided by someone other than a financial
adviser.

Some people said the second limb of the test was too ambiguous, turning on the consumer’s
perception. This was a particular issue for superannuation funds that worried their members may
believe they had an ongoing advice relationship with the fund merely because they were a member.
While | doubt this would have been right, after considering the feedback on this part of the proposal,

| have decided that it is not only impractical but also unnecessary to include an ongoing advice
relationship or the expectation of one in the test for when only a financial adviser may give personal
advice. The work is done by the first limb — advice must be provided by a financial adviser (relevant
provider) when a fee for advice or a commission is paid. This test is simpler and more certain than that
which | proposed in the Proposals Paper.

Before coming to the recommendation, | set out below the concerns that were raised by some
stakeholders on the first limb and my responses.

5.3.2 Product issuers distributing financial products

A few stakeholders did express concerns about the proposal because it would allow product issuers to
use personal advice to distribute their own financial products, and even other issuers’ financial
products. They also expressed concerns that product issuers could employ people who were not
relevant providers to give that advice. They noted that a product issuer would not have to charge a fee
for the advice because they would profit from the associated product sales. In short, they worry about
vertical integration.

Product issuers do sell their own products. They do this currently, either through general advice or by
employing financial advisers and while that is no answer to the concerns that have been raised by
some stakeholders, it does indicate that it is unrealistic to stop financial institutions selling their own
financial products. In my view, it is also not desirable to stop product issuers distributing their own
financial products where those products are useful and suitable for the issuer’s customers. This is the
work of the DDO regime.
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5.3.3 Financial products are not really products

As | said in Chapter 1, financial products are not manufactured. They do not exist separately from the
client’s relationship with the issuer. And so an issuer must invite customers to acquire their financial
products. In doing so, they will inevitably give financial product advice. An advertisement for a
superannuation fund or an insurance product will include a recommendation to acquire the product
and the issuer will intend that recommendation to influence the consumer to do so, or at least to
consider doing so. That is in the ordinary course enough to constitute general advice. No one has told
us that a financial institution should not advertise their own products and it follows that no one has
said that a financial institution should not be able to give general advice.

And so, it appears that the critics of vertical integration think that financial institutions should not be
able to give personal advice about their own products. They worry that that the advice will always be
conflicted and therefore can never be in the interests of consumers. | agree that the advice will always
be conflicted — it is highly unlikely that it would be in the interests of a financial institution to turn
away customers. But that is not enough reason to say they should not be able to give personal advice.
Rather it means the law should work harder at making it possible for them to do so safely and in a way
that serves their customers’ interests.

5.3.4 Marketing and advice

| do not think that personal advice provided by a product issuer can never be in the interests of
consumers. It is in the interests of consumers for financial institutions to talk to their customers and
provide them with advice. When a customer asks for advice, | do not think it is appropriate for the
institution to provide general advice. While an advertisement can be harmless, we have seen in
Chapter 4 that general advice given in a personal interaction can be unhelpful and even harmful. And
so, in my view, the object of the regulatory regime should be twofold — it should encourage product
issuers to design useful financial products with fair terms and conditions and it should encourage
issuers and other distributors of financial products to provide advice about those products in a way
that is honest, fair and helpful.

The relatively new design and distribution obligations in the Corporations Act go a long way to
meeting the first objective. They require issuers of financial products to ensure their products are in
fact useful and well suited for their customers before they can be distributed and ASIC has a product
intervention power available to it when they are not. The recommendations in this Report are
intended to meet the second objective by requiring providers to give honest, fair and helpful —that is,
good — advice to their customers.

5.3.5 Financial advisers as consumer protection

Before leaving this topic, | should note that some people have also raised the possibility that financial
institutions and other distributors of financial products will employ people who are not financial
advisers to sell financial products whether or not the products are suitable for their customers. In
short, they say these recommendations will allow mis-selling and consumer harm. My response to that
is that all of these things have happened under the existing law. It is clear that financial advisers are as
capable of breaking the law as other people. Some of the most egregious examples in the Royal
Commission involved financial advisers and the recent case of Dixon Advisory provided another stark
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example of financial advisers with a duty to act in the best interests of their clients selling products
issued by a related entity to clients despite them being highly unsuitable for their clients.®?

The design and distribution obligations which commenced on 5 October 2021 adopt a very different
approach to trying to stop self-interested mis-selling of financial products to consumers. ASIC's
submission to the Senate Inquiry into the Sterling Income Trust®® discusses how the design and
distribution obligations could have stopped the mis-selling (and likely issuing) of interests in the
group’s managed investment schemes, had they been part of the law at the time. The ban on
conflicted remuneration for investment products is also important — it is unlawful to provide an
incentive (other than to assist one’s customers, which is to be encouraged) for recommending another
issuer’s financial product.®*

And finally, in my view the recommendations in this Report will help. Whether or not a product issuer
distributes a financial product with the assistance of a financial adviser, a customer service officer or
an online advice tool, a recommendation to buy their financial product must be good advice. This is
not a weak obligation.

5.3.6 New definition for relevant providers and where the line is drawn

Having said all of this, there was in fact broad support for the idea that not all personal advice should
have to be given by a financial adviser. Many people recognised the benefit of expanding the supply of
advice beyond financial advisers as a means to increase the affordability and accessibility of financial
advice.

How that could be achieved was the subject of discussion. Financial advisers in particular queried
whether:

» theright to charge a fee for advice was the right place to draw the line; and

* the law should require everyone who gives personal advice and who is not a financial adviser to
meet prescribed education and training requirements.

At its most extreme they said that lowering the education and training requirements for a large group
of personal advice providers would result in poor quality advice causing consumer harm. They did not
say this would be due to intentional negligence on the part of the advice provider, but worried that it
could follow from the provider’s lack of expertise. They doubted that someone who was not a financial
adviser could identify when the advice they were giving required more expertise than could be
provided on the basis of their own training and skills or their script.

These financial advisers also told us that only financial advisers should be able to give complex advice,
and that anyone else should only be able to give simple advice. Some suggested that someone who
was not a financial adviser should only be able to give advice about specific topics or ‘intra-fund
advice’. | do not think any of these proposals are practical and nor do | think they are desirable.

92 Australian Securities and Investments Commission v Dixon Advisory & Superannuation Services Ltd [2022]
FCA 1105.

93 ASIC (2021c), Senate Inquiry in the Sterling Income Trust: Submission by the Australian Securities and
Investments Commission.

94 | note the decision in Australian Securities and Investments Commission v Commonwealth Bank of Australia
[2022] FCA 1149 has cast some doubt on the breadth of the conflicted remuneration provisions and assume
that if the decision is not overturned on appeal, the law will be amended to ensure that conflicted
remuneration extends to intra-group arrangements.
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Again, as | noted earlier in this Chapter, it would be very difficult to legislate based on whether advice
is simple or complex. It is likely that people will hold different views about what is complex and what is
simple. Indeed, some people have told us there is no such thing as simple advice. Other stakeholders
have suggested that a line could be drawn based on the subject matter of the advice, but | would
worry that advice about a particular subject might be simple in some circumstances and complex in
others. Drawing the line at intra-fund advice would create a special rule for superannuation funds
which | think is unwarranted. Customers of all financial institutions will benefit from greater availability
of personal advice about a full range of financial products, not only members of superannuation funds.

These suggestions also tend to ignore the fact that the law does not require a body corporate that
provides advice now to be a relevant provider or even to employ a relevant provider.®> More of this
advice is provided digitally and there is every reason to think that the technology will continue to
improve such that there will be more and more cases where the advice provider will be a computer
program or algorithm, while the human adviser, where they are involved at all, will be the
intermediary between the program and the customer. In many cases, | anticipate that it will be
difficult to draw a clear line between advice given by individuals and advice given by a body corporate.
By opening up the provision of some personal advice to people who are not financial advisers, these
recommendations will mean it is less important to do so.

This then leaves the question about whether the law should require people who provide personal
advice and who are not financial advisers to have any minimum education or training. Some
stakeholders suggested all of these people should hold a relevant Certificate Il or IV or Diploma. Some
said the advice should be given under the supervision of a financial adviser. | do not think it is
necessary or desirable to prescribe either.

Financial advisers have raised concerns that the professional standards are too rigid and that they do
not take account of the breadth and variety of financial advice. And so doing so again for people who
provide advice but who are not financial advisers would very likely repeat the same difficulty. The
Corporations Act requires an AFS licensee to ensure that its representatives are adequately trained
and competent.®® This is a clear and unambiguous obligation which if complied with and enforced is
entirely fit for the job. It will allow AFS licensees to look carefully at the advice they want their staff to
provide and then to decide what training they need. Where the advice is narrow and simple, and the
staff member can be guided by a script, that may be relatively little. Where the advice is complex and
calls for an exercise of expertise and judgment, they may decide that the advice should in fact be given
by a financial adviser (even in circumstances where a fee is not charged for that advice).

If there is a genuine need for greater assistance in determining the minimum education and training
standards, this could be done through RG 146 (which requires updating) or by standards determined
by relevant professional associations. In either case, minimum training or education requirements
should recognise not only the wide variety of topics on which financial advice is provided but also the
different circumstances which can apply to providers of that advice. For example, those who are
assisted by a digital advice tool will likely need less and different training than someone who is
entrusted to exercise some discretion when they provide advice.

95 It requires that the body corporate have one or more responsible managers who together have the skills
and experience necessary to provide the financial services the entity is authorised to provide. The current
definition of relevant provider in section 910A of the Corporations Act provides that only individuals
(natural persons) are required or can be relevant providers.

96 Corporations Act, s 912A(1)(f).
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5.3.7 Recommendation

And so, | recommend that the Corporations Act be amended to say that:
Personal advice must be provided by a relevant provider where:
a) the provider is an individual; and
b) either:
i) the client pays a fee for the advice; or

ii) the issuer of the product pays a commission for the sale of the product to which the
personal advice relates.

The following points are relevant to the application and interpretation of the recommendation.

The existing exception for basic banking products, general insurance products and consumer credit
insurance (and any combination of these products) would remain and so, personal advice about these
products could also be provided by a person who is not a relevant provider even if a fee is paid for the
advice or a commission is paid by the product issuer.

If this recommendation is adopted, in every case in which the Corporations Act does not require a
relevant provider to give personal advice, it will be a matter for the AFS licensee to determine whether
the personal advice can be provided by an individual who is not a financial adviser, if an individual is
providing the advice at all. It is likely that there will be more and more cases where advice is given
without an individual.

Advice is provided by an individual when the individual is dealing personally with the client and when
the individual is formulating the advice. Advice is not provided by an individual merely because an
individual provides assistance to a person who is receiving digital advice.

A client pays a fee for advice if they pay it personally (for example, using their credit card or bank
account) or if they direct a product issuer to pay the fee (an adviser service fee paid from a
superannuation fund for example). The fee does not have to be paid to the individual providing the
advice, although it must be a fee paid for the personal advice and not for another service (investment
management for example). The requirement to be a relevant provider will apply even if the advice fee
is paid to another person, for example to the authorising licensee or a corporate authorised
representative.

A fee for advice does not include a product fee, even where the product holder is entitled to receive
personal advice from time to time at no additional cost. Therefore, where the cost of advice (for
example intra-fund advice in superannuation) is bundled into an administration fee this would not be
a fee for advice for the purposes of this recommendation (for example, intra-fund advice could be
provided by a non-relevant provider). This for 2 reasons — first, it is an acknowledgement that there is
a cost to providing all advice and second, because a financial adviser is entitled to be paid an express
fee for their advice.
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Recommendation 3 — Relevant providers

Amend the Corporations Act to provide that personal advice must be provided by a relevant
provider where:

a) the provider is an individual; and
b) either:
i) the client pays a fee for the advice; or

ii) the issuer of the product pays a commission for the sale of the product to which the
personal advice relates.

In all other cases, personal advice can be provided by a person who is not a relevant provider.

The objective of this recommendation is to increase the supply of personal advice, to make it
more accessible and affordable for consumers.

5.3.8 Costs v benefits

This recommendation will mean that financial institutions and advice firms will be able to employ and
train people with different backgrounds and experience to help them provide personal advice to their
customers and clients. They will be able to answer customer questions more directly and more
helpfully than they can now. With appropriate training, guidance and supervision, they will be able to
give simple and limited scope advice as and when customers ask for it. As noted in Chapter 4, in very
many cases, personal advice is more likely to meet the needs of consumers than general advice.

It is possible, but it is highly unlikely that financial institutions will use this recommendation to employ
customer service officers or call centre staff to give comprehensive advice or to distribute products
issued by other financial product issuers. In the first instance, unqualified staff will not have the
expertise to provide the advice. In the second, there is little incentive for them to do so. There
continues to be a ban on conflicted remuneration for investment products, there is the obligation to
provide financial services efficiently, honestly and fairly and there will be the good advice duty. When
it comes to selling a financial product, this will not be a light obligation.

Financial advisers will continue to provide more complex advice covering a broader range of topics
and products than product issuers. That advice will have greater value for their clients than simply the
products they recommend and only financial advisers will be able to charge a fee, or receive a
commission, for their advice. Financial advisers have told us they want to give comprehensive and
complex advice to their clients, it is what they are qualified to do.

And so, the changes that will follow from this recommendation will in my view, complement, not
replace, the existing financial advice practices in Australia. Only a relevant provider is able to call
themselves a financial adviser, financial planner or stockbroker (as the case may be). This will continue
to be the case and these labels will become more valuable. Financial advisers will be able to promote
their skills and expertise, as well as their independence (if they are) using these labels and it is my
expectation that advice provided by financial advisers will be regarded differently and more highly
than that provided by product issuers. This is not to say that the advice provided by financial
institutions and other product issuers will be of a poorer quality. It too must be fit for purpose.
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5.4 Accountants and financial advice

5.4.1 Background and current law

The Terms of Reference ask me to consider the application of the financial advice regulatory
framework to ‘certain activities and professions’. The activities refer to advice about taxation matters
and the professions refer to accountants. As part of this | have been asked to consider
Recommendation 7.2 of the Review of the Tax Practitioners Board. That Review recommended that
the Government review the advice accountants can give in respect of superannuation.

In 2022, changes were made to the law that removed the overlapping regulation of financial advisers
who provide incidental tax advice.®” These changes provide that financial advisers who also provide tax
(financial) advice services® must be ‘qualified tax relevant providers’ and regulated by ASIC under the
Corporations Act.®® Prior to this they were required to be registered and regulated by both the Tax
Practitioners Board (TPB) under the Tax Agent Services Act 2009 (TAS Act) and by ASIC under the
Corporations Act. These changes are intended to make it easier and less costly for financial advisers to
provide tax advice which is incidental to the financial advice they provide to their client. The tax advice
they can give is limited.

The relief is only one way and so a registered tax agent (most accountants are registered tax agents
although many registered tax agents are not accountants) is not able to give financial product advice
unless they hold an AFS licence or are authorised to give that advice as a representative of an AFS
licensee. There are a few exceptions to this. These include where advice is provided:

* on the tax implications of financial products (such as interests in self-managed superannuation
funds (SMSFs);1®

* on establishing, operating, structuring or valuation of a superannuation fund, but does not relate to
the acquisition or disposal of a superannuation product or the acquisition or disposal by the
superannuation fund of a financial product (or class of financial product);*** and

* by aregistered tax agent or BAS agent that is a reasonably necessary part of their ordinary
activities.X%?

Accountants were able to give limited advice about SMSFs prior to 1 July 2016 without needing to hold
an AFS licence. After that date an accountant who wished to continue to provide advice that was
broader than that permitted by the exemptions in the Corporations Act was able to apply for an AFS

97 The Financial Sector Reform (Hayne Royal Commission Response— Better Advice) Act 2021, which amended
the Corporations Act and the Tax Agent Services Act 2009, implemented the Government’s response to
recommendation 7.1 of the Tax Practitioners Board Review by introducing a single registration and
disciplinary system under the Corporations Act for financial advisers who provide tax (financial) advice
services and removing duplicate regulation.

98 ‘Tax (financial) advice services’ is defined in section 90-15 of the TAS Act as a tax agent service provided by
an AFS licensee or their representative in the course of giving advice of a kind usually provided by licensees
or their representatives (i.e. tax advice incidental to the provision of financial advice).

99 Section 910A of the Corporations Act defines ‘qualified tax relevant provider’ as a person who is a relevant
provider and who has met the additional education and training requirements for providing tax (financial)
advice services set out in a determination made under section 921BB(1) of the Act.

100 Corporations Regulations 2001 (Corporations Regulations), reg 7.1.29(4).

101 Corporations Regulations, reg 7.1.29(5).

102 Corporations Act, s 766B(5)(c).
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licence, with authorisations limited to providing advice about SMSFs as well as class of product advice
about superannuation products, securities, simple managed investment schemes, insurance products
and basic banking products (an AFS licence with these authorisations is referred to as a ‘limited AFS
licence’).1® Limited AFS licence-holders are still required to meet all of the relevant obligations that
attach to a licensee, including complying with the general obligations of an AFS licensee, holding
professional indemnity insurance, being a member of AFCA and paying the ASIC levy and so, the
benefits of a limited licence seem, well, limited. It is then unsurprising that few accountants or other
tax agents have taken up the opportunity to hold a limited AFS licence.

5.4.2 Feedback from stakeholders

The associations representing accountants and SMSF professionals have said accountants should be
able to provide advice more broadly about their clients’ superannuation needs, including whether to
establish a SMSF without an AFS licence, limited or otherwise, and without being a representative of
an AFS licensee. They pointed to their education, their expertise and the fact that they are trusted
advisers to their clients. They worried that the scope of the existing exemptions for tax advice
(outlined above) were uncertain and insufficient

5.4.3 Role of registered tax agents in providing financial advice

Accountants play an important role in assisting their clients with their financial arrangements. They
are a trusted source of advice for their clients, and for the many who are registered tax agents they
are required to meet education and training standards under the TAS Act.

However, this does not mean they should be given an exemption from the framework that regulates
the provision of financial advice. They have expertise in tax matters. Tax is a critically important aspect
of superannuation, but the matters that are relevant to a decision to establish and maintain a SMSF
and to rollover superannuation into a SMSF are much broader than those relating to tax. Advice on
superannuation products, including interests in SMSFs, is financial product advice. And it should be
regulated as financial product advice. | do not see any reason for making an exception. This will ensure
that consumers who receive this advice will do so with the same protections as all other recipients of
financial product advice, including that the advice is good advice (if it is personal advice), the
requirement for advice providers to act in their best interests (if a fee is charged for the advice) and
access to AFCA, just to name a few. These are important protections, which would not otherwise be
available under the TAS Act or any other Act.

There is extensive research that shows that SMSFs are not suitable for many consumers. | agree. They
should not be established lightly. Advice to establish an SMSF should only be given in circumstances
where it would be good advice to do so.

That said, | am not unsympathetic to the concerns raised about the costs associated with providing
this advice. They are high. Much of this relates to matters outside my Terms of Reference, such as the
education and training standards, professional indemnity insurance and the ASIC levy and will need to
be considered separately.

However, there are things | can do. The recommendations | make in this Report will make it easier for
all advice providers, including accountants who are authorised by an AFS licensee to provide this
advice, to provide personal advice to their clients. It will also make it easier for them to provide limited
or one-off advice.

103 Corporations Regulations, regs 7.8.12A and 7.8.14B.
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For all of these reasons, | am not recommending any changes to the advice accountants (and more
broadly registered tax agents) can give. | think there are sufficient exceptions and options that
accountants and registered tax agents can choose from to adapt their business model as required,
depending on what advice they want to provide to their clients.

Also, while there does not appear to be much merit in holding a limited AFS licence, my
recommendations will not stop those who wish to do so (or take it away from those who already hold
one).
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Chapter 6 — How to Regulate Personal Advice

Chapter Summary

e The best interests obligations that apply to a person providing personal advice regulate the
adviser’s conduct rather than the adviser’s advice, are difficult and costly to comply with and
have not been effective in preventing consumer harm.

* A more effective approach to the regulation of financial advice will be to focus on the content
of the advice rather than the process undertaken by the adviser in formulating the advice.

* The current best interests obligations should be replaced with a duty to give good advice.
Good advice is advice that, at the time the advice is provided, is fit for purpose having regard
to the scope, content and nature of the advice, the client’s relevant circumstances and is, in
all the circumstances, good.

* |If personal advice is provided by a financial adviser, the good advice duty should apply to that
individual. In all other cases, the good advice duty should apply to the relevant AFS licensee.

* In addition, financial advisers who meet the professional standards should be subject to a new
statutory best interests duty. This should be a true fiduciary duty (without a safe harbour).

Objectives

The objectives of the recommendations in this Chapter are to:

* regulate the content of financial advice rather than the process which is followed by the
advice provider;

* recognise that personal advice is given to consumers by financial institutions as well as
financial advisers and ensure the regulation of financial product advice is fit for both; and

* impose a true fiduciary obligation on financial advisers who have undertaken to provide
advice in the interests of their clients.

6.1 Regulating personal advice

6.1.1 The next part of making quality advice accessible and affordable

This Chapter brings me to the next element of the recommendations to make quality advice more
accessible and affordable — the obligations that apply to the provision of personal advice. For the
reasons set out below, | am recommending 2 obligations:

* aduty to give good advice that will apply to all providers of personal advice to retail clients; and

* atrue duty for relevant providers (financial advisers) to act in the best interests of their clients.

Chapter 6 — How to Regulate Personal Advice | 83



These will replace the existing best interests obligations in Division 2 of Part 7.7A of the Corporations
Act.

6.1.2 Current regulatory framework

The centrepiece of the current regulatory framework is the best interests duty and the related
obligations in Division 2 of Part 7.7A of the Corporations Act. They require a person who provides
personal advice to a retail client to:

* actin the best interests of the client in providing the advice, which the provider may satisfy by
complying with the safe harbour steps;'®

« provide advice that is appropriate to the client assuming the best interests duty is satisfied;%

+ give a warning to the client if the advice is based on inadequate or insufficient information;'% and

» give priority to the client’s interests if there is a conflict between the interests of the client and the
provider or the interests of the client and the interests of an associate of the provider.1%’

These duties and their shortcomings are discussed in some detail in Chapter 2. Stakeholders have told
us they are complex, difficult to understand and inflexible. The judiciary agrees. | refer you again to
Justice Buchanan in Casaclang (see Chapter 1 above) who says:

The ... provisions of Chapter 7 do not, in my view, act as an effective guide to conduct
at all.1%

This is a particularly damning assessment, especially for a regime that centres on the regulation of
conduct. For the purposes of the Review, these duties are relevant because it is clear they are an
impediment to product issuers and other distributors of financial products giving personal advice to
their customers. They are also a barrier to financial advisers providing affordable advice, attracting
new advisers and maintaining viable practices.

6.1.3 The best interests duty

In considering the difficulties and impediments to giving personal advice to consumers, the best
interests duty in section 961B(1) of the Corporations Act deserves special mention. Many people see it
as a bulwark against poor and even harmful advice. One stakeholder described it as ‘totemic’. |
understand a totem to be an object which has no intrinsic meaning but to which much meaning is
attached — put differently, it is a symbol. And so | agree with the stakeholder, although | understand
that this is not the kind of agreement they sought — the current obligation in the Corporations Act to
act in the best interests of the client in relation to the provision of personal advice is totemic. It is in
many ways just a symbol upon which its advocates project their own meaning. Its critics (among
whom | include myself) say the duty bears little resemblance to a best interests duty in the general law
and has nothing to say about the quality of advice provided to the client. Instead, it directs attention
to the adviser’s process in formulating their recommendations.

104 Corporations Act, ss 961B(1) and 961B(2).
105 Corporations Act, s 961G.

106 Corporations Act, s 961H.

107 Corporations Act, s 961J.

108 Casaclang [2015] FCA 761, paragraph 236.
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The point is made starkly by Justice Charlesworth in ASIC v MobiSuper Pty Limited [2022] FCA 990:

The [best interests duty] is concerned with the processes carried out by an adviser in
relation to providing personal advice. Its concern is with the conduct of the advice
provider and not the content of the advice ultimately given.'®

To be clear, a fiduciary duty to act in the best interests of a client is a stringent and important
obligation. It requires the fiduciary to exercise their powers and discretions solely for the benefit of
the beneficiary and so that they are honestly and freely able to do so it says the fiduciary cannot have
a conflict and cannot accept a personal benefit other than with the consent of the beneficiary. In my
view this expresses perfectly the duty that should apply to a financial adviser who is paid a fee for their
advice (and | discuss this later in this Chapter). However, it is ill-suited to an employee of a financial
institution whose job it is to recommend and sell financial products on behalf of their employer. But
the best interests duty in the Corporations Act treats the financial adviser and the employee in the
same way and, perhaps because of that tension, the obligation is compromised. It borrows the
language of a fiduciary duty, but the safe harbour steps and the duty of priority make it clear that it
does not create or apply one.

And so, it is not surprising that it does not work well.

6.1.4 Consumer protection

We are all familiar with the financial advice case studies in the Royal Commission. Many of us are also
familiar with the recent Dixon Advisory collapse. These all involved financial advisers with a duty to act
in the best interests of their clients and they all provide evidence that the best interests duty and its
related obligations have not been enough to prevent consumer harm. In his Final Report
Commissioner Hayne said:

Experience (too often, hard and bitter experience) shows that conflicts cannot be
‘managed’ by saying, ‘Be good. Do the right thing’. People rapidly persuade
themselves that what suits them is what is right. And people can and will do that
even when doing so harms the person for whom they are acting.'!

Duties which focus on the process of formulating advice rather than the content of advice in my view
provide an opportunity for the adviser to persuade themselves that their advice is in the interests of
their client. Of course, words (in this case the Corporations Act) cannot stop someone breaking the

109 Australian Securities and Investments Commission v MobiSuper Pty Limited [2022] FCA 990, paragraph 80.
110 Australian Securities and Investments Commission v Dixon Advisory & Superannuation Services Ltd [2022]
FCA 1105 is a very recent example of poor and conflicted advice. In that case, advisers recommended
interests in financial products issued by related parties. The parties to the proceedings accepted they were
‘highly risky” investments. Justice McEvoy said:
In providing the advice the representatives were implementing an advice process established
by DASS which recommended financial products for clients based on standard parameters
and the clients’ DASS risk profile.

It is noteworthy that the representatives adopted an approach which was very similar to the
approach adopted by the representatives of Storm Financial, although they purported to do
so using the safe harbour steps in s 961B(2) of the Corporations Act. Now in this case, they
breached the law. It is noteworthy that the financial products were ‘highly risky’ investments.
In short, the advice was not merely poor, but it was harmful.
111 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 178.
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law and in many of the case studies and in the Dixon Advisory case, the law was broken. But these are
extreme examples of a continuum and it is entirely feasible that an adviser might follow the safe
harbour steps and provide poor advice. Indeed, the evidence suggests that this is still too common.

So much is clear in ASIC’s review of 233 superannuation advice files in 2019.12 The files were reviewed
for compliance with the best interests duty and related obligations and the ‘switching advice’
requirements in section 947D of the Corporations Act. It says:

Overall, in 120 files (51%) we found that the advice provider did not demonstrate full
compliance with the best interests duty and related obligations.

Of the files that did not demonstrate full compliance with the best interests duty and
related obligations, in 36 files (15%) there was an indication that the member was at
risk of suffering financial or non-financial detriment as a result of following the
advice provided. 3

ASIC's review of superannuation files took place more than 5 years after the commencement of the
best interests duty and the ban on conflicted remuneration.'

The life insurance advice files assessed for this Review showed similar results — while the advice files
improved between 2017 and 2021, the advice is often still not very good.

6.1.5 Process based obligation increases the cost of advice

In addition to being neither a genuine fiduciary duty nor particularly effective at protecting consumers
from poor advice, financial advisers and AFS licensees have told us that the best interests duty not
only increases the cost of providing advice but can be an impediment to providing personal advice to
some clients at all.

It was clear from consultation and the survey of financial advisers that financial advisers focus more on
the safe harbour steps than the primary duty —the duty to act in the best interests of their client. This
has led to what Commissioner Hayne describes as a ‘tick a box’ approach to providing advice. This
approach puts the cart before the horse.

They also worry, a lot, about the final step in the safe harbour steps — to take any other step
reasonably regarded as being in the best interests of the client.!*® With their focus on stepping
through the steps, they are nervous about what else they might be required to do and, on one view, it
undoes the purpose of the safe harbour (to in fact provide a safe harbour from a breach of the
primary best interests duty).

112 ASIC (2019b), REP 639: Financial advice by superannuation funds.

113 ASIC (2019b), at paragraphs 110 and 113.

114 The best interests duty and the ban on conflicted remuneration were introduced as part of the
Corporations Amendment (Further Future of Financial Advice Measures) Act 2012 and became mandatory
from 1 July 2013.

115 Corporations Act, s 961B(2)(g).
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Chart 6.1: Financial advisers perception of the value of ‘any other step’ in the best
interests duty safe harbour
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Chart 6.2: Impact of ‘any other step’ in the best interests duty safe harbour on other
aspects of the advice process
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6.1.6 ‘Merit’ regulation

In its November 2021 submission to the Senate Economics References Committee Inquiry into the
Sterling Income Trust, ASIC said:

Conduct and disclosure regulation for financial products, including Australia’s own
regulatory system, is not generally considered ‘merit’ requlation. Reqgulation has
traditionally focused on the transparency of the sales process (through disclosure)
and the conduct of the intermediaries involved in the sale. Unlike regulation for many
non-financial products, conduct and disclosure regulation is typically not concerned
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with the merit (i.e. ‘safety’ or quality) of a financial product and the services
associated with it.1*

| think the law should treat advice about financial products in the same way it treats services (sales
and advice) associated with other products. It should in fact be concerned with merit.

And so, my next recommendation is that all providers of personal advice should have a duty to give
good advice. While a duty to give good advice does not remove conflicts of interest and while, of itself
it cannot compel a person to comply with the law, it is | think harder to justify poor advice when the
focus of the law is squarely on the merits of that advice. The change from ‘Be good. Do the right thing’
to ‘provide good advice’ is, | think, one of substance.

6.2 Good advice duty

6.2.1 What do consumers want?

Consumers want and expect good financial advice. Consumers measure good advice by the merits of
what is recommended and not by the process by which it was prepared. When they seek or obtain
advice from a financial institution it seems very unlikely that they would expect the advice to be
independent, unless it is presented as such (for example, when the institution makes the services of a
financial adviser available).

In my view, the law should be clear and direct and say what it means: it should impose a duty on a
person who provides personal advice to give good advice. An obligation to provide good advice would
be a simpler and more direct approach to regulating advice. It will provide a plain statement of what is
required by all personal advice providers and there is no reason why a product issuer (bank, insurer or
superannuation fund trustee), digital adviser and financial adviser cannot all give good advice. What is
good will turn on the circumstances — on what the client wants and needs, on the client’s relevant
circumstances and the circumstances in which the advice is given.

6.2.2 Why good?

| deliberately chose the term ‘good advice’ because it describes simply, clearly and directly what
consumers want and what the law should require. In my view this would encourage better quality
advice and provide consumers and advisers with a clear statement of what they can expect and what
they are required to do.

Having said that, some people worry that it will lead to poorer quality advice and they say they do not
know what good means. | do not think there is any reason for saying a duty to give good advice is a
duty to give advice that may be of a lower standard than that required by the best interests duty as
currently formulated in the Corporations Act. A duty to give good advice is not, and is not intended to
be a duty to give ‘okay’ advice or ‘good enough’ advice. | think most people would agree that ‘okay’
and ‘good enough’ do not reach the level of ‘good’. Nevertheless, | understand that knowing what is
good in a particular case might be difficult and so | do accept there is a need for a definition of good
advice.

116 ASIC (2021c), at paragraph 16.
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6.2.3 A definition of ‘good advice’

| recommend the following duty should be included in the Corporations Act. It should replace the
existing best interests duty and the related obligations in Division 2 of Part 7.7A:

A person who provides personal advice to a retail client must provide the client with good
advice.

Good advice means personal advice that is, at the time the advice is provided:
a) fit for purpose having regard to:
i) if the advice is:

A. given in response to a request, question or inquiry from the client, the purpose of
the client that the provider is aware of or should reasonably be aware of; or

B. volunteered by the provider, the reason the provider reasonably considers the
advice might be of use or benefit to the client;

ii) the scope, content and nature of the advice; and
i) the likely relevant circumstances of the client; and
b) in all the circumstances, good.

The intention of a duty cast in this way is to focus attention directly on what the consumer needs and
wants (good advice) rather than on what the provider of the advice does. And so the duty focuses
squarely on the content of the advice. But this does not mean that a provider of advice will breach
their duty if the intended outcome does not eventuate. The adviser would not be asked to guarantee
an outcome. Instead, the law would require the provider of the advice to consider, at the time they
provide the advice, whether the advice is sound, fit for purpose and good. That would be measured
objectively.

6.2.4 Reasonably likely to benefit the client

In the Proposals Paper | had suggested a definition of good advice that was measured by whether the
advice was reasonably likely to benefit the client. That formulation made it clear the quality of the
advice was to be measured:

* atthe time it was given and not with the benefit of hindsight; and
» by reference to a reasonableness test.

No one argued with these 2 propositions and neither has changed in the recommendation. But many
people were concerned with the formulation ‘reasonably likely to benefit the client’. They said it was
too uncertain and was not always the right way to measure good financial product advice. This
feedback was fair and | accept that the duty needs to be expressed more clearly and with more detail.

6.2.5 Fit for purpose

And so, at the suggestion of the Honourable Kenneth Hayne, | have looked at the formulations in the
Sale of Goods Acts and the Australian Consumer Law. Their central proposition is that goods and
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services must be ‘fit for purpose’.*Y” To paraphrase ASIC in its submission to the Senate Inquiry into
the Sterling Income Trust quoted above: if the law says that personal advice about a financial product
must be good advice, it will be directly ‘concerned with the merit (i.e. ‘safety’ or quality) of ... the

services associated with a financial product’.**®

The state and territory Sale of Goods Acts and the Australian Consumer Law contain statutory
guarantees by the supplier and manufacturer of goods that the goods will be fit for purpose.

| recommended that, as is the case in the Australian Consumer Law, what is fit for purpose will be
measured differently according to what the provider knows (or should reasonably know) about the
client’s needs. And so, where the client asks for advice, the advice must be fit for the client’s purpose
and the more particular or specific the request, the more the advice must be tailored for the client’s
purpose. The client’s purpose is then the starting point for determining whether the advice is good
advice.

The provider will need to ask what information is relevant to the advice they are giving and consider
that information. If they do not already hold this information, or cannot access the information they
(or their AFS licensee or related entities of the AFS licensee) hold about the client, they will need to
ask the client for the information or they will not be able to give advice.

There will also be cases where the provider does not know the purpose of the consumer, chiefly
where the advice is unsolicited. In these cases, the advice must still be fit for purpose — but in that
case the relevant purpose will be determined by the provider. They will need to identify the relevance
of the advice to the customer and decide in what way it is likely to benefit or otherwise assist the
consumer. Having done that, the provider will then need to decide whether the recommendation or
opinion will in fact meet the definition of good advice.

6.2.6 Scope, content and nature of the advice, and likely relevant
circumstances of the client

What is fit for purpose will turn on all of the relevant circumstances. Advice is not provided in a
vacuum and those circumstances are what should determine whether the advice is good advice. This
is why | have included in the definition that the provider have regard to the ‘scope, content and nature
of the advice’ and the ‘likely relevant circumstances of the client’. It not only tells the provider what to
do, but it provides the measure of the quality of the advice.

The scope of the advice directs attention to the issue the advice addresses and the subject matter of
the advice. The scope might be narrow or broad and either can be fit for purpose. What matters is
that the scope of the advice addresses the intended purpose of the advice and the relevant
circumstances of the client.

The content of the advice looks at the opinions or recommendations provided and its suitability for
the client having regard to the purpose of the advice and the relevant circumstances of the client. The
content of the advice will also, to a large degree, be determined by the scope of the advice. For
example, advice on a narrow topic could be brief, while more would be expected for comprehensive
advice.

117 For example, see section 19 of the Sale of Goods Act 1923 (NSW) and section 54 of Schedule 2 to the
Competition and Consumer Act 2010 (Cth).
118 ASIC (2021c), at paragraph 16.
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The nature of the advice will focus on the circumstances in which the advice is provided. This means
that what is required to satisfy the good advice duty will be influenced by, for example, whether the
advice is:

* an unsolicited reminder or nudge via a banking app;
* provided on a telephone call between a superannuation fund and their member; or
» provided over a series of meetings between a financial adviser and their client.

Finally, the requirement to have regard to the likely relevant circumstances of the client anchors the
duty to the specific circumstances of the client, even if the advice is unsolicited. This means that
advice providers cannot satisfy themselves that their advice is good unless they have taken into
account the client’s objectives and needs and financial situation or their likely objectives and needs
and financial situation, if they are relevant to the advice. In some cases, the advice provider may
already have access to the relevant information, in others they will need ask for it from the client. This
means that providers cannot turn a blind eye to the relevant circumstances of their clients whenever
they provide them with personal advice.

6.2.7 But ‘good’ is still an important component of the duty

| have also considered the warning the High Court referred to in ASIC v WSAL that a defined term
cannot be interpreted by reference to the term itself. The point was made so clearly by Justice Beach
—that there is no ‘super-added’ advice component required in the definition of financial product
advice. In formulating a good advice duty, | think it is important that there is in fact incorporated into
the definition a ‘super-added’ ‘good’ component.

While | accept that there will be cases and perhaps many cases where there will be honest and
genuine disagreement about whether a particular piece of advice is good or not (and so | have
included the fit for purpose limbs in the definition which will provide the touchstone for what is good
advice when the point is hard), | also expect that there will many cases in which it will not be difficult
to determine whether the advice was good advice or not. There will be many cases where it will be
plainly good advice to recommend, for example, that a person insure their car (or not) or make an
additional contribution to superannuation (or not). And | do not want a definition to get in the way of
those plain and clear cases. And for that reason | have included the word ‘good” in the recommended
definition.

Diagram 6.1: Overview of the good advice duty

Purpose of the client Why the advice is of benefit

Scope of advice

Fit for purpose Content of advice

Nature of advice

Likely relevant circumstances of the client

Good in all circumstances
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6.3 Who the good advice duty applies to

6.3.1 The current regulatory regime

Unlike the other obligations applying to financial services providers in the Corporations Act, the best
interests duty and related obligations apply to the individuals providing advice (where there is an
individual) with the consequence that the obligation applies just as much to an employee of a financial
institution as to a sole practitioner or a principal in an advice practice.

It is highly unusual to impose statutory duties on an employee. This reflects the fact that employees
are required to act on the direction of their employer. It is unrealistic to think that an employee of a
financial institution will or can do otherwise and it is unfair, | think, to ask an employee to act in the
best interests of the client and to weigh the interests of their client with the interests of their
employer and give priority to the interests of the client (as the duty of priority does).

It is of course possible for a financial institution to employ a financial adviser and direct them to
provide independent and unbiased advice to their clients, but with some exceptions that is not a
model that has worked well for consumers or financial institutions and it is unlikely to be repeated,
even with the recommendations in this Report. This is because of the ban on conflicted remuneration,
design and distribution obligations, the duty to provide financial services efficiently, honestly and fairly
and the good advice duty | am recommending.

While my recommendation is that the best interests duty and related obligations in the Corporations
Act be replaced by a good advice duty, | would still worry about imposing that duty directly on
employees who are required to act on the direction of an employer (the licensee). In that case, it is
appropriate that the person who is able to make decisions about the advice that is provided to
customers is the person with the legal obligation to ensure the advice is good advice. Where the
provider of advice is a financial adviser with professional and fiduciary obligations which override
obligations to an employer, then the duty to provide good advice should lie with them. Again, in that
case the duty should sit with the person who is in a position to decide what advice is given to the
consumer. In all other cases, it should sit with the AFS licensee.

6.3.2 The recommendation

Accordingly, my recommendation is that the personal advice given to a retail client should be good
advice. The duty to give good advice should apply to the AFS licensee unless the advice provider is a
relevant provider. If the advice is provided by an employee of the AFS licensee who is not a relevant
provider, the licensee will be responsible for ensuring the advice complies with this duty by ensuring
that their employees give good advice to the customer or client. The AFS licensee must take
responsibility for the advice and they must take the steps necessary to ensure the advice complies
with the law.
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Recommendation 4 — Good Advice Duty

A person who provides personal advice to a retail client must provide the client with good advice.
Good advice means personal advice that is, at the time it is provided:

c) fit for purpose having regard to:
i) if the advice is:

1) given in response to a request, question or inquiry from the client, the purpose of
the client that the provider is aware of or should reasonably be aware of; or

2) volunteered by the provider, the reason the provider reasonably considers the
advice might be of use or benefit to the client;

ii) the scope, content and nature of the advice; and
i) the likely relevant circumstances of the client; and
d) in all the circumstances, good.

If the advice is provided by a financial adviser (relevant provider), this duty applies to the financial
adviser. In all other cases, this duty applies to the AFS licensee.

The objective of this recommendation is to re-direct the focus of regulation on the content of the
advice, rather than the process followed by the advice provider.

6.3.3 Concerns that have been expressed

Risks and responsibility

| accept that a duty to give good advice will not remove all ambiguity from the law. | doubt that is
possible. But in very large part, | also doubt that it will be hard for a provider of personal advice, acting
in good faith and reasonably, to determine whether any proposed advice is fit for purpose. What is
required to form that view will turn on the difficulty and complexity of the advice. That is deliberate.

| also accept that this merit-based duty would place a different kind of responsibility on providers of
advice to satisfy themselves about the content of the advice. All advice providers will need to turn
their minds to what investigations and inquiries they need to make before they can form the view that
the personal advice they are minded to give will be good advice — that it is good and fit for the
customer’s purpose, taking into account the customer’s likely relevant circumstances. That will turn on
what the customer has asked or why the advice has been proffered.

Expanding personal advice based on whether the provider holds information

Some stakeholders, especially large institutions, have expressed concern about the law requiring them
to give personal advice when they hold information about a customer, or when their related body
corporate does. They have told us that they will not always know whether they hold information —
they may even not know that a customer is a customer of another company within their corporate
group — and they may not always be able to access that information at the time they provide advice.
They point to privacy laws which prevent sharing of some information between related bodies
corporate and system limitations. | do note that most privacy policies authorise the sharing of
information between group companies and | also note that customer information is often used for the
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purposes of advertising campaigns. Nevertheless, | accept that these will sometimes be genuine
concerns. They are readily addressed.

It is important to keep in mind that a person will provide personal advice mainly (but not always) when
they are providing advice to an individual (rather than to a group). In many cases, that will be in
person, over the telephone or in live online interactions. In all of these cases, the customer will be able
to explain what they are looking for (their objective) or what they need (their need). When they do,
the provider will have information about the client’s objectives or needs and any financial product
advice they give will be personal advice. This is the case today. If it is relevant and if the provider does
not already hold this information, or is not able to find or access the information it already holds, the
provider will be able to or be required to ask the customer for information about their financial
situation and circumstances.

In other cases, the personal advice will be initiated by the provider, noting that the Corporations Act
prohibits the unsolicited hawking of financial products.*'® Personalised letters, emails and ‘nudges’
provided via apps or in customer portals are examples of where advice might be lawfully initiated by
the provider. Again, in these cases the provider will know that the recipient is a customer. It is
nevertheless possible in these cases that the provider will not know or not be willing or able to access
relevant information they hold about the customer. But the recommendations do not require the
provider to give advice and they do not require the provider to use the information they have about
their customer.

What the provider will need to do whenever they propose to proffer a personal recommendation to a
customer is decide what information about the customer is likely to be relevant to the advice. If they
hold that information and they can access it, | would expect them to use it without making further
inquiries of the customer. If they hold relevant information or they suspect they hold relevant
information, but they cannot access it, they will have 3 options:

* they might tailor the recommendation so it will be good advice irrespective of the customer’s
circumstances — the less information a provider has or is able to access the more generic the advice
is likely to be (it might even look a lot like general advice, but the personal advice obligations will
apply to it and so it must be good advice);

» they might ask the customer to provide information — in that case, it would be appropriate for the
legislation to authorise the provider to rely on the information provided by the customer (assuming
it was in fact reasonable to rely on the information); or

» they can decide not to make the recommendation or express an opinion, and can provide
information instead.

In my view, any of these options will better assist consumers than unsuitable general advice.

6.3.4 Benefits and risks to consumers

These obligations are overlaid on strong consumer protection laws

Replacing the Corporations Act best interests duty with a ‘good advice’ duty would not mean the
efforts of the last 20 years have been futile. To the contrary, many of the changes introduced by FSR,

119 Corporations Act, s 992A.
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FOFA and the Royal Commission legislation provide a firm foundation of consumer protection which
permits less prescription in the regulation of personal advice now.

The ban on conflicted remuneration, more diligent licensees and a more active regulator have helped,
especially in stopping the more egregious advice practices. Following the implementation of the Royal
Commission recommendations on anti-hawking and deferred sales of add-on insurance and the
commencement of the design and distribution obligations, it has become more difficult to distribute
financial products to consumers for whom they are not suited (or even for whom they are suited).
Annual ongoing fee renewals and more vigilant superannuation fund trustees have reduced the risk of
consumers paying fees for services they do not receive. The Royal Commission has also contributed to
closer self-examination by many participants and a greater readiness to compensate customers when
poor advice is identified. Strengthened breach reporting obligations make it more likely that those
shortcomings will in fact be identified. These are all significant and important changes which are
relevant in considering the likely effect of removing the Corporations Act best interests duty and
advice disclosure obligations.

And finally, an obligation to give personal advice that is ‘good advice’ is itself a strong obligation which
can provide critical protection for consumers. It will be a breach of the law to give poor advice or
harmful advice. It will also be a breach of the law to give ‘okay’ or ‘good enough’ advice.

In what way will a duty to provide good advice help?

The duty to give good advice would apply whether the advice is provided by an individual, an
algorithm or a digital advice service. It would also apply whether the advice is provided by an
employee of a bank, insurer or superannuation fund or a financial adviser.

In my view, a duty to give good advice should make it easier for banks, insurers, superannuation fund
trustees, and other product issuers, to give simple advice to their customers. This is because there is
no prescribed process. The simpler the advice, the simpler the process. It is also because in many
cases advice will be able to be provided by a staff member who is not a financial adviser. Again, where
advice is simple and follows guidelines provided by the employer, the professional standards that
apply to a financial adviser are unnecessary and would only act as an impediment to the accessibility
of personal advice. Having said that, the AFS licensee will continue to have an obligation to ensure its
staff are appropriately trained, competent and supervised.

Similarly, the good advice duty will make it easier for financial advisers to exercise their expertise and
professional judgement when providing advice to their clients. They will no longer feel obliged to
follow the safe harbour steps regardless of the nature, scope or content of the advice they are
providing. They will be able to follow the process they consider will most effectively and efficiently
allow them to comply with their obligation to provide good advice to their clients. This flexibility will
also ensure that the good advice duty does not inhibit the provision of limited advice in the same
manner as the current best interests duty, as relevant providers will be able to adjust their processes
to better suit the advice being provided. However, at this point it is important to note that advisers
have told us the Code of Ethics, especially Standard 6, is also an impediment to the provision of limited
advice for financial advisers. While the contents of the Code of Ethics are outside the scope of this
Review, | do urge the Government to consider this issue as part of its review of the Code of Ethics.

A duty to give good advice will also make it easier for AFS licensees and their representatives to
provide digital advice to their customers and for digital advice providers to give personal advice to
their customers. Again, the nature of the advice will dictate the process. For all providers of personal
advice the duty provides a much clearer articulation of what the outcome of their advice should be.
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Consumer benefit

In my view, there is likely to be a great deal of personal advice that providers can have a high degree
of confidence will be ‘good advice” without needing to undertake all of the steps, or perhaps any of
the steps, that are in effect now required to comply with the Corporations Act best interests duty. And
so, | have recommended the good advice duty replace the Corporations Act best interests duty and
related obligations. In doing so it is with:

* the intention that providers will be willing and able to provide simple, sound and helpful — ‘good’ —
personal advice to their customers; and

* the expectation that there will still be types of advice which AFS licensees will decide can only be
given by a financial adviser in order for them to be confident the good advice duty will be met,
even though a specific fee is not paid for that advice.

Enforcement

Irrespective of what the law says, people will from time to time breach the law. They might do so
inadvertently, negligently or intentionally. A duty that focuses on the content of advice would in turn
require ASIC, AFCA and the courts to look at the content of the advice, rather than the conduct of the
provider, and ask whether the provider could reasonably have formed the opinion, at the time the
advice was given, that the advice was good advice.

Indeed, despite the express terms of the best interests duty, this appears to be how, as a practical
matter, ASIC considers today whether the best interests duty has been satisfied. In RG 175, ASIC says:

When assessing whether an advice provider has complied with the best interests
duty, we will consider whether a reasonable advice provider would believe that the
client is likely to be in a better position if the client follows the advice.??

Itis also hard to avoid the conclusion that, despite the terms of the best interests duty and the judicial
statements about how the duty applies, the courts also start with the content or substance of the
advice. In the dozen or so cases that have reached the courts (mainly for the determination of
penalties after the defendant has agreed they have breached their statutory obligation), the advice is
self-evidently poor and in each case the judges have no difficulty in finding that either or both of the
best interests duty and the duty of priority have been breached. However, in the main, these findings
are bare assertions. They do not contain an explanation or analysis of what was wrong with the
adviser’s conduct, and so it appears the legislation has been turned on its head with poor advice
providing the evidence of conduct that breaches the law.

While | do not think this approach is consistent with the existing formulation of the law (as explained
in ASIC v WSAL by Justice O’Bryan and quoted above), it does strongly suggest that a duty which is
directed to the substance or content of the advice is easier to enforce than a duty which is directed to
‘the actions taken by the provider’.

120 ASIC (2021d), Regulatory Guide 175: Licensing: Financial product advisers — Conduct and disclosure,
paragraph 255.
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6.4 Best interests duty for financial advisers

6.4.1 A fiduciary duty for financial advisers

Commissioner Hayne said that a person who acts for another person should have a duty to act in the
interests of that person. This is consistent with the general law and | agree. A financial adviser,
financial planner and stockbroker (all relevant providers under the Corporations Act) are professionals
with skills and expertise. Many belong to professional associations and are bound by the Code of
Ethics and sometimes other industry codes. But all of them have ethical obligations to their clients.
They are entitled to charge a fee for their professional advice.

Consistent with this, a financial adviser who provides personal advice to a client should be required by
the law to act in the best interests of the client in providing advice.

This duty should replace the existing Corporations Act best interests duties, which includes the best
interests duty with the safe harbour steps and the duty of priority.

6.4.2 The duty would not apply to providers that are not financial advisers
This does not mean that everyone who provides personal advice should have an obligation to provide
advice that is in the best interests of the client. While subject to some limited exceptions this is what is
required by the Corporations Act now (even if only nominally), it is unworkable and unnecessary and it
also appears to have been unintended.

The Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012 says the Bill sets up a framework which includes:

...a best interests obligation for financial advisers requiring them to act in the best
interests of their clients and to place the interests of their clients ahead of their own
when providing personal advice to retail clients (best interests obligation).:

It is clear that the PJC in the Ripoll Inquiry and the drafters were thinking about financial advisers and
not every person who provides financial product advice. Nevertheless, that is how the law has been
applied.

Critics of my proposals have said | am ‘walking away from Hayne’ by recommending that a best
interests duty apply only to financial advisers who are paid by the client to provide advice. That is not
correct. In the Final Report, Commissioner Hayne said his 6 norms of conduct (which | have quoted in
Chapter 1) are supported by some general rules. Relevantly the Rules say:

...iIntermediaries should act only on behalf of, and in the interests of, the party who
pays the intermediary.*?

121 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, page 3.

122 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 11.
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Commissioner Hayne then goes on to say:

The point is much more important than a dry point of legal analysis. For whom the
intermediary acts determines what duties the intermediary owes and to whom they
owe them.

The general rule that should apply throughout the financial services industry is that
an intermediary who is paid to act as intermediary:

e qacts for the person who pays the intermediary;
* owes the person who pays a duty to act only in the interests of that person, and

e ordinarily owes the person who pays a duty to act in the best interests of that
person.?3

And so, he applied his rule and went on to recommend that:

* mortgage brokers be paid by borrowers;

* lenders not be permitted to pay commissions to mortgage brokers; and
* mortgage brokers have an obligation to act in the interests of borrowers.

Commissioner Hayne noted that mortgage brokers promoted their skills to borrowers and offered to
help their clients to get ‘the best outcome’. It was then he said not a surprise that borrowers look to
their mortgage brokers for advice and help in getting the best loan.*?*

But the first, and in my view essential, step to take is to bring the law into line with
what consumers expect. They expect brokers to act in their best interests. Brokers
should be obliged to do so.1?*

This expectation is not the same when borrowers go directly to their bank or other lender. They may
well ask for advice from the loans officer, but they do not expect they will get independent advice and
they do not expect the loans officer to identify the best loan available in the market. The loans officer
is paid by the lender and it is clear the loans officer acts for the lender. Borrowers do not expect the
loans officer to act in their best interests and consistent with this, Commissioner Hayne did not
recommend that a duty to act in the interests of borrowers also apply to loans officers employed by
banks and other lenders. This same logic should apply to financial product advice. Under the current
regulatory framework it does not.

Financial advisers have skills and expertise and consumers look to them for independent advice. If they
seek investment advice from a financial adviser and they pay a fee for that advice, they expect that
they will get the ‘best outcome’ — being the best investment products or best life insurance products
for their objectives, financial situation and needs. (This is not the same as expecting the best
performance measured in hindsight). And so, to paraphrase Commissioner Hayne, the client of a

123 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 21.

124 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 62.

125 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 72.
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financial adviser expects and is entitled to expect that their adviser will act in their interests when they
provide their advice. This is consistent with the general law which imposes fiduciary obligations on a
person who undertakes to act in the interests of another person in circumstances where that other
person could be exposed to harm or detriment if the fiduciary acts for another purpose.?®

Consumers do not expect an employee of a financial institution to whom they do not pay a fee (other
than one who holds themselves out as a financial adviser) to provide them with independent advice.
And, like the loans officer who is employed by the lender, employees of a financial institution should
not have an obligation to act in the best interests of the client when providing financial product
advice. This is not only because of the expectations of their customers, but also because it is not in
fact possible to have 2 masters — the customer and the financial institution that is paying them. This
does not mean they can provide poor advice. Instead, and as discussed above, they must give the
advice they are directed or authorised to give by their AFS licensee and the licensee has a duty to
ensure that the advice provided to the client is good advice.

Diagram 6.2: Obligations that apply when personal advice is provided by an AFS
licensee compared to a financial adviser

Obligations that apply to all personal advice
+ General AFSL obligations
+ Breach reporting requirements

+ General consumer protection provisions

Personal advice provided QO Personal advice provided
25 by AFS licensee B,y a financial adviser

+ Good advice duty + Good advice duty

+ DDO requirements + Best interests duty

+ Anti-hawking requirements - Professional standards (including

the Code of Ethics)

6.5 What is required by the new best interests duty?

6.5.1 The best interests duty is a new duty
In ASIC v WSAL Justice O’Bryan said:

In my view, textual and contextual considerations compel a conclusion that s 961B is
not concerned with the question whether the substance of the advice is in the best
interests of the client and, if it was necessary to refer to it, the relevant extrinsic
materials confirm that conclusion. Rather, the section is concerned with the actions
taken by the provider in the formulation of the advice and the objective purpose of
the provider in taking those actions and giving the advice.*?’

126 Mason J in Hospital Products Ltd v United States Surgical Corporation (1984) 156 CLR 41, pages 96—97.
127 Australian Securities and Investments Commission [2019] FCAFC 187, paragraph 405.
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In the Proposals Paper, | said that a financial adviser should have a true fiduciary duty to act in the best
interests of their client. In my view, that duty is created now by the Code of Ethics which requires
financial advisers to act in the best interests of their client (albeit the relevant standards in the Code of
Ethics could be better expressed). That duty is not a process-based duty like the best interests duty in
the Corporations Act.

Many advisers supported the proposal to remove the overlap between the Code of Ethics and the
Corporations Act. However, some stakeholders, particularly consumer associations said that such a
fundamental duty should be imposed directly by the Corporations Act.

While the Code of Ethics does form part of the law, it can be changed by Ministerial determination,
and it is harder to bring proceedings for breaches of the Code of Ethics than breach of the
Corporations Act. | am also concerned that some of the provisions of the Code of Ethics are poorly
drafted. | am therefore recommending the Corporations Act continue to include a duty for a financial
adviser (a relevant provider under the Corporations Act) to act in the best interests of their client
when they are providing personal advice. It will be necessary to replace the existing formulation of the
best interests duty so that it is able to be interpreted in light of the new regulatory regime and not the
existing one.

6.5.2 Safe harbour

Commissioner Hayne said that the safe harbour should be repealed ‘unless there is a clear justification
for retaining’ that provision. He said the best interests duty safe harbour steps encouraged a ‘tick a
box’ approach to the provision of financial advice.*?® There is no doubt this is true. When ASIC
undertakes file reviews, they do in fact look at whether the safe harbour steps have been followed and
where they have not, they ask whether the advice is still in the best interests of the client by
considering whether the safe harbour steps have been followed in substance. It would be a brave
adviser that does not follow the safe harbour steps. And the feedback we received from advisers was
that most are not so brave. That might be appropriate if it ensured that consumers got the advice they
wanted or even if it ensured that consumers did not get poor advice. But they do not. And so | am
recommending that, together with the existing best interests duty the safe harbour be repealed. They
should both be replaced with a new duty for a financial adviser to act in the best interests of the client
when the adviser is providing personal advice.

128 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 177.
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Chart 6.3: Percentage of financial advisers who rely on the safe harbour steps to meet
the best interest duty
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6.5.3 Duty of priority
In Chapter 2, | have discussed the difficulties and shortcomings of the duty of priority.

Some people have suggested that even if the best interests duty is removed (as | have recommended
for anyone who is not a financial adviser), the duty of priority should be retained. Alternatively, others
have suggested a duty to put the client’s interests first.

| do not agree. The existing duty of priority proceeds on the basis that the adviser has a conflict
between their duty to the client and their personal interest or their duty to another person. A duty to
put the client’s interests first is similar insofar as it implies, at least, that the adviser has a personal
interest in the advice. In that case, the duty would require, depending on the formulation, the adviser
to give priority to the interests of the client or to put the client’s interests first. Both formulations are
flawed.

In the first instance, a true fiduciary duty —to act in the best interests of another person — does not
allow a fiduciary to have a conflicting interest without the consent of their beneficiary. And so either
formulation would be inconsistent with a best interests duty. The reason for that is the precise reason
why a duty of priority (or to put a client’s interests first) would be (and is) ineffective. With the best
will in the world, a person with a conflict of interest cannot be trusted to form an objective view about
whether they are in fact giving priority to their client’s interests or putting their interests first. As
Commissioner Hayne said: ‘interests trumps duty’*? and so there is no reason to think that telling an
advice provider to put their client’s interests first when they have a competing interest (to their
employer for example) would be effective.

| am recommending that a financial adviser have a true fiduciary duty and so the adviser will not be
able to have a conflict of interest without the consent of their client and so a duty of priority will have
no work to do. There is no clear justification for retaining the duty of priority and | recommend that it
be removed, together with the rest of the best interests obligations in Division 2 of Part 7.7A of the
Corporations Act. The remaining requirements — the duty to warn and the duty to provide appropriate

129 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 178.
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advice have no additional work to do over and above the duty to give good advice and to act in the
best interests of the client.

Recommendation 5 — Statutory Best Interests Duty

The existing best interests duty and related obligations (the duty to give appropriate advice
assuming the best interests duty is satisfied, the duty to warn the client if the advice is based on
inadequate or insufficient information and the duty of priority if there is a conflict) should be
replaced with a new statutory best interests duty.

The new best interests duty would be a true fiduciary duty that reflects the general law and will
not include a safe harbour.

This duty will apply only to financial advisers (relevant providers).

The objective of this recommendation is to ensure that financial advisers who act on behalf of
their clients are motivated solely by the interests of their clients when providing advice.

6.5.4 A fiduciary duty is a stringent duty

This leads me to the question of what is required by a duty to act in the best interests of the client.
Well, first it means the financial adviser cannot have a conflicting interest or duty and the adviser
cannot make an unauthorised profit. An exception applies where the financial adviser has the
informed consent of the client. For example, a financial adviser who intends to accept a commission in
connection with the sale of a life insurance product must tell their client that they will receive the
commission and ask for the client’s consent before doing so.

The duty means that the adviser’s sole purpose in providing advice is to provide advice that will
further the interests of the client. It is a stringent duty.

In 2016, ASIC entered into an enforceable undertaking with HSBC Bank Australia. In the media release
about the enforceable undertaking then Deputy Chairman Peter Kell said:

One of the fundamental obligations of financial advisers is to ensure that financial
products are appropriate for the consumers’ needs and circumstances.*°

When a financial adviser (or anyone else) recommends a financial product to their client, the good
advice duty will require that. When that recommendation is provided by a financial adviser with a duty
to provide advice in the best interests of the client, the adviser will be required to recommend the
product the adviser honestly thinks is the best product available to meet the client’s needs and
objectives at the time the advice is provided.

This does not require the financial adviser to recommend the product with the best performance or
the lowest fees and it does not mean that either can be measured in hindsight. It does require
advisers to use their skills and expertise to form an honest view of what product, if any, is likely to
serve the objectives and needs of their client best. This is a high standard which may not be able to be

130 ASIC (2016), 16-145MR: ASIC accepts enforceable undertaking from HSBC Bank Australia following concerns
about deficient advice on retail structured products.
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satisfied by a financial adviser who is not able to provide advice on or recommend a wide range of
financial products.

6.5.5 Professional standards

As described in Chapter 2, a relevant provider is required by the Corporations Act to comply with the
professional standards, which comprise 2 separate components — the education and training
standards and the Code of Ethics. The Terms of Reference for this Review do not include the
professional standards.

Nevertheless, it is necessary to say something about them. While the education and training standards
are currently being reviewed separately from this Review, we have been told by stakeholders that,
while they need adjustment to accommodate the variety of professional services that fall under the
definition of financial product advice, education, training and ethical standards remain important. In
my view, financial advisers must, like other professionals, be held to high education, training and
ethical standards. This is consistent with the professionalisation of the industry. My recommendations
assume that this will not be diluted by the separate review.

As to the Code of Ethics — it imposes a duty for a financial adviser to act in the best interests of their
client, among other obligations. In the Proposals Paper | had proposed that the best interests duty in
the Code of Ethics apply in place of the best interests duty in the Corporations Act. For the reasons
discussed above, | am recommending that the duty be included in the Corporations Act. There is no
reason why a Code of Ethics could not supplement that duty with more specific obligations. Plainly it
should not be inconsistent. | suggest that this is considered when the Code of Ethics is subsequently
reviewed. | also suggest consideration be given to whether it should continue to be incorporated into
the Corporations Act.
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Chapter 7 — Superannuation

Chapter Summary

* Superannuation is the second-largest asset for most Australians. Financial advice about their
superannuation can contribute to a higher standard of living in retirement.

* Superannuation funds provide a range of financial advice to their members now and should
be encouraged to continue to do so.

* Superannuation fund trustees should have a firm legislative foundation upon which to
exercise their discretion about the advice they provide to their members and how the cost of
that advice should be met.

* Superannuation fund trustees should be able to take into account a member’s personal
circumstances, including their family situation and social security entitlements, if that is
relevant to the provision of the advice.

* Superannuation fund trustees should have an express power in the law to pay an advice fee
from a member’s superannuation account on the direction of the member.

Objectives
The objectives of the recommendations in this Chapter are to:

» give superannuation fund trustees greater confidence about the scope of advice they can give
to their members;

e encourage superannuation fund trustees to decide how to allocate the cost of providing
advice between members based on the circumstances of their fund and their members; and

* provide superannuation fund trustees with more certainty about paying advice fees agreed
between a member and their financial adviser from the member’s superannuation account
and ensure that adviser fees are not paid in breach of the SIS Act and are not taxable benefits
for members.
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7.1 The importance of superannuation and advice

7.1.1 The current state

Around 16 million Australians have superannuation.'® Together we hold (as at 30 June 2022) close to
$3.3 trillion in superannuation assets (or around 144 per cent of Gross Domestic Product (GDP)).*3?
The 2021 Intergenerational Report (IGR), projected assets under management in superannuation to
grow to around 244 per cent of GDP by 30 June 2061.** For individuals, superannuation is our
second-largest asset (18 per cent of total household assets) after our homes.*3

Early in the Review | was asked whether our superannuation system made it more important that
people have financial advice. My somewhat hasty response was ‘no’, because of the defaults in the
system — the superannuation guarantee means most employees have superannuation and the
MySuper rules set high minimum standards for default superannuation. On reflection and with the
benefit of the Review, my opinion has changed.

The Retirement Income Review concluded that Australians approaching retirement would benefit
from financial advice.’® IGR projections suggest the median superannuation balance at retirement will
increase from around $125,000 in 2020-21 to around $460,000 in 2060—-61 (as measured in 2020-21
dollars) and with it one might think the importance of financial advice.!*® Contribution and tax rules
are complex; superannuation fund, investment and insurance choices matter; and, decisions about
retirement products are difficult and important. Decisions about all of these matters have long-term
implications for our standard of living in retirement, our entitlement to social security and even
decisions about aged care.

7.1.2 The recommendations apply to superannuation funds too

The recommendations in this Report apply to superannuation funds just as much as they do to other
financial institutions. And so they will mean that more financial product advice given by
superannuation funds to their members will be personal advice. In turn they will require the personal
advice superannuation funds give to their members to be good advice. If the advice is given by a
financial adviser, the adviser will have to comply with the good advice duty and the best interests
duty. This will improve the quality of advice.

Again, as for other financial institutions, the recommendations will also make it easier for
superannuation funds to give personal advice to their members. There will be no safe harbour steps to
follow and they will not have to give the member a statement of advice. That will improve the
accessibility and affordability of financial advice.

131 The references in this Chapter to superannuation funds refer to superannuation funds that are regulated
superannuation funds under the SIS Act and which are not self-managed superannuation funds. References
to trustees in this chapter are to the trustees of these superannuation funds.

132 APRA (2022a), APRA Releases Superannuation Statistics for June 2022.

133 Commonwealth of Australia (2021a), 2021 Intergenerational Report, page 113.

134 Australian Bureau of Statistics (2022), Household Income and Wealth, Australia, table 9.2.

135 Australian Government the Treasury (2020), Retirement Income Review Final Report, page 449.

136 Commonwealth of Australia (2021a), page 114.

106 | Quality of Advice Review Final Report



7.1.3 Superannuation funds are different to other financial institutions

Having spent the last few paragraphs explaining the ways in which the recommendations apply to
superannuation funds in the same way as they do to other financial institutions, it is also true that
there are some ways in which superannuation funds are different and require different treatment.

They are discussed in this Chapter. The recommendations | have made that are specific to
superannuation funds do not fundamentally change the advice superannuation funds can provide nor
the way that advice is paid for today. Rather, they are intended to:

* make it clearer what advice can be provided by superannuation funds;
* make it simpler for superannuation funds to provide good advice to their members; and

* provide superannuation fund trustees with discretion in how they provide advice and how that
advice is paid for.

Before coming to these matters, it is important to say that the recommendations do not require a
superannuation fund (or anyone else) to provide personal advice. There are risks for all providers of
advice and where the provider is the trustee of a superannuation fund the trustee needs to consider
whether those risks will ultimately be assumed by members. And so, while the recommendations are
intended to encourage providers to provide quality financial advice and while superannuation fund
trustees have a duty to promote the financial interests of their members, these recommendations do
not require trustees to personally provide personal advice to their members and they do not dictate
how they might choose to do so. They might, for example, appoint another provider — a related entity
or a third party — to provide personal advice to their members.

7.2 The current regulatory framework

7.2.1 Superannuation is a financial product

An interest in a superannuation fund is a financial product (a ‘superannuation product’) under the
Corporations Act and, since 2021 operating a superannuation fund has been a financial service.
Trustees of superannuation funds are therefore AFS licensees authorised to deal in superannuation
products and operate superannuation funds. In many cases they are also authorised to provide
financial product advice, sometimes that is limited to general advice and sometimes it extends to
personal advice. (There is no special authorisation for intra-fund advice.) This means that when acting
as the trustee of a superannuation fund, issuing interests in the fund and providing advice about the
fund, the trustee must comply with the obligations of an AFS licensee. They must provide their
authorised financial services efficiently, honestly and fairly. If they provide personal advice to a
member, they must give advice that is in the best interests of the member and give priority to the
member’s interests. They must give the member a statement of advice. If the advice is given by an
individual, the individual must be a relevant provider. These obligations apply just as much to
intra-fund advice as to other personal advice.

7.2.2 Superannuation law — the SIS Act

Trustees of superannuation funds are also RSE licensees with obligations under the SIS Act. The SIS Act
includes the ‘sole purpose test’. It says that a superannuation fund trustee must ensure a fund is
maintained solely for one or more of the prescribed purposes: providing retirement benefits to
members, disability benefits to members and benefits to the dependants of deceased members (you
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might observe that there is in fact more than one purpose). The sole purpose test sets out the
boundaries within which the superannuation fund trustee must conduct the business of the fund. It
determines how the trustee invests the assets of the fund and the expenses which can properly be
deducted from the assets of the fund.

There are only 3 ways in which the trustee of a superannuation fund can pay money from the fund:

* to pay benefits to members (which it may do by rolling over their benefit to another fund or
cashing their benefit as a lump sum or pension when the member satisfies a condition of release);

* to pay expenses it incurs in connection with the fund; and
* totake its own fees from the fund, if permitted by the governing rules.

Trustees of ‘for profit” or ‘retail’ superannuation funds typically charge a fee for their services. The fee
is deducted from members’ accounts and paid to the superannuation fund trustee’s personal account.
The superannuation fund trustee may (although it is not obliged to) then use its personal assets to pay
some or all of the expenses incurred in connection with operating the fund. Trustees of ‘profit to
members’ or ‘industry’ superannuation funds will typically not charge a fee for their services. The
superannuation fund trustee will also deduct ‘fees’ from members’ accounts but it will then allocate
those amounts to one or more reserve accounts in the fund from which it pays the expenses incurred
in connection with the operation of the fund. The distinction is important because a trustee is free to
apply its trustee fees as it thinks fit. They are the superannuation fund trustee’s personal assets and
therefore they are not subject to the sole purpose test or any other provisions of the SIS Act. Assets in
a fund reserve are fund assets and they may only be applied in accordance with the sole purpose test
and the trustee’s other obligations under the SIS Act.

A superannuation fund trustee’s obligations under the SIS Act include its duties to exercise its powers
in the best financial interests of members, to promote the financial interests of members and to give
priority to the interests of members in the event of a conflict. A trustee cannot have any competing
fiduciary obligation, except insofar as the trustee gives personal advice to a member. This is the only
obligation which constrains what a trustee may do in its personal capacity. If the trustee does give
advice to members, the trustee has a duty to act in the best financial interests of members and to give
their interests priority and a duty to act in the best interests of the individual member and to give their
interests priority. The law does not say how the 2 duties of priority are to be reconciled and one hopes
the interests of the members and the interest of the individual member are on all fours. The same
issue does not arise if a superannuation fund engages another person, which might be a related entity,
to provide financial advice to its members.

All of this is relevant to whether, how and on what topics a trustee of a superannuation fund gives
financial advice to its members.

7.2.3 Advice provided by superannuation funds

Information and advice

Superannuation funds do provide information and financial product advice now to their members
about their superannuation and research tells us that members trust the advice their superannuation
funds provide to them and are likely to seek more advice from their superannuation funds in the
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future.’3” That advice is general advice and limited (or intra-fund) personal advice. Sometimes they
make comprehensive advice available to their members.

Diagram 7.1: Layering of advice provided by superannuation funds
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Complexity of need
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Some superannuation funds particularly highlighted the importance of general advice, noting it was a
type of advice which was accessed by the largest proportion of their fund members. For example, one
superannuation fund told us that 85 per cent of their advice team’s interactions with members take
place through their general advice service. Where those interactions are one to one, there is a risk
that the general advice is in reality personal advice under the existing law, noting that there is an
objective limb to the personal advice test which says that, if a reasonable person might think the
provider had taken into account one or more of their objectives, financial situation or needs in
providing advice, the advice is personal advice.

Many superannuation funds make calculators and other interactive tools available on their websites.
These allow members to see what happens to their superannuation balance if they make additional
contributions or to forecast how long their superannuation will last if they draw down a pension. In
many cases, calculators provide information and not advice. If they provide financial product advice it
is likely to be personal advice because they use information about the member’s financial situation
and sometimes also their objectives.

Acknowledging as much, ASIC has issued limited relief from some of the personal advice obligations
for generic calculators and retirement income forecasts. However, the relief has not been widely used
— the conditions are difficult to comply with and the relief is limited (it is still necessary to provide
advice that complies with the best interests duty in the Corporations Act and to provide a statement
of advice). It has also led to the unhelpful but widespread belief that all interactive calculators provide
financial product advice. This is unfortunate because these kinds of online tools provide valuable
information and, sometimes, advice to members. They should be encouraged. The recommendations
will make it much easier for them to be provided to members without ASIC relief (noting that, if they
do provide personal advice, an AFS licence authorising the provision of personal advice will be
required without ASIC relief).

The effect of the recommendations on trustees

The recommendations in this Report will not convert information into financial product advice and so,
if an online calculator provides information only today, it will continue to do so if the
recommendations are adopted. If an online calculator gives personal advice today, it will continue to

137 Investment Trends (2022).
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be personal advice under the recommendations. If a call centre operator provides a recommendation
to a member today or if the trustee provides a personalised recommendation to a member by email
today, they will very likely also provide personal advice today and they will continue to provide
personal advice under the recommendations.

While | do recommend that the definition of personal advice be broadened, these examples
demonstrate that it is in fact difficult today for a superannuation fund to provide financial product
advice to a member in a one to one interaction which is general advice, as was demonstrated in
ASICv WSAL.

But this is not the end of general advice.

General advice

During consultation, some superannuation fund trustees queried whether they could continue to
provide general advice to their members. The short answer is ‘yes’. The recommendations do not
mean that superannuation funds cannot continue to give general advice to their members. They can
continue to provide general advice in seminars, newsletters and on their websites. Accepting that
superannuation funds will often have information about their members’ financial situation and
sometimes their objectives and even their needs, the question will be whether any financial product
advice is personalised for the individual member. Generally that will not be the case in a seminar,
newsletter or website. Generally it will be the case in a personal interaction with the member —
whether online or in person. But it will always turn on what the trustee does and says.

Personal advice

If a trustee sends a letter, email or message on an app to a member about whom it has information
about their financial situation and it looks and feels like it is a personal letter, email or message
(because it is addressed to the individual member for example) and if it contains a recommendation to
make a decision about the member’s superannuation, it will be personal advice. This is even if the
trustee has chosen the member on nothing more than their age and even if the trustee has not as a
matter of fact taken into account any of the information they have about the individual member.
Because the trustee will have information about the member’s financial situation, when they provide
the recommendation this will be personal advice.

The reason for this recommendation is that treating financial product advice as personal advice where
the fund has information about the member’s financial situation, or about one of more of their
objectives or needs is likely to be consistent with the member’s reasonable expectation. It will also
mean the trustee will have a duty to give good advice to the member in the letter, email or message.
That is also in the interests of the member. It does not mean that each member’s individual
circumstances must then be considered — that will depend on the content of the advice. And so on
each occasion that a trustee decides to provide personalised advice to a group of members, the
trustee will need to consider what helpful and useful recommendations it can make to the cohort
without in fact considering their individual circumstances (or it will have to consider those relevant
circumstances).

An example might be a letter addressed personally to members approaching retirement about whom
the trustee has information about their financial situation. It might be impractical to consider each
member’s individual circumstances and so the trustee is unlikely to be able to recommend that each
member commence an account-based pension consistently with the good advice duty. However, the
trustee will be able to recommend that each member consider whether they should commence an
account-based pension. That is financial product advice. It is also personal advice because the trustee
has relevant information about the member and it will be good advice.
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Intra-fund advice

Many funds also offer personal advice on limited topics to their members over the telephone and
sometimes in meetings. This is referred to as ‘intra-fund advice’. The term is a term of art used by the
industry to refer to financial product advice (strictly, only personal advice) given by or on behalf of a
superannuation fund trustee to a member of the fund about their interest in the fund in
circumstances where the member is not charged a specific advice fee. Instead, the cost of the advice
is met from the trustee’s personal resources or the fund’s reserve (which is turn is funded by the
administration fee deducted from members’ accounts).

Intra-fund advice is not a term defined in the Corporations Act. It is not a special category of financial
product advice and no special rules or relief apply to intra-fund advice. Its genesis is in section 99F of
the SIS Act. That section is entitled: ‘Cost of financial product advice — collectively charged fees’. The
title describes the content of the section which is about charging for advice. It prohibits a trustee
passing the cost of providing personal advice to a member on to any other member if any of the
prescribed circumstances apply. The prescribed circumstances (in which advice cannot be given on a
collectively charged basis) include providing advice:

* tosomeone who is not yet a member about becoming a member;
* about another financial product that is not an interest in the fund; and
* about the consolidation of the member’s superannuation accounts.

The circumstances in which advice cannot be given on a collectively charged basis also include where
the member reasonably expects the trustee will provide further advice.

| wrote about my concerns with intra-fund advice in the Proposals Paper. | worried then, and |
continue to worry, that trustees interpret section 99F as giving them permission to provide certain
kinds of advice to their members and to use the administration fee charged to all members to meet
the cost of doing so. As | wrote in the Proposals Paper, it does not do either of these things.

The first question for any trustee when considering whether to apply the resources of the fund
(people and money) to provide financial advice to members is to ask whether it is consistent with the
sole purpose test. Most trustees have formed the view that providing advice about members’
interests in the fund is consistent with the sole purpose test. | do not disagree. However, | do note the
guestion has never been considered by a court and so the precise scope of what is a proper use of
fund resources and what is not has not been tested and is uncertain.

Nevertheless, section 99F proceeds on the basis that a trustee is authorised to provide personal advice
to members on some topics at least. The new retirement income covenant in section 52(8A) of the SIS
Act will be difficult to satisfy without trustees providing advice to their members (trustees are required
to adopt a strategy which will ‘assist’ retired and retiring members to achieve and balance the
prescribed objectives).

As to the topics about which a trustee may apply fund resources to provide advice to its members
(whether the cost is attributed to a member’s account or to a reserve account), neither section 99F
nor any other provision of the SIS Act says anything. And as to how the cost of any advice is met,
again, section 99F says nothing more than what cannot be done. Therefore, personal advice topics
and to a large extent the allocation of the cost for that advice are both matters the SIS Act leaves for
trustees to determine. They must do so having regard to the best financial interests duty, the duty to
promote the financial interests of members, their duties to treat different classes of members fairly
and the duty in regulation 5.02 of the Superannuation Industry (Supervision) Regulations 1994 (SIS
Regulations) to allocate costs between members on a fair and reasonable basis.
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7.3 Changes and recommendations

7.3.1 Expanding intra-fund advice

Most (although not all) superannuation funds have told us they would like to be able to provide more
intra-fund advice to their members, by which | think they mean that they want to provide that advice
on a collectively charged basis. They want to be able to provide advice to their members leading up to
their retirement and in doing so they want to be able to take into account the member’s assets, social
security benefits and, where the member has a partner, the partner’s financial position. They say that
in order to do so the intra-fund advice regime should be broadened (this could be done by narrowing
the charging restrictions in section 99F of the SIS Act). However, funds did not have a consistent
position on the topics that should be included in the broader scope. For example, they disagreed over
whether advice considering a member’s spouse’s financial circumstances should be in or out of scope.

| agree that it is desirable for trustees to give advice to their members and | agree that all of these
matters are likely to be relevant to the advice a member will need in making decisions about
retirement and their superannuation. However, | do not think section 99F of the SIS Act needs to be
amended to permit trustees to do so. The section restricts the topics on which the trustee may give
financial product advice, it has nothing to say about what the trustee takes into account in providing
that advice. Further, financial product advice is only that part of any advice which contains a
recommendation or opinion that is intended to influence the member to make a decision about a
financial product. It has nothing to say about advice on topics that are not about the financial product
(for example social security or aged care), although to the extent fund resources are used to provide
that advice the sole purpose test might.

7.3.2 Amendments to the SIS Act are required

Superannuation funds, like other product issuers, are an important source of information and helpful
personal advice for their customers (their members here). The retirement income covenant requires
trustees to assist their members to meet the objectives set out in the covenant. It will be difficult to
provide that assistance without providing advice to their members. Given the retirement income
covenant and the significance of superannuation for individuals and its very real complexity, the
regulatory regime should encourage trustees to provide (or arrange to provide) useful information
and personal advice to their members. Again, | note that a trustee might provide advice to their
members personally or by entering into an arrangement with a service provider to do so.

The recommendations in this Report will assist trustees to do so. However, while | do not think section
99F should be expanded (or narrowed), | do think changes are required to the SIS Act to provide
trustees with a more certain foundation on which to decide what advice they should give and how
members should pay for that advice. | raised my concerns about the basis upon which trustees give
advice now in the Proposals Paper, and | repeat them below.

As discussed earlier in this Chapter, superannuation fund trustees may only apply fund resources for
purposes that are consistent with the sole purpose test. What is permitted under the sole purpose
test has not been tested and so, to some extent, trustees are inferring from other provisions in the
legislation (sometimes enacted after the sole purpose test) and relying on industry practice to decide
where those boundaries are. Trustees should not be encouraged to use fund assets to provide advice
if they are not clearly able to do so.

Section 99F of the SIS Act does not give permission to use fund assets to provide advice and it does
not set those boundaries — it does not contain a list of topics on which the trustee is authorised to give
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advice. It is also poorly drafted and understood and it imposes an unnecessary compliance burden on
trustees (albeit one which does not appear to concern many trustees).

In considering whether to provide personal advice to members, a trustee should ask itself what
personal advice it should give to members of the fund consistently with its powers and duties — these
start with the sole purpose test. After considering that question, the trustee should consider how the
cost of providing advice should be allocated to members. In doing so it must act in the best financial
interests of members, treat members fairly, promote members’ financial interests, allocate costs
between members fairly and reasonably, comply with fees and costs rules and comply with its
obligations about fund expenditure in APRA’s Prudential Standard SPS 515: Strategic Planning and
Member Outcomes.138

In my view, section 99F adds nothing to these questions and it should be removed.

7.3.3 Feedback on the changes

| consulted on changes to the SIS Act in the Proposals Paper.

Many superannuation funds and some of their industry associations supported the proposed changes.
They liked the greater clarity about the scope of advice and the flexibility to determine how they
provide and charge for advice. Some said the increased discretion about charging for advice will allow
them to provide more advice to their members.

However, some worried that removing section 99F of the SIS Act may make it more difficult for
superannuation funds to justify collectively charging for advice and could mean trustees are less
willing to give advice. As expressed above and in the Proposals Paper, this is a mistaken view of the
law and section 99F should not be relied on as permission or justification for the way costs and
expenses are allocated between members.

Consumer associations and industry fund associations expressed some concerns that broadening the
scope for superannuation funds to provide advice for their members could lead to poor consumer
outcomes. They said that superannuation funds, like other product issuers, have a conflict in giving
advice. In response, it is important to note | have not recommended that superannuation funds give
advice on a broader range of topics than they do today. Nevertheless, it is true that superannuation
funds will and do have a personal interest which might conflict with the interests of an individual
member to whom the trustee provides advice (although that might be less acute than in other cases
given they will only be giving advice to their existing members). Despite this, for all of the reasons |
have written about, it is in my view in the interests of superannuation fund members to be able to get
good personal advice from their fund. Superannuation funds will need to satisfy the good advice duty
where they provide personal advice to members, and if they employ a financial adviser to give this
advice, the financial adviser will have a duty to act in the best interests of the member (their client) as
well.

Others told us they were concerned that by giving superannuation funds greater discretion in deciding
how to charge for advice, there was a risk of cross-subsidisation —in particular, members as a whole
might be assuming the cost of expensive retirement advice for a few. They raised the spectre of the
‘fee for no advice’ case studies in the Royal Commission. | strongly disagree with this characterisation.

Superannuation funds are collective investment vehicles. Expenses are routinely shared.
Administration fees commonly include a percentage-based fee and so members with higher balances
will make a greater contribution to fixed expenses than members with lower balances. It is the job of

138 APRA (2019), Prudential Standard SPS 515: Strategic Planning and Member Outcomes.
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the trustee to determine how those expenses should be recovered and shared between members.
The trustee’s duties to exercise its powers in the best financial interests of members, to promote their
interests, to treat members of different classes fairly are all relevant. And of course, regulation 5.02 of
the SIS Regulations is intended for precisely this purpose — it requires a trustee to allocate expenses
between members on a fair and reasonable basis. There is no reason to think that a special rule is
required for the treatment of expenses incurred in providing advice to members and | am confident
that what were proposals should be recommendations.

7.3.4 Recommendations

| recommend that the SIS Act be amended to:

* expressly provide trustees with permission to apply fund resources for the purpose of providing
personal advice to members about their superannuation; and

* remove section 99F.

This would not mean the trustee or another adviser could not and should not consider all matters
which are relevant to that advice and nor should it mean the advice could not include
recommendations which are incidental to the advice about the member’s interest in the fund (noting
that in this case | am not meaning to separate a superannuation interest from a pension interest).
These matters are likely to include the member’s financial situation, family situation, social security
and health. In many cases the trustee (or adviser) would be required to do so in order to meet the
good advice duty. If there is any doubt, this should be clear in the law.

Recommendation 6 — Superannuation advice

Superannuation fund trustees should be able to provide personal advice to their members about
their interests in the fund, including when they are transitioning to retirement. In doing so,
trustees will be required to take into account the member’s personal circumstances, including
their family situation and social security entitlements if that is relevant to the advice.

Superannuation fund trustees should have the power to decide how to charge members for
personal advice they provide to members and the restrictions on collective charging of fees
should be removed.

The objective of this recommendation is to give superannuation funds greater confidence about
the scope of advice they can give to their members and to encourage superannuation fund
trustees to decide how to allocate the cost of providing advice between members based on the
circumstances of their fund and their members.

7.4 Adviser service fees

7.4.1 Existing legal basis

Many members seek advice from independent financial advisers about their superannuation. The
Review’s survey indicated that 88 per cent of financial advisers provided retirement or pre-retirement
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advice and for 65 per cent of advisers, the majority of their business is retirement focussed advice.**®
These advisers are entitled to charge a fee for advice. When the advice is ongoing, they may charge an
ongoing fee. Where the advice provided is about the member’s superannuation interest, trustees may
agree to pay the fee from the member’s superannuation account to the adviser. This reflects the
arrangement in practice. The contractual arrangements are more complex.

The SIS Act prohibits the payment of money from a fund other than to pay a superannuation benefit,
to pay an expense that is incurred by the trustee in connection with the operation of the fund or as a
trustee fee. A fee for advice is not a superannuation benefit. Therefore, the only legal basis on which it
can be paid is if it is an expense incurred by the trustee in connection with the operation of the fund
(unless it is a trustee fee). If the trustee engages an adviser to provide advice to a member about the
member’s interest in the fund (and doing so is consistent with the sole purpose test), the cost of
providing the advice is incurred by the trustee and can be deducted from the fund. This is the legal
basis on which adviser fees can be paid from members’ superannuation accounts. However, | am not
confident it accurately reflects the actual arrangements under which advice is provided to
superannuation members by independent advisers.

The consequences for the trustee and a member of paying money out of the fund to pay an advice fee
to the member’s adviser if the fee is not an expense properly incurred by the trustee are significant.
The trustee will breach the SIS Act and the payment will be treated as a benefit paid to the member
under the Income Tax Assessment Act 1997. If the member has not satisfied a condition of release, it
will be taxable in the hands of the member. These are the real and serious consequences of getting an
advice fee arrangement wrong.

7.4.2 Arrangement between member and adviser

Section 99FA of the SIS Act has exacerbated the risks of paying adviser service fees from
superannuation funds. It was introduced into the SIS Act with effect from 1 July 2021 following the
Royal Commission recommendations. It is intended to prevent advice fees being deducted from a
member’s superannuation account without their consent and it requires an advice fee paid from a
member’s superannuation account to be paid in accordance with the terms of the arrangement
entered into by the member and the adviser. The member must provide their consent to the trustee
for the deduction of the fee the member has agreed with the adviser.

ASIC and APRA have written to trustees to remind them of their obligations to take steps to satisfy
themselves that:

* any advice paid for from the fund with the consent of the member under section 99FA is confined
to advice about the member’s interest in the fund; and

* the cost of the advice is reasonable. In many cases they said trustees impose caps on advice fees
that can be paid from the fund.

These steps do not convert the arrangement between the adviser and member into an arrangement
between the adviser and trustee or the adviser, member and trustee, and it is very difficult to
reconcile the arrangement required by the section with an expense that is incurred by the trustee. In
my view section 99FA is flawed and should be replaced. Given the potentially serious consequences
for trustees and members of getting the arrangements wrong, this should be done urgently.

139 See Appendix 3, Quality of Advice Review Financial Adviser Survey, Question 8.
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7.4.3 What adviser fees should be paid from superannuation funds?

Some people have told us that advice fees, particularly ongoing advice fees, should not be paid from
superannuation at all. Other people have suggested that superannuation might be an appropriate
place to fund financial advice generally. For approximately 60 per cent of advisers, the majority of the
fees they charge are deducted from a financial product, and more often than not from a
superannuation fund account.* The SIS Act prohibits ongoing advice fees being paid from a MySuper
product. It does so on the basis that a person who is in a default product does not need regular
personal advice. | agree that ongoing advice fees should not be paid from MySuper products. The
advice needs of members holding a MySuper product should be able to be met from the advice
provided by (or under an arrangement with) the trustee.

For members invested in choice products we have been told that superannuation balances should be
preserved for retirement and ongoing advice fees deplete retirement incomes. Good financial advice
can add to a person’s retirement income and it is appropriate that people should be able to apply
some of their superannuation to the cost of receiving financial advice about their superannuation,
including their retirement income. However, | am not persuaded that superannuation should be
available to pay for broader financial advice.

| am aware that the consequences of my views are that trustees will continue to be responsible for
taking steps to ensure that advice fees are paid only for the provision of advice to a member about
their interests, if they choose to allow advice fees to be paid from the fund. None of the
recommendations require them to do so. But a contrary view would make superannuation available
for purposes that are not related to retirement incomes. The SIS Act requires trustees to determine
whether insurance premiums would unreasonably erode members’ retirement incomes, paying for
financial advice from superannuation raises the same question. Where there is a direct connection
with the member’s interest in the fund, the potential to do so would seem to be much less than
should the member’s balance be available to pay for financial advice at large.

This does lead to the question about how much should be able to be paid from a member’s
superannuation account for financial advice about their superannuation interest (or another interest
in the fund). In my view, the cost should fairly reflect the value of the advice and it should not
unreasonably erode a member’s retirement income and so | think there may be merit in limits being
imposed on how much and how frequently advice fees can be deducted from a member’s account.
However, | think these are questions which trustees can answer having regard to the characteristics of
their members. | do not think these are matters which should be prescribed by the law.

7.4.4 Proposal to amend the SIS Act to permit the deduction of adviser fees

Given these concerns, | recommend that section 99FA of the SIS Act be repealed and replaced with a
provision giving trustees permission to pay, on the direction of a member, a fee for advice provided to
the member from a financial adviser about the member’s superannuation in the fund. | emphasise
that trustees would be given permission to pay an advice fee if they choose to provide the facility to
their members, the recommendation would not require trustees to do so.

And so, rather than having to put in place an arrangement by which the advice fee is an expense
incurred by the trustee and rather than requiring the consent of the member to the deduction of an
advice fee from their account, the SIS Act would authorise the trustee to pay an advice fee, including
an ongoing advice fee, on the direction of the member.

140 See Appendix 3, Quality of Advice Review Financial Adviser Survey, question 19.
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The direction would operate in the same way that investment directions and binding death benefit
nominations work. In neither case is the trustee bound to offer investment choice or binding death
benefit nominations, but if they choose to invite members to provide an investment direction or a
binding nomination, the trustee is authorised by the SIS Act to act on that direction or nomination. An
advice fee paid in accordance with the direction would be treated as an expense of the fund despite
the fact that the trustee will not be a party to the arrangement with the adviser and despite the fact
that the expense will not have been incurred personally by the trustee.

The trustee will still need to be confident the advice related to the member’s interest in the fund and
so it would need some ability to confirm that. This might mean that trustees will only permit financial
advice fees to be paid at the direction of members to advisers with whom they have an agreement
that enables a trustee to review advice provided to members from time to time or to require an audit
of that advice to be undertaken. This proposal is not intended to change fundamentally what trustees
do now, but it will place it on a firmer foundation and make it easier.

When | consulted on this change in the Proposals Paper, superannuation funds supported this
recommendation.

Recommendation 7 — Deduction of adviser fees from superannuation

Superannuation trustees should be able to pay a fee from a member’s superannuation account
to an adviser for personal advice provided to the member about the member’s interest in the
fund on the direction of the member.

The objective of this recommendation is to provide superannuation fund trustees with more
certainty about paying advice fees agreed between a member and their financial adviser from
the member’s superannuation account and ensure that adviser fees are not paid in breach of the
SIS Act and are not taxable benefits for members.
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Chapter 8 — Charging Arrangements, Disclosure
Documents and Reporting Requirements

Chapter Summary

* The disclosure obligations in the Corporations Act are intended to arm consumers with the
information they need to decide whether to follow the advice provided by their financial
adviser. The evidence is that they do not do this.

* The requirements applying to ongoing fee arrangements and statements of advice are
complicated and add to the cost of providing personal advice. They also result in documents
consumers do not want and are not able to easily understand.

* Annual consent for ongoing fees continues to be important but the disclosure requirements
for them should be simplified by authorising financial advisers and product issuers to rely on a
single prescribed fee consent form.

* The requirement to give retail clients a statement of advice would be replaced with a
requirement for advice providers to maintain complete records of the advice and to provide
written advice on request from clients. This should allow advice providers to provide advice in
the way that suits the needs and preferences of their client.

* Producing FSGs also contributes to the time, cost and volume of disclosure documents
advisers are required to prepare and provide to their clients, often offering little value to
clients. Personal advice providers should have the option to make information regarding
remuneration or other benefits, and dispute resolution procedures available on their website,
or continue to provide the FSG as they do now.

* The consent requirements for being classified as a wholesale client because of the assets and
income threshold should be the same as those required for a sophisticated investor. This will
make it more likely that consumers will be aware of the protections they are losing.

* The DDO regime for financial advisers should not impose unnecessary burdens on financial
advisers who may recommend financial products to clients who are outside a product’s TMD.
The DDO reporting requirements should only require financial advisers to report the number
and nature of complaints to product issuers.

Objectives

The objectives of recommendations in this Chapter are to:

» streamline regulatory requirements to reduce costs for financial advice providers while
maintaining appropriate levels of consumer protection;

» allow financial advice and related disclosures to be provided in a form that meets consumers’
needs; and

* provide consumers with access to written advice if they want it.
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8.1 Terms of Reference

In reviewing the regulatory framework for the provision of financial advice, the Review was required
to examine:

» fee disclosure and consent requirements, including the reforms to introduce annual renewal of
ongoing fee arrangements following implementation of the Royal Commission recommendations;

« financial advice documentation and disclosure requirements, including statements of advice; and

* the effectiveness of the consent arrangements for sophisticated investors and wholesale clients for
the purposes of financial advice.

Financial advisers complained loudly about the obligation to prepare fee disclosure statements,
consent agreements, statements of advice and financial services guides. They said the time spent and
cost incurred in preparing these documents is the single most urgent area for reform.

| consider each of these documents in this Chapter. | then consider the consent provisions for
sophisticated investors and how they relate to the definition of wholesale client and the reporting and
distribution obligations under the DDO regime.

Chart 8.1: Areas for reform identified by financial advisers to reduce the burden of
regulation
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Requirement to prepare and provide disclosure documents 73 Per cent
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arrangements, including fee consents
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8.2 Ongoing fee arrangements

8.2.1 A brief outline of what ongoing fees and ongoing fee arrangements are

FOFA introduced the concepts of ‘ongoing fees’ and ‘ongoing fee arrangement’ into the Corporations
Act and then set out a regime for their regulation. The purpose was to ensure that clients not only
agreed to pay ongoing fees for advice, but knew that advice fees were being deducted from their
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investments. The expectation was that a client would only agree to pay ongoing fees if they were
provided with a service that was commensurate with the fees they were paying.

An ongoing fee is a fee that is payable under an ongoing fee arrangement. There is taken to be an
ongoing fee arrangement for the purposes of the Corporations Act if certain conditions are satisfied.
They are that:

* an AFS licensee or a financial adviser gives personal advice to a retail client;

* the client enters into an arrangement with the AFS licensee or financial adviser; and

« under the terms of the arrangement, a fee is to be paid during a period of more than 12 months.**!

In short, there will be an ongoing fee arrangement between a financial adviser and their client if the
adviser provides personal advice to the client and the client agrees to pay a regular fee for a period of
more than 12 months. It is commonplace for ongoing advice fees to be calculated as a percentage of
the client’s relevant investments (asset-based fees).

Ongoing fees are sometimes paid personally by the client (by deducting fees from the client’s credit
card or bank account), but more commonly ongoing fees are deducted from the client’s investment
products. In many cases this will be from a superannuation product. The SIS Act prohibits the
deduction of an ongoing fee from a member’s MySuper product, but not from a choice product
(although for the reasons discussed in Chapter 7 on Superannuation and Chapter 9 on Conflicted
Remuneration, doing so is not straightforward).

8.2.2 Stakeholder views

Some consumer associations and industry associations said that asset-based fees are not in the
interests of consumers. They said they can be invisible to consumers, obscure the true nature of the
service provided by the financial adviser and be unrelated to the volume or quality of the work done.
They argued that fixed fees are more transparent and are more likely to be commensurate with value
of the advice provided. In my view there is merit in these points and | note that in a different context,
the Super System Review, suggested that superannuation funds should not pay asset-based fees to
investment managers. A contrary view is that asset-based fees — for financial advisers or investment
managers — align the interests of the client and service provider.

Some industry associations also said that ongoing advice fees should not be able to be paid from
superannuation funds at all. They do not think members benefit from regular financial advice about
superannuation. Unsurprisingly, financial advisers and advice licensees have told us that an ongoing
advice relationship can have significant benefits for their clients including by increasing their
retirement incomes.

Financial advisers are nevertheless unhappy about the rules that apply to ongoing fee arrangements.
They say the compliance burden is too great and, they also say, it is exacerbated by the requirements
of product issuers and advice licensees.

We have also been told they add significantly to the time spent on administrative matters and to the
cost of providing advice. And financial advisers questioned the value of these particular requirements
for their clients and have noted that signing forms can take up a not insignificant amount of time in
meetings with their clients.

141 Corporations Act, s 962A.
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Chart 8.2: Extent to which product issuers impose obligations on advisers which are in
addition to those imposed by the ongoing fee arrangements requirements in the
Corporations Act
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We have also been told that some advisers avoid entering into ongoing fee arrangements because the
obligations are too onerous. (Where they are replaced by agreements with rolling terms stopping
short of 12 months, it does raise a possible avoidance risk).

However, the Review’s survey of financial advisers shows that ongoing fee arrangements remain
commonplace.

Chart 8.3: Proportion of clients who paid one-off or ongoing fees
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8.2.3 Requirements for ongoing fee arrangements

The disclosure and consent requirements for ongoing fee arrangements were first introduced with the
FOFA reforms. They required providers of financial advice to obtain their client’s agreement to
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ongoing advice fees every 2 years.’* Since then, in response to recommendation 2.1 of the Royal
Commission, a client’s consent is required to be given annually.X*® If it is not, the arrangement
terminates.

The requirements for ongoing fee arrangements are:

* An advice provider, or a ‘fee recipient’, is required to give their client a fee disclosure statement
annually within 60 days of the anniversary day of entering into an ongoing fee arrangement.** The
‘anniversary day’ for an ongoing fee arrangement is the anniversary of the day on which the
arrangement was first entered into.'* The fee disclosure statement must include the services
provided by the adviser and the fees paid by the client in the previous year, as well as the services

that will be provided and the fees that will be paid for the following year.1*®

* Next, if the arrangement is to continue for a further year, the adviser must obtain the client’s
agreement to renew the arrangement within 120 days of the anniversary day.*’ If the client fails to
renew the agreement within this timeframe, the ongoing fee arrangement automatically
terminates 30 days after the day the renewal was due.?*®

* Finally, if the advice fees are to be paid from a financial product, the client must also sign a consent
form agreeing to the advice fees being deducted from one or more of their financial products
within 150 days of the anniversary day each year.*® An adviser must then provide a copy of the
client’s consent form to the product issuer.®* If the advice fee is to be paid from a member’s
superannuation account, the member must also consent to their superannuation trustee paying a
fee to their adviser whether or not the fee is ongoing.*>?

8.2.4 Proposals Paper and concerns raised by stakeholders

In my view, it is important and necessary for clients to regularly turn their minds to whether an
ongoing fee arrangement should continue. The annual consent requirement means that they do and
so | did not propose any changes to this requirement in the Proposals Paper. Some advisers argued
that the obligation is unnecessary and too onerous. They said it should be sufficient for a client’s
consent to be provided once only (at the commencement of the arrangement) or, perhaps, every

142 Revised Explanatory Memorandum to the Corporations Amendment (Future of Financial Advice) Bill 2012,
page 3.

143 Recommendation 2.1 of the Royal Commission recommended that: the law should be amended to provide
that ongoing fee arrangements (whenever made) must be renewed annually by the client; must record in
writing each year the services that the client will be entitled to receive and the total of the fees that are to
be charged; and may neither permit nor require payment of fees from any account held for or on behalf of
the client except on the client’s express written authority to the entity that conducts that account given at,
or immediately after, the latest renewal of the ongoing fee arrangement.

144 Corporations Act, s 962G(1).

145 Corporations Act, s 962G(3).

146 Corporations Act, s 962H.

147 Corporations Act, s 962L.

148 Corporations Act, s 962N.

149 Corporations Act, ss 962R(2), 9625(3) and 962V(1).

150 Corporations Act, s 9625(3).

151 SIS Act, s 99FA.

Chapter 8 — Charging Arrangements, Disclosure Documents and Reporting Requirements | 123



2 years. But | agree with those stakeholders who told us ongoing fees can be invisible and therefore
can be forgotten.

| also agree with the stakeholders who said this is a complicated regime. It is unnecessarily so.
Financial advisers told us there are too many forms and there is too much duplication. This not only
creates work and cost for advisers, but they said it is of limited value for their clients. We have been
told that clients can be puzzled and sometimes annoyed by the number of forms, and that they may
not in fact understand what fees they are paying based on the prescribed disclosure. They also said
the requirements for forms and consents to be provided on specific dates referenced by an
anniversary day were inflexible and too difficult.

In the Proposals Paper | proposed that renewal agreements (for advisers) and consent forms (for
product issuers) be combined into a single prescribed form and that the obligation to provide a fee
disclosure statement be removed.

8.2.5 Recommendation for ongoing fee arrangements

| continue to hold the view that a client should be asked to consent to pay an ongoing fee from their
financial product each year. This is an important consumer protection measure in the existing law.
Moreover, if the complexity of multiple forms is removed, as | recommend, it should not be an
onerous obligation. A financial adviser who is being paid an ongoing fee for their advice should be
speaking to their client regularly. Having said what | do not think should change, | turn now to the
changes | am recommending.

As proposed in the Proposals Paper, | am recommending that the obligation for advisers to provide a
fee disclosure statement to their clients be removed. | am recommending the client’s annual written
consent to renew an ongoing fee arrangement be combined into a single document along with the
authorisation to their product provider to deduct advice fees from their financial products. Multiple
forms would only be required where fees are to be deducted from financial products issued by more
than one product issuer. This form should explain to the client the services the adviser will provide the
client and the fee the adviser proposes to charge over the following 12 months.

In addition to this, | am also recommending that there should be a single prescribed form that can be
relied on by all product issuers, including superannuation trustees, as evidence of the client’s (their
investor’s or member’s) consent to the ongoing fee arrangement and the fee that is agreed to be paid
under that arrangement. This is slightly different from the proposal in the Proposals Paper. While | am
recommending that the Corporations Act be amended to say that a product issuer is entitled to rely
on the prescribed form, | am not recommending that the law require a product issuer to accept the
form. This is because it is possible and should continue to be possible that different product issuers
might apply different rules to the payment of ongoing fees. Some might apply caps on ongoing fees or
permit ongoing fees to be provided in relation to some advice only (superannuation fund trustees are
an obvious example here). While it is desirable to have a single consent form, it is not desirable to
dictate whether and in what circumstances a product issuer must allow a client to pay advice fees
from their financial product.

| am also recommending that consideration be given to whether there can be greater flexibility for
advisers about when they obtain their client’s consent. The important point is that it must done on an
annual basis.
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Recommendation 8 — Ongoing fee arrangements and consent requirements

The current provisions which require a provider of advice to give a fee disclosure statement to
the client, to obtain the client's agreement to renew an ongoing fee arrangement and the client's
consent to deduct advice fees should be replaced. Providers should still be required to obtain
their client's consent on an annual basis to renew an ongoing fee arrangement, but they should
be able to do so using a single 'consent form'. The consent form should explain the services that
will be provided and the fee the adviser proposes to charge over the following 12 months. The
consent form should also authorise the deduction of advice fees from the client's financial
product and should be able to be relied on by the product issuer. The form should be prescribed.

The objective of this recommendation is to streamline the requirements for ongoing fee
arrangement and fee consents, while ensuring that consumers see and agree the fees they are
paying their financial adviser.

Diagram 8.1: Ongoing fee arrangement disclosure and consent requirements

January December

Client consents
to deduct
advice fees from
financial product

Adviser give client a
Fee Disclosure Statement
outlining fees and services for
the previous and upcoming year

Client agrees
to renew
ongoing fee
arrangement

(P — 4

Client signs one standardised consent form
with fee estimate for the upcoming 12 months

8.2.6 Costs v benefit

These proposals will provide a material benefit to advisers. They will also provide a benefit to their
clients.

There is no reason to think fee disclosure statements add anything of value to an adviser’s clients. If an
advice fee is deducted from a client’s financial product in accordance with an ongoing fee
arrangement, it will be set out in the periodic statement the client receives from their product issuer.
A client does not benefit from being told the same thing twice. To the contrary, they may rightly be
confused.

The recommendation to consolidate the renewal and consent requirements into a single document is
not new. It is currently permitted but not required by an ASIC legislative instrument (ASIC
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Corporations (Consent to Deductions—Ongoing Fee Arrangements) Instrument 2021/124). This
recommendation will therefore put into practice what is already allowed. It will reduce the multiplicity
of forms and documents financial advisers (and we understand their clients) complain about.

The requirement for the combined renewal and consent form to explain the services that will be
provided to the client and the fee to be charged for these services over the course of the following
12 months will mean that clients will still be given the information they need to decide whether to
agree to enter into or continue an ongoing fee arrangement. As now, where fees are calculated as a
percentage of funds under management, this could be done by explaining how the fee will be
calculated together with an example. Where fixed fees are payable, the fee should be stated, again as
it must be now.

While | am not recommending banning or restricting the use of asset-based fees or percentage-based
fees, | am not convinced they are a fair way for consumers to be paying an adviser for their advice.
This is because there is no real connection between a percentage-based fee and the work done by the
adviser and because asset-based fees provide an incentive for advisers to prefer wealthier clients.
Nevertheless, | am told, and | accept that some clients like asset-based fees because they think it
aligns their interests with the adviser’s — as their investments go up and down in value so too does the
adviser’s remuneration.

As for the concerns that consumers may not be aware of the fees they are paying or the services they
are entitled to, again | say that my recommendations leave in place the requirement for the client’s
annual consent and that consent must be provided on a form which sets out the services that will be
provided. | understand that it is usual for this consent to be provided in a meeting between the
adviser and their client and so there will be an opportunity to discuss those services. Clients will also
get statements from their product issuers showing the ‘advice fees’ (and described as such) that have
been deducted. In all of these circumstances, it will be difficult for advisers to receive ongoing fees
without providing regular advice.

| have been told and | accept that advice licensees are doing more to satisfy themselves that the
financial advisers authorised to provide advice under their AFS licences are able to point to evidence
of the services they provide their clients. But if this is not the case, the consumer will be armed with
the agreement setting out the promised services, and if need be, can initiate dispute resolution
proceedings.

This recommendation will provide a real benefit for consumers who want an ongoing relationship with
an adviser. It will reduce the forms that get in the way of that relationship without, for the reasons
discussed above, removing the requirements for consent and helpful and important disclosure.

8.3 Statement of advice

8.3.1 What does the law require?

A statement of advice is required to be given, with some exceptions, each time a retail client is given
personal advice.® The SOA must be the means by which the advice is given or a record of the advice
given. In most cases the SOA is not the means by which the advice is given and therefore it should be a
record of the advice. A SOA must be given when the advice is provided or as soon as practicable after

152 Corporations Act, s 946A.
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the giving of advice (and in any case before the adviser provides any further services arising out of or
in connection with that advice).'>3

Broadly a SOA must include:

* the advice and the basis upon which the advice is provided;
* name and contact details of the providing entity;

* information on remuneration, other benefits or any other interests that may reasonably be
expected to be capable of influencing the advice provider; and

» any warnings required to be given about the advice.™

The SOA needs to contain the information that a retail client would reasonably require to make a
decision about whether to follow the advice and the information must be presented in a clear, concise
and effective manner.’>> The SOA must also contain additional information when a replacement
product is recommended.®¢ This is a somewhat roundabout way of imposing a more substantive
obligation on the adviser to consider additional matters when recommending that the client replace
an existing financial product with another.

The Revised Explanatory Memorandum to the Financial Services Reform Bill 2001 explains that:

The content requirements [of a SOA] are intended to ensure that consumers receive
information necessary to make informed decisions about whether to act on the
advice, while at the same time allowing industry some flexibility in determining the
level of information that should be included.*®’

Based on what we have been told and have read, it is fair to say that a SOA is frequently not a good
record of the advice that was provided and frequently does not give the consumer the information
they need to make informed decisions about whether to act on the advice. While the requirements do
provide advisers with flexibility in determining the level of information that is provided, the flexibility is
most often used to provide more information than the client needs or wants.

8.3.2 What is the problem with SOAs?

In all of our discussions with financial advisers, SOAs have been universally criticised for being too
complex and adding significantly to the cost and regulatory burden of providing personal advice.**®
More important than this, consumers find SOAs to be too long. SOAs do not, in the main, provide
advice in a form that consumers are readily able to understand.

And so, while SOAs are intended to be consumer focused documents (providing the information the
client needs to decide whether to act on the advice) and while the content requirements are intended
to be flexible in order to permit providers of advice to tailor the individual SOA to the needs of the
client, they are often prepared by financial advisers with an eye on defending a complaint or claim.

153 Corporations Act, s 946C(1).

154 Corporations Act, s 947B(2).

155 Corporations Act, ss 947B(3) and 947B(6).

156 Corporations Act, s 947D.

157 Revised Explanatory Memorandum to the Financial Services Reform Bill 2001, paragraph 12.51.

158 The Review’s Financial Adviser Survey found that 73 per cent of respondents indicated that changes to the
SOA would most effectively reduce regulatory burden, while 90 per cent of respondents stated that the
requirements for SOAs should be decreased (see Appendix 3).
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This reflects a widespread fear among advisers and their authorising AFS licensees of the
consequences of even minor omissions of information they suspect ASIC or AFCA expects to be
included in a SOA. This fear has resulted in many advice licensees requiring their advisers to follow the
steps in lengthy compliance manuals and completing long, templated documents, which often include
extensive fact finds and product comparisons. In some cases, SOAs do not reflect the actual advice
conversation between the adviser and their client. This is not only a breach of the law (which requires
the SOA to record the advice given), but also means the SOA is not a reliable record of the advice
provided, and when an advice licensee or adviser seeks to rely on it when a complaint or claim is
made, the client is on the back foot trying to persuade a decision maker the advice was not the advice
recorded in the SOA.

In many cases, consumers do not read or do not carefully read a SOA. Consumers rely on what they
are told by their adviser. Industry research shows that approximately 33 per cent of consumers who
had received advice from a financial adviser did not read the SOA thoroughly (either skimming it,
signing it without reading it or not even recalling that they received it).**° Similar feedback was
provided by financial advisers in the Review’s survey.

Chart 8.4: Care taken by clients in reading statement of advice

0 20 40 60 80 100

Per cent

) ) ) ) Per cent
0 20 40 60 80 100
m Very thoroughly m Somewhat thoroughly m Skimmed through it
m Signed it without reading u | never received a statement of advice m | do not know what this document is

Further, 79 per cent of financial advisers who responded to the Review’s survey indicated that they
thought their clients did not value the SOA, while 63 per cent thought their clients did not understand
the SOA.°

AFCA’s submission to the Issues Paper provided a scathing review of SOAs:

It is AFCA’s experience that SOAs are of limited value in addressing information
asymmetry. Many retail clients do not read or comprehend SOAs in full (as they are
lengthy, use financial / legal jargon and contain information that does not assist their
decision making).

159 Investment Trends (2022).
160 See the Review’s Financial Adviser Survey in Appendix 3 (Question 35: Perceptions of why SOA
requirements should be decreased).
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AFCA’s experience is that SOAs also are primarily drafted with an eye to legal
requirements...and the needs of the advisory firm’s compliance department, rather
than a consumer-centric document drafted to assist a client to decide whether to
take up particular advice.

Many SOAs seen by AFCA in financial advice complaints still exceed 50 or more
pages, are difficult to navigate, contain irrelevant information and do not use plain
English to explain the advice, or its benefits and risks. In most instances, there
appears to be no focus by the person preparing the SOA toward securing their
client’s informed decision to accept or reject the advice. The focus generally seems to
be on meeting legal and compliance standards. %

8.3.3 The cost of providing advice

A number of stakeholders provided us with estimates of the cost of providing advice, a large part of
which is directly attributed to preparing SOAs. These estimates are set out in Chapter 3. They show
that the cost of providing advice is continuing to rise with a flow on effect to advice fees. One estimate
indicates that between 2018 and 2021, median advice fees increased by 40 per cent.'®?

The time required to prepare a SOA

We have also been provided with or directed to modelling and research on the time that is required to
prepare advice, and the accompanying SOA, which showed that on average it can take anywhere
between 6.6 hours® and 14.6 hours to produce a SOA.2+ Many advice providers noted that a
simplification of the SOA requirements would result in a significant reduction in the time required to
prepare advice, which would in turn they said significantly reduce the cost of providing advice. They
also said they would have more time to provide advice to more clients.

8.3.4 The length of SOAs

The length of SOAs is a real problem, for advisers and their clients. The Review’s survey of financial
advisers found that the typical length of a SOA provided to clients is 41 pages or longer. Despite this,
83 per cent of respondents said they thought a SOA for a typical client should be 20 pages or less.
AFCA suggested that advice documents should be no longer than 10-12 pages. A number of
stakeholders suggested that SOAs would be shorter if the content requirements were reduced.

161 AFCA (2022), Submission to the Quality of Advice Review Issues Paper, pages 5—6.
162 Adviser Ratings (2022), page 39.

163 Investment Trends (2022).

164 lress (2021), Advice Efficiency Survey Final Report, page 13.
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Chart 8.5: Typical and desired lengths of Statements of Advice for financial advisers
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8.3.5 Proposals Paper and stakeholder feedback

In the Proposals Paper, | proposed replacing the current requirement to give retail clients a SOA (or a
ROA) with the requirement for providers of personal advice to maintain complete records of the
advice they provide to retail clients and a requirement to provide advice in writing to a client only on
request.

This proposal was not intended to apply to providers who are currently exempt from the SOA or ROA
requirements, such as anyone providing personal advice about general insurance products.

During consultation, there was strong support for the proposal from financial advisers and advice
licensees, digital advice providers, banks and superannuation trustees, on the basis that the proposal
would give advisers greater discretion to provide advice in a form that suits the needs and preferences
of their clients and allow more scope for innovation. They said it would allow them to adjust the
documents they provide to their clients to the complexity and risk of the advice and it would reduce
the time and cost involved in providing advice.

Having said this some people told us that consumers should be provided with written advice unless
the consumer elects not to receive written advice. This was based on the view that, consistent with
the original intention of the SOA, written advice is important in assisting consumers understand advice
and make a decision about whether to act on the advice. It can also be used as evidence in the event
of a dispute.

Stakeholders wanted more information about the proposed requirement to maintain complete
records of the personal advice and some queried the timing of when clients could request written
advice. They worried that requests made after the advice had been provided could add to their
workload. Some said it might defeat the purpose of the recommendation because providers would
simply continue to provide written advice for all clients because it would be easier to do so.
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My response to the feedback

| do not think there is merit in the suggestion that the obligation to provide a SOA and ROA be
retained, but with reduced content requirements. This is for 2 reasons:

e consumers should not be required to accept a document if they do not want it (especially when
they have to pay for the preparation of the document); and

e the content requirements in the current law are not the reason for lengthy SOAs.

It is possible to prepare a clear and concise SOA under the existing law. Despite this, SOAs are very
often unclear and very long. They often include templated text cut and pasted from other documents.
In large part this is because advisers and AFS licensees use the SOA to demonstrate that they have
complied with their best interests duty and the safe harbour steps. It might also be because advisers
may not be confident or skilful in reducing their advice to writing and because doing so, from scratch,
on each occasion a SOA is required is time consuming and costly. Reducing the content requirements
for SOAs will not change any of this. By removing the requirement altogether, there is a real
opportunity for advisers and AFS licensees to ask themselves and their clients how they would like to
receive advice. It is entirely possible that in many cases advisers might use their current SOA templates
as their starting point, and there may be nothing wrong with that. But, again, | would encourage them
to think about whether that is in fact the best starting point for their clients.

I have not recommended, as some suggested, that written advice be provided to all consumers unless
the consumer opts out. In my view, this would defeat the purpose of the recommendation to require
advisers to provide advice in a way that suits their client’s needs. A requirement in the law that
defaults to a requirement to give clients written advice, is very likely to stifle innovation and shift the
focus away from the needs of the consumer. This is what the law does now. It is not serving the needs
or interests of consumers.

8.3.6 Recommendation

| am recommending that the law be amended to remove the requirements for a SOA or ROA, as | had
proposed. | am also recommending that the provider of advice:

* maintain a contemporaneous record of that advice; and

» give the client a written record of the advice if the client requests written advice before or at the
time the advice is provided.

This means that providers will need to tell clients they are entitled to a written record of the advice
and ask whether they would like written advice before or when they provide that advice.

| do not think the way in which they ask needs to be prescribed. | say this in an attempt to avoid
repeating the mistakes of the past, which have led to a regulatory framework that is complex and
prescriptive, and which contributes to financial advice being expensive and difficult to access.

| also do not think that what is required to be maintained to meet the record keeping obligation needs
to be prescribed. The obligation is to maintain a record of the personal advice —that is the
recommendation or opinion about a financial product or class of financial product. It will be a matter
for the provider of the advice and the AFS licensee to determine what additional information is kept to
evidence why the advice was good advice and, where the advice is provided by a financial adviser, why
it was in the best interests of the client. | anticipate the records that are kept, and the form in which
they are kept, will be determined by the relevant circumstances. For example, for simple advice (such
as advice provided by call centre staff at a bank, superannuation fund or insurer) it may be sufficient
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to retain the audio recording of the phone call as a record of the advice provided. On the other hand,
comprehensive advice provided by a professional financial adviser would likely require more
comprehensive file notes, which document the client’s financial situation, objectives and needs, the
advice provided, research on financial products compared and so on. A one-size fits all approach to
record-keeping will not work.

It is my hope that this recommendation will encourage anyone who provides personal advice to a
retail client to provide advice in the way that suits their customers and clients. Freed of the obligation
to provide SOAs and ROAs, stockbrokers may provide simple advice to their clients over the telephone,
while banks may be able to provide nudges (recommendations) to their customers via an app.
Financial advisers will be able to tailor documents to the complexity and nature of the advice being
provided, the client’s financial literacy and other aspects of their circumstances.

Regardless of the way the advice is provided, the advice must be good advice and it must be provided
efficiently, honestly and fairly.

Recommendation 9 — Statement of advice

The requirement to provide a statement of advice (or record of advice) should be replaced with
the requirement for providers of personal advice to retail clients to maintain complete records of
the advice provided and to provide written advice on request by the client. Clients should be
asked whether they would like written advice before or at the time the advice is provided and a
request for written advice is required to be made before, or at the time the advice is provided.

This requirement will not apply to a person who is currently exempt from the requirement to
provide statements of advice (e.g. a person who provides personal advice about general
insurance products).

ASIC should provide guidance on how advice providers may comply with their record-keeping
obligations.

The objective of this recommendation is to allow financial advisers and AFS licensees to have
more flexibility to provide advice in a form that best suits their customers and clients and to
reduce unnecessary compliance costs.

8.4 Financial Services Guides

8.4.1 What the law requires

A person who provides a financial service to a retail client must give the client a FSG.1%° The FSG must
be given as soon as it is apparent that a financial service will be provided, or is likely to be provided,®®
and if information in the FSG changes, an up-to-date or supplementary FSG must be given before
further financial services are provided.'®’

165 Corporations Act, s 941A.
166 Corporations Act, s 941D(1).
167 Corporations Act, s 941F.
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A FSG must include all of the following information:

* the details of the providing entity (i.e. name, contact details of the entity and who the entity acts
for);

* any special instructions on how the client may provide instructions to the entity;
* the kinds of financial products and financial services the entity is authorised to provide;

e any remuneration (including commission) or other benefits that may be received in connection
with the provision of the financial service;

* associations or relationships between the advice provider and the issuers of any financial products
that might reasonably be expected to be capable of influencing the financial services provided; and

 the dispute resolution system that covers consumer complaints and how to access that system.6®

8.4.2 Purpose of FSGs

The purpose of a FSG is to provide retail clients with key information about the services being offered
by a financial services provider and to put them on notice of any conflicts the provider might have
through the remuneration and other benefits it may receive and its associations.*®® Where the
financial service is personal advice, the FSG and SOA, together are intended to arm consumers with
the information they need to make informed decisions in their own interests. However, the PJCin the
Ripoll Inquiry concluded that disclosure is not an effective way to protect consumers from harmful or
conflicted advice.”® As | said in Chapter 2 there is no reason to think it is more effective now.

8.4.3 Proposals Paper and stakeholder feedback

While financial advisers did not say FSGs were a major burden, they did say FSGs contributed to the
time, cost and volume of documents they are required to prepare and provide to their clients, again
whether their clients want them or not. Financial advisers told us that, in their experience, consumers
do not read FSGs. This is not difficult to believe.

Consistent with the feedback on SOAs, one industry association observed that FSGs primarily serve to
discharge an adviser’s disclosure obligations, rather than fulfilling their intended purpose of aiding a
consumer to make informed decisions about the financial service (in this case, advice) they are
receiving. Another industry association noted that there is unnecessary overlap between the contents
of the FSG and the contents of other prescribed documents.

Some people suggested the content requirements for FSGs be reduced, while others suggested the
obligation to provide a FSG be removed altogether. Given FSGs are required to be provided by AFS
licensees and their authorised representatives whenever they provide a financial service, and not
merely when they provide financial product advice, a comprehensive review of the FSG requirements
is beyond the scope of the Terms of Reference. Nevertheless, | do think there is merit in undertaking
such a review in the future.

As to removing the obligation to provide a FSG when giving financial advice, while | am not persuaded
that FSGs are useful in protecting consumers from poor or conflicted advice, they do provide some

168 Corporations Act, s 942B(2).
169 Revised Explanatory Memorandum to the Financial Services Reform Bill 2001, paragraph 12.6.
170 Parliamentary Joint Committee on Corporations and Financial Services (2009), pages 81-82.
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important information to consumers, including how to contact the AFS licensee or adviser and how to
make a complaint if they receive poor or harmful advice. This information is more likely to be helpful
after the advice is provided (for example when the client thinks there is a problem) than before.

| proposed that providers of personal advice could have a choice to either:

e continue to give their clients a FSG in accordance with the existing requirements in the law; or

* make information available on the advice provider’s website, at the time the advice is provided,
about the remuneration and any other benefits (if any) the provider receives in connection with
the financial services they provide and internal and external dispute resolution procedures (and
how to access them).

There was widespread support for this proposal, including from advisers and advice licensees. They
noted that this flexibility will enable important information to be readily accessible by consumers
when they need it, rather than being lost among all of the other information customers and clients are
required to be given.

8.4.4 Recommendation

In many ways, FSGs are less difficult to provide than SOAs, because their content does not change
based on the content of the advice, and therefore they do not need to be tailored for each client.
Notwithstanding this, FSGs do impose a compliance burden insofar as providers need to consider
whether clients have an up to date version each time they provide them with a financial service
(including financial product advice) and, if they do not, they must provide them with a new or
supplementary FSG before providing the service or advice. Giving consumers a document they do not
want at a time they do not want it is not in my view useful or helpful.

Given this, and the widespread support for the proposal, | am recommending that providers of
personal advice should have the flexibility to decide how they disclose information that is otherwise
required to be in a FSG to their clients. This means that advice providers can continue, if they choose
to do so, to give their clients a FSG in accordance with the current requirements in the law.
Alternatively, advice providers can choose to include information about the remuneration and any
other benefits they receive in connection with the financial services they provide and their dispute
resolution procedures (and how to access them) on their website.

This means that where advice providers choose to give a FSG to their client, they would continue to be
subject to all of the existing requirements for FSGs in the Corporations Act. This recommendation is
not intended to allow advice providers to pick and choose the elements of the FSG requirements they
comply with. It also recognises that FSGs are required for the provision of all financial services to retail
clients and it is not desirable for separate content requirements to apply to providers of advice and
providers of other financial services.

Where a provider of personal advice chooses to make the specified information available on their
website, this information must be available at the time the advice is provided. This information should
be publicly available and readily accessible. As for the FSG requirements, information included on a
website should be updated regularly and should be up to date at the time advice is provided to a
client. It is not sufficient that information has been included on a website and is subsequently
forgotten.
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Recommendation 10 — Financial Services Guide

Providers of personal advice should either continue to give their clients a financial services guide
or make information publicly available on their website about the remuneration and any other
benefits the provider receives (if any) in connection with the financial services they provide and
their internal and external dispute resolution procedures (and how to access them).

The objective of this recommendation is to increase the flexibility and efficiency of the regulatory
framework, while ensuring that consumers retain access to important information relevant to the
financial services they receive.

8.4.5 Costs v benefits

The recommendation is modest, but it will provide advice providers with more flexibility. | am aware
that consumers do not generally read FSGs. However, they do contain important information and the
recommendation will maintain an obligation for providers to make important information available to
their customers and clients. Where the information is on the provider’s website it must be continually
updated. This too will provide an advantage to a consumer who may well have been given a FSG, but
who will not receive an updated FSG unless they receive a further financial service from the same
provider.

My intention is for the regulatory framework to be flexible. In this case that means the flexibility for
the provider of advice to decide, as part of the services they provide, how they provide information to
their customers and clients. This is consistent with the recommendation for SOAs, which again gives
providers greater flexibility in how they give advice to their clients. Prescribing these requirements in
the law results in templated, compliance-focussed documents, which do not provide consumers with
the advice or information they need.

While some stakeholders suggested that consumers should be directed to the website where this
information is available, | do not think the law needs to say as much.

8.5 Consent requirements for wholesale clients

8.5.1 Background and current law

| have been asked to consider whether consent arrangements for sophisticated investors and
wholesale clients are working effectively for the purposes of financial advice. However, the definitions
of retail client and wholesale client and the associated income and asset thresholds are outside the
Terms of Reference.

8.5.2 Retail clients and wholesale clients

The Corporations Act defines the recipients of financial product advice and other financial services as
retail clients or wholesale clients. The definitions of retail client and wholesale client are particularly
relevant for the regulatory framework for financial advice. These definitions are not fixed and
someone’s status will depend on the financial product to which the financial service they are receiving
relates. This means a client might be a wholesale client for the purposes of investment advice but a
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retail client for the purposes of advice about general insurance. In any case, the Review, for the most
part, is only concerned with the provision of advice to retail clients.

Relevantly, and except when advice relates to superannuation or general insurance, a personis a
wholesale client under section 761G of the Corporations Act if any of the following apply:

the price for the provision of the financial product, or the value of the financial product to which
the financial service relates, equals or exceeds $500,000;

the financial product, or financial service, is provided for use in connection with a business that is
not a ‘small business’;

the financial product or service is not provided for use in connection with a business and the
person acquiring the financial product or service provides a certificate from a qualified accountant,
obtained within the prior 2 years, that they have:

— net assets of at least $2.5 million; or

— agross income for each of the past 2 financial years of at least $250,000; or

the investor is a ‘professional investor’ .}’

In addition, under section 761GA of the Corporations Act a financial product or a financial service in
relation to a financial product (for example, financial product advice) is not provided to a person as a
retail client (referred to in the heading to the section as a ‘sophisticated investor’) if:

the product or service is provided by an AFS licensee;
the product or service is not provided to the client for use in connection with a business;

the AFS licensee providing the service is satisfied on reasonable grounds that the client has
previous experience in using financial services and investing in financial products that allows the
client to assess the merits of the product or service, the value of the product or service, the risks
associated with holding the product, the client’s own information needs and the adequacy of the
information given by the licensee and the product issuers;

the licensee gives the client a statement about why they are satisfied about these things; and

the client signs a written acknowledgement before or at the time the product or service is provided
that the licensee:

— has not given the client a product disclosure statement;

— has not given the client any other document that would have been required to have been given
to a retail client; and

— does not have any other obligations to the client that they would have had if the product or
service had been provided to a retail client.!”?

The Corporations Act says that a financial product or financial service is provided to, or acquired by a
person as a wholesale client if it is not provided to or acquired by a person as a retail client.}’?
Accordingly, a client is a wholesale client if, among other things, they satisfy any one of the limbs in

171 Corporations Act, s 761G(7).
172 Corporations Act, s 761GA(f).
173 Corporations Act, s 761G(4).
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the definition of wholesale client in section 761G or if they are a sophisticated investor under section
761GA of the Corporations Act.

A person who gives personal advice to a retail client must be a relevant provider (that is, meet the
professional standards requirements), comply with the best interests duty, and provide the client with
a statement of advice and a product disclosure statement for each financial product they recommend.
If a retail client is unhappy with the advice they receive, they have access to the AFS licensee’s internal
dispute resolution arrangements and to AFCA. None of these requirements apply to a person who
gives personal advice to a wholesale client and so there is an incentive for financial advisers to deal
with wholesale clients. Some advisers only do so. This affects the accessibility of financial advice for
clients who do not meet the wholesale client conditions.

If the recommendations in this Report are accepted, the differences between the obligations applying
to retail clients and wholesale clients will not be as stark, with important exceptions for whether the
adviser must be a relevant provider and whether the client can make a complaint to AFCA about the
adviser’s advice.

8.5.3 Concerns with the wholesale client classification

Stakeholders had very little to say about the sophisticated investor requirements. This might be
because, in the main, those who provide advice to wholesale clients do so on the basis of the assets
and income threshold and accountant’s certification limb of the definition of wholesale client.

Many stakeholders did tell us the assets and income threshold for the wholesale client test were too
low. This is outside the Terms of Reference and so | merely note the threshold amounts have not been
reviewed (or even indexed) since they were first introduced in 2001 and so there does appear to be a
need to consider whether they are appropriate.

The accounting industry associations also told us that advisers frequently refer clients to their
members for the purposes of certifying that they meet the assets and income threshold. They say they
worry that in many cases the clients do not understand what protections they will lose as a result of
the certification.

Consent arrangements

| am concerned here with the consent arrangements and in particular whether they are working
effectively for the purposes of the regulation of financial advice. The short answer to that is ‘no’. This
is because there is no requirement for a wholesale client under the assets and income threshold limb
of the definition to have any of the qualities which make another person eligible to be a sophisticated
investor and because they are not required to be told about or to agree to the consequences of being
treated as a wholesale client.

Consent for wholesale client status

There is a very important difference between a client who is a wholesale client under the assets and
income threshold and a client who is a sophisticated investor. A client is a wholesale client under the
assets and income threshold almost by default. While an accountant must certify the client has the
assets or income to meet the threshold, the certification turns on a simple question of fact and does
not turn on any requirement for the client to understand the consequences of being treated as a
wholesale client. A sophisticated investor on the other hand must in the first instance be someone the
licensee is satisfied on reasonable grounds is in fact ‘sophisticated” and who must agree to be treated
as a wholesale client and in so doing they must acknowledge what they are giving up. This difference is
undesirable and unwarranted.
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8.5.4 Consistent regime and consumer protection

Currently, the risks associated with the classification of clients as wholesale clients under the assets
and income test are 2-fold. First, it is not the case that someone who meets the assets and income
threshold is in a better position to consider the merits of any financial advice and to weigh the risks
than a person who does not. Second, there is nothing in the test which requires the client to be told
about the consequences of being treated as a wholesale client or to agree to those consequences.

| am not able to comment on the threshold amounts themselves, but | do think that the Corporations
Act should be amended to require both disclosure and consent for wholesale clients under the assets
and income limb of the test, in the same way as it does for sophisticated investors.

In doing so, | understand that disclosure and consent are not a perfect solution. There is much
research which indicates that disclosure is not an effective means of conveying risks to consumers.
Despite this, it remains better than the alternative. It would also remove the discrepancy between the
treatment of one group of wholesale clients who are not sophisticated investors and the other group
of wholesale clients who are. | appreciate that there are other limbs to the definition of wholesale
client. However, in each of those cases the additional consumer protections which are accorded to
retail clients are much less likely to be important or relevant.

8.5.5 Recommendation

I am recommending that the Corporations Act be amended so that a client must consent to being
treated as a wholesale client under the assets and income threshold. An accountant’s certificate
would still be required. In order to give their consent the adviser should be required to explain the
consequences of being a wholesale client to the client and the client should be required to sign a
written acknowledgement before the financial service (including financial product advice) is provided.

| have decided not to recommend an additional requirement that the adviser be satisfied about the

client’s level of understanding and ‘sophistication” because | am not convinced that an adviser could
form that view objectively, particularly if for example the adviser is only authorised to provide advice
to wholesale clients.

The written consent should explain the important consequences of being treated as a wholesale
client, namely:

* the advice provider is not required to be a relevant provider and accordingly will not have to
comply with the professional standards;

* the advice provider will not have a duty to give good advice or to act in the best interests of the
client under the Corporations Act. However, an adviser will still have duties under the general law —
including a duty of care and in the ordinary course a best interests duty;

* the advice provider is not required to give the client a product disclosure statement or financial
services guide; and

* the client will not be entitled to complain about the advice under the AFS licensee’s internal
dispute resolution procedures or to AFCA.

This should also replace the existing content requirements for the acknowledgement provided by
sophisticated investors, which currently omits some of the more important consequences.
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Recommendation 11 — Consent requirements for wholesale clients

The Corporations Act should be amended to require a client who meets the assets and income
threshold and who has an accountant’s certificate to provide a written consent to being treated
as a wholesale client.

The written consent should contain an acknowledgment that is given before they are provided
with a financial product or service that:

* the advice provider is not required to be a relevant provider and accordingly they will not
have to comply with the professional standards;

* the advice provider will not have a duty to give good advice or to act in the best interests of
the client under the Corporations Act;

* the advice provider is not required to give the client a product disclosure statement or
financial services guide; and

* the client will not be entitled to complain about the advice under the AFS licensee’s internal
dispute resolution procedures or to AFCA.

The existing consent requirements for sophisticated investors should be amended to require a
written acknowledgement in the same terms.

The objectives of this reform are to ensure that wholesale clients who meet the assets and
income threshold and sophisticated investors are aware of and agree to the protections they lose
by not being a retail client.

8.6 Design and Distribution Obligations

| have referred to the DDO regime many times throughout this Report. It represents a fundamental
shift in the focus of the regulation of financial services from advice and disclosure to suitable financial
products. This is reflected in the new object of Chapter 7 of the Corporations Act which requires ‘the

provision of suitable financial products to consumers of financial products’.*’*

The Terms of Reference ask the Review to consider the design and distribution obligations only insofar
as they apply to providers of personal advice. In doing so, | emphasise that, together with the
obligation for an AFS licensee to provide financial services efficiently, honestly and fairly, the design
and distribution obligations provide an important underpinning to the recommendations in this
Report. The early enforcement action ASIC has taken in relation to the design and distribution
obligations highlights what a critically important role they will play in protecting the interests of
consumers.

8.6.1 Design obligations

The design and distribution obligations in Part 7.8A of the Corporations Act require product issuers to
make a TMD for each financial product that can be issued to a retail client. The TMD must describe the

174 Corporations Act, s 760A(aa).
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class of retail clients that comprise the target market for the product. These are the class of retail
clients for whom the product is likely to be suitable on the basis of their likely objectives, financial
situation and needs. The product issuer is not required to consider the objectives, financial situation or
needs of an individual customer. If an appropriate target market cannot be identified for a specific
product, the product issuer cannot offer the product for distribution or sale. The product issuer is
required to include these details, along with distribution conditions (if any) and information relating to
review and monitoring in the TMD.*”

The issuer is also required to monitor and review the outcomes of the design and distribution of its
financial products and consider whether changes are required to be made to a product, the way it is
being sold or the target market to whom it is being sold. Product issuers must consider the
performance of the product and whether it has resulted in poor outcomes for consumers in the target
market. In this way, consumers are protected from poor performing or unsuitable products. This is an
important requirement.

8.6.2 Distribution obligations

Both product issuers and distributors must take reasonable steps to ensure that the retail distribution
of financial products is consistent with the TMD for the products.’® However, this obligation does not
apply to a person who provides personal advice about the financial product.t’” This allows the
provider of personal advice to recommend a financial product to a client who is not in the specified
target market. The exception acknowledges the gap between what a product issuer might assume
about the class of person for whom the product will be suitable and what the adviser knows about
their individual client.

8.6.3 Reporting requirements

An issuer of a financial product is also required to include in the TMD the information distributors of
the financial product must provide to the product issuer. A distributor includes a financial adviser. This
information can include anything determined by the issuer.?”® Distributors are also required to provide
a report to the issuer for each reporting period which specifies:

* any significant dealings outside the target market; and

* whether there have been any and, if so, how many complaints they have received about the

financial product.t”®

ASIC has provided temporary relief from the requirement for a distributor to notify a product issuer
that they have not received any complaints during a reporting period.*® This relief is available until
October 2023.

175 Corporations Act, s 994B(5).

176 Corporations Act, s 994E.

177 Corporations Act, s 994A(1).

178 Corporations Act, s 994B(5)(h).

179 Corporations Act, ss 994F(4) and 994F(6).

180 ASIC Corporations (Design and Distribution Obligations Interim Measures) Instrument 2021/784 amends the
operation of the record-keeping and notification obligations in sections 994F(4) and (5) of the Corporations
Act (Record keeping and notification obligations).
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8.6.4 Proposals Paper feedback

Financial advisers have told us that the design and distribution obligation reporting requirements are
onerous and add an additional compliance burden and expense to the conduct of their practices. In
the Proposals Paper | suggested that some of the reporting requirements could be removed without
compromising the DDO regime and relevantly the information available to product issuers so they
continue to be able to monitor the performance of their products. These were the requirements to
notify the product issuer of matters specified by the product issuer in the TMD, of significant dealings
outside the target market, and ‘no’ complaints.

The first obligation allows product issuers to impose obligations (which then become legal obligations)
on financial advisers (and other distributors) at will. The third creates a compliance burden with no
apparent benefit (as is acknowledged by ASIC’s relief). The second is somewhat inconsistent with the
regime itself and appears to provide limited value to the product issuer (and in turn consumers). The
DDO regime specifically acknowledges and permits a financial adviser to recommend a financial
product to a client who is outside the target market for the product. This is an acknowledgement of
the gap between the adviser’s obligation to provide advice that takes into account their client’s
objectives, financial situation and needs and the product issuer’s obligation to design a product for a
class of person for whom it is likely to be suitable. There is then no reason to think that because an
adviser recommends a financial product to a client outside the target market, the target market or the
financial product needs to be reconsidered.

These proposals were welcomed by financial advisers and | have been given no reason to change
them.

8.6.5 Personal advice and DDO

As noted above, the distributor of a financial product has an obligation under the design and
distribution obligations to take reasonable steps to ensure the distribution of the financial product is
consistent with the TMD. However, it does not apply to a person who provides personal advice to a
client about the financial product. Currently, most personal advice must be given by financial advisers
with a duty to act in the best interests of the client.

If the recommendations in this Report are adopted, more advice will be personal advice and more of
that advice will be given by people who are not financial advisers. This would in turn mean the class of
person for whom the exception would apply would be expanded, perhaps significantly. Given the
importance of the regime | think this would be undesirable.

And so | am recommending that the existing exception to the requirement to take reasonable steps to
distribute financial products in accordance with the TMD be restricted to financial advisers (relevant
providers) who will continue to have a duty to act in the best interests of their client when they
provide advice. This is largely consistent with the scope of the exception now.

Where personal advice is given by someone who is not a financial adviser, the AFS licensee should be
required to ensure that their employees only recommend financial products in accordance with the
TMD. This is an important consumer protection provision which will stand behind the good advice
duty.
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Recommendation 12.1 — Design and Distribution Obligations (Distribution
Requirements)

Amend the DDO distribution obligations in the Corporations Act to limit the exception to the
requirement to take reasonable steps to ensure the distribution of a financial product is
consistent with its target market to personal advice provided by relevant providers.

Where personal advice is provided by someone who is not a relevant provider, the AFS licensee
should, like any other distributor, be required to comply with the distribution obligations and
take reasonable steps to ensure the financial product is only recommended in accordance with
the target market determination.

The objective of this recommendation is to ensure that, where personal advice is provided by a
person who is not a financial adviser, financial products are distributed to consumers within the
target market for the product.

8.6.6 DDO reporting requirements

| am also recommending that the DDO reporting requirements in the Corporations Act be amended to
remove the requirements for a financial adviser to:

* report significant dealings outside the target market;
* comply with the additional reporting obligations specified by the product issuer in the TMD; and

e report to the product issuer where there have not been any complaints during the specified
reporting period.
| have not recommended that these exceptions apply to anyone else who provides personal advice (a

person who is not a financial adviser) because the exceptions follow and are intended to be an
extension of the exception for financial advisers from the distribution obligations referred to above.

Despite these changes, all providers of personal advice (including financial advisers) will continue to be
required to report the number of complaints received during a reporting period (but only if there have
been any), as well as a description of the nature of these complaints to the product issuer.

142 | Quality of Advice Review Final Report



Recommendation 12.2 — Design and Distribution Obligations (Reporting
Requirements)

Amend the DDO reporting requirements in the Corporations Act to remove the requirement for
relevant providers to:
* report significant dealings outside the target market to the product issuer;

* comply with the additional reporting obligations specified by the product issuer in the target
market determination; and

* report to the product issuer where there have been no complaints during the specified
reporting period.

These exceptions will not apply to someone who is not a relevant provider.

All providers of personal advice (including relevant providers) will need to report the number of
complaints received during a reporting period (if there have been any), as well as a description of
the nature of these complaints to the product issuer.

The objective of this recommendation is to ensure that the reporting obligations under the DDO
regime are appropriate for relevant providers and do not impose an unwarranted compliance
burden.

Chapter 8 — Charging Arrangements, Disclosure Documents and Reporting Requirements | 143






Chapter 9 — Conflicted Remuneration

Chapter Summary

e The Corporations Act prohibits the issuer of a financial product giving conflicted remuneration
to an AFS licensee or a representative of a licensee and it prohibits an AFS licensee or a
representative of a licensee accepting conflicted remuneration.

» Conflicted remuneration is a benefit (monetary or non-monetary) that could reasonably be
expected to influence the choice of financial product recommended, or the financial product
advice given, by an AFS licensee or a representative of a licensee to a retail client.

e There are a number of exceptions to the ban on conflicted remuneration.

Exceptions (other than insurance)

e The law should be amended to make it clear that benefits given by a client (or authorised to
be given by a client) to an AFS licensee or a representative of a licensee are not conflicted
remuneration, which would also allow the existing exceptions for the issue or sale of financial
products and dealing services to be removed.

* The exception for benefits given for the issue or sale of a financial product where financial
product advice has not been provided in the previous 12 months should be removed.

* The exceptions for benefits given to an agent or employee of an Australian authorised
deposit-taking institution should be removed.

* The regulation and distribution of time-sharing schemes should be reviewed (including
whether the exception to the ban on conflicted remuneration should be retained).

Life insurance

* The quality of life insurance advice has improved between 2017 and 2021, although there
remains significant room for improvement.

* The exception to the ban on conflicted remuneration for life insurance should be retained but
subject to a new condition that a person who provides personal advice to a retail client about
a life risk insurance product obtain the client’s informed consent before accepting a
commission.

¢ The current commissions and clawback rates should be retained.
General insurance

* Intermediaries play an important role in the distribution of general insurance products by
arranging for the placement and purchase of insurance.

* The exception to the ban on conflicted remuneration for general insurance products should
be retained but subject to a new condition that a person who provides personal advice to a
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retail client about a general insurance product obtain the client’s informed consent before
accepting a commission.

Consumer credit insurance

e In 2019, an ASIC report found that consumer credit insurance represents poor value for
consumers. Since then, significant steps have been taken to improve the design and sales
practices for consumer credit insurance.

* The exception to the ban on conflicted remuneration for consumer credit insurance should be
retained (along with the current cap on commissions), but subject to a new condition that a
person who provides personal advice to a retail client about consumer credit insurance obtain
the client’s informed consent before accepting a commission.

Objectives
The objectives of the recommendations in this Chapter are to:

* improve the clarity and consistency of the conflicted remuneration provisions in the law; and

* balance the tension between consumers accessing personal advice about financial products
for which they are unwilling to pay a fee and the conflicts associated with commissions and
other benefits.

9.1 Conflicted remuneration and the Terms of Reference

9.1.1 What | have been asked to do

Terms of Reference

The Terms of Reference ask me to examine:

* the remaining exceptions to the ban on conflicted remuneration; and

» the effect of the life insurance remuneration reforms on the levels of life insurance coverage.

In undertaking this examination, | keep coming back to the purpose of the Review, namely, to consider
how the regulatory framework could better enable the provision of high quality, accessible and
affordable financial advice for retail clients. Some people have said there is necessarily a tension
between quality on the one hand and accessibility and affordability on the other. | do not think that is
necessarily the case. However, there is one exception to this and that is where an adviser receives
benefits (usually a commission) from the product issuer. In that case the tension is real.

9.1.2 What we have done

As part of this Review, we considered data from various sources in relation to general insurance and
life insurance. This is described in detail in Appendix 4 of this Report.

146 | Quality of Advice Review Final Report



9.2 Conflicted remuneration

9.2.1 A brief summary of the regulatory framework

The Corporations Act prohibits the issuer of a financial product giving conflicted remuneration to an
AFS licensee or a representative of a licensee.®?’ It also prohibits an AFS licensee or a representative of
a licensee accepting conflicted remuneration.32® Conflicted remuneration is defined in the
Corporations Act broadly as a benefit (monetary or non-monetary) that could reasonably be expected
to influence the choice of financial product recommended, or the financial product advice given, by an
AFS licensee or a representative of a licensee to a retail client.>* Since 2018 the ban on conflicted
remuneration has also included a benefit given to an AFS licensee or representative in relation to
information given to a person about a life risk insurance product or a dealing in a life risk insurance
product.®® In all other cases, a benefit is not conflicted remuneration unless it influences or is capable
of influencing financial product advice. That advice can be general advice or personal advice.

There are a number of monetary and non-monetary benefits that are excluded from the definition of
conflicted remuneration. This means there are currently benefits given by product issuers to advisers
and other distributors of financial products which do influence the financial product advice given to
retail clients. They include:

* benefits provided by a client;

* benefits relating to insurance (life insurance, general insurance and consumer credit insurance);
* brokerage and stamping fees;

* benefits relating to dealing and execution services;

* benefits relating to time-sharing schemes; and

* benefits provided to employees and agents of an Australian ADI relating to basic banking products,
general insurance products and consumer credit insurance.

There are also exceptions for non-monetary benefits valued at less than $300 or which relate to
education or training and the provision of information technology software or technology services.
The full list of exceptions is included in Appendix 4.

9.2.2 Ripoll Inquiry

Like the best interests duty, the ban on conflicted remuneration has its genesis in the collapses of
Storm Financial and Opes Prime and the 2009 Ripoll Inquiry which followed. In each case, retail
investors were encouraged to borrow to invest in the share market. When the market collapsed in
2008 during the Global Financial Crisis, many investors were unable to meet margin calls. Many lost
the homes that secured their loans.

327 Corporations Act, s 963K.

328 Corporations Act, ss 963E(1), 963G(1) and 963H.

329 Corporations Act, s 963A.

330 Corporations Regulations, regs 7.7A.11C and 7.7A.11D.
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The PJC in the Ripoll Inquiry Report asked whether the:

... advice about financial products, or the financial products themselves, are
responsible for poor investment outcomes. This question is important because the
answer dictates whether the focus of requlation needs to be on improving the quality
of financial advice, or identifying and restricting the sale of poor financial
products.>3!

The PJC did recommend that ‘margin lending facilities’ be regulated as a financial product within the
AFS licensing regime and Chapter 7 of the Corporations Act. Margin lending facilities continue to be
the only credit facility treated as such. However, the PJC formed the view that poor and conflicted
financial advice was ultimately responsible for the ‘catastrophic’ (Storm Financial) and ‘devastating’
(Opes Prime) outcomes for investors. It went on to recommend that financial advisers have a fiduciary
duty to put their clients’ interests first. The PJC then said that payments from product manufacturers
to financial advisers were inconsistent with a financial adviser’s proposed fiduciary duty and
recommended that they be banned.

9.2.3 FOFA

Following the recommendations of the Ripoll Inquiry, FOFA banned conflicted remuneration, although
as noted above, there were a range of benefits excluded from the definition of conflicted
remuneration and which therefore could continue to be provided.

In explaining the reason for the conflicted remuneration provisions, the Explanatory Memorandum to
the Corporations Amendment (Further Future of Financial Advice Measures) Bill 2012 is tentative in
saying:

Product commissions may encourage advisers to sell products rather than give
unbiased advice that is focused on serving the interests of the clients. Financial
advisers have potentially competing objectives of maximising revenue from product
sales and providing professional advice that serves the client’s interests.

There is some evidence that these conflicts affect the quality of advice. The 2006
Shadow Shopping exercise of the Australian Securities and Investments Commission
(ASIC) found that advice that was clearly or probably non-compliant was around six
times more common where the adviser had an actual conflict of interest over
remuneration. The conflict of interest may lead to advice that is not compliant and
not in the client’s interests.>3?

The bolding is mine. Commissioner Hayne was less tentative in expressing his views. He said:

The definition of ‘conflicted remuneration’ in the Corporations Act shows why the
practice should be prohibited.?*

331 Parliamentary Joint Committee on Corporations and Financial Services (2009), paragraph 5.2.

332 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraphs 2.3 and 2.4.

333 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 14.
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In other words — a person who is paid to sell a financial product cannot be trusted to give advice that
is in the best interests of their client. This is because, in Commissioner Hayne’s words: ‘self-interest

will almost always trump duty’.34 ‘Almost always’ leaves room for exceptions.

9.2.4 My conclusions

A small number of stakeholders have argued that all of the remaining exceptions should be removed,
in particular the exceptions that allow commissions to be provided. In the main their arguments are
based on a belief that commissions are morally repugnant. However, there are many areas in which
commissions are a permitted and common form of remuneration and which are not only tolerated but
preferred. Commissions paid to mortgage brokers are a relevant example. They allow smaller lenders
to distribute their products and in the main borrowers understand them and for the most part like
them.

| too worry about the effect commissions and other forms of conflicted remuneration have on the
quality of financial product advice. However, my worry is not a sufficient reason to recommend that all
of the remaining exceptions be removed. It is necessary to consider them on a case by case basis. |
have done so, and with some reservations, | have concluded that there are better reasons than not to
retain insurance commissions and a number of the other exceptions.

In the rest of this Chapter, | discuss my recommendation for the client provided benefit exception and
then the exceptions which are not related to financial product advice. The first should be amended,
the second should be removed. | then discuss the other exceptions which | recommend be removed
before coming to those | recommend be retained. | then set out my comments and recommendations
for benefits in relation to time-share schemes. Finally, | return to insurance commissions and discuss
life insurance, general insurance and consumer credit insurance separately and in more detail to
explain why | have recommended that commissions continue to be able to be paid for these products.

9.3 Benefits provided by a client are not conflicted
remuneration

9.3.1 Purpose of the conflicted remuneration provisions

The conflicted remuneration provisions are intended to and do prohibit a product issuer providing a
benefit to an AFS licensee or its representative which could reasonably be expected to influence the
financial product advice they provide to a retail client.3*

It is plain that the conflicted remuneration provisions were not intended to apply when the benefit is
provided by the client. The PJC was concerned about the conflicts created by ‘payments from
manufacturers’s¢ and the Explanatory Memorandum to the Corporations Amendment (Further Future
of Financial Advice Measures) Bill 2012 referred to ‘product commissions’.337

334 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019),
Volume 1, page 3.

335 Corporations Act, s 963K.

336 Parliamentary Joint Committee on Corporations and Financial Services (2009), page 127.

337 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraphs 2.3, 2.6 and 2.10.
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Consistent with this intention, the operative provisions prohibit a product issuer paying conflicted
remuneration. They also prohibit an AFS licensee or an authorised representative accepting conflicted
remuneration, but do not expressly go on to say ‘that is given by a product issuer’.

Instead, there is an exception to the ban on conflicted remuneration where the benefit is given to an
AFS licensee or its representative by a retail client in relation to the issue or sale of a financial product
or financial product advice given by the licensee or a representative to the client.3*®

This exception is confusing and not only because the provisions are not intended to apply to benefits
provided by a client. The first limb (benefits provided in relation to the issue or sale of a financial
product) is difficult to reconcile with the primary conflicted remuneration provision to which it is an
exception — which bans benefits that influence financial product advice — not benefits which influence
the issue or sale of a financial product. The second limb is widely used by advisers and their clients to
authorise the deduction of advice fees from a client’s financial product. This is supported by the
Explanatory Memorandum, but not, in my view, the text of the provision.3s° It is also the basis of
arrangements by which asset-based fees are paid to AFS licensees and their representatives for
services that are only loosely connected with financial product advice, and so might be seen as having
an avoidance purpose.

9.3.2 Recommendation

In my view, much of the difficulty and some of the sharp practices could be avoided by amending the
operative provisions so that the law is clear that payments (or other benefits) provided by clients to
AFS licensees or their representatives are not conflicted remuneration under any circumstances. That
would be the case whether the payment is a product fee (for example an administration or investment
fee), a transaction fee (for example brokerage) or a fee for financial product advice.

Therefore, my first recommendation is that the Corporations Act be amended to clarify that both

monetary and non-monetary benefits given by a client to an AFS licensee or a representative of a

licensee, for any reason, are not conflicted remuneration. In my view, this could be achieved in one of

two ways, which would involve amending:

* the definition of conflicted remuneration in section 963A of the Corporations Act to explicitly
exclude benefits given by a client to an AFS licensee or a representative of a licensee; or

* sections 963E(1), 963G(1) and section 963H of the Corporations Act, which specify that an AFS
licensee or a representative must not accept conflicted remuneration to go on to say ‘which is
given by the issuer or seller of a financial product’. This will clarify that the benefits banned under
these provisions are only those given by a product issuer, and not those given by a client.

338 Corporations Act, s 963B(1)(d).

339 Section 52 of the Corporations Act which provides that ‘A reference to doing an act or thing includes a
reference to causing or authorising the act or thing to be done’ is said to be the legislative basis for the
interpretation, but | doubt that a client causes or authorises the payment from their superannuation of an
advice fee when they are not able to direct the trustee to pay the advice fee under the SIS Act.
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Recommendation 13.1 — Benefits given by a client

Amend the conflicted remuneration provisions in the Corporations Act to explicitly provide that
both monetary and non-monetary benefits given by a client to an AFS licensee or a
representative of a licensee are not conflicted remuneration.

This means that the prohibition on AFS licensees, or their representatives accepting monetary
and non-monetary benefits would only apply to benefits given by a product issuer, not to
benefits given by a client.

The objective of this recommendation is to clarify the law by giving effect to the intended
outcome of the conflicted remuneration provisions (to ban benefits given by a product issuer),
which would remove the need for unnecessary exceptions.

9.3.3 Advice fees paid from products

If the amendment permitting benefits given by a client is made, an exception will no longer be
required to permit a client to pay an advice fee from their bank account or credit card. An exception
would also not be required where the client is able to direct the custodian or trustee of an investment
product to pay an amount to the adviser. This would allow the client who has a custody arrangement
with a platform provider outside of superannuation to pay the client’s adviser. In all of these cases, the
fee would be paid to the adviser by the client or at the direction of the client.

This is not the case for advice fees paid from superannuation. A trustee of a superannuation fund is
only able to pay an amount from the fund as a superannuation benefit to the member or as an
expense. This is true whether or not the member has satisfied a condition of release and whether or
not the member is receiving a pension from the fund. And so, any amount paid from a superannuation
fund is, absent an exception in the law, an amount (or benefit) provided by the trustee of the fund and
not the member. Therefore, an exception to the conflicted remuneration provisions will continue to
be required to permit an advice fee paid from superannuation if they are to be allowed. The client
provided benefit exception is relied on now to permit the superannuation fund trustee to pay an
advice fee. It is clear that the drafters of the FOFA legislation intended to permit fees for financial
product advice to be deducted from superannuation funds, despite the fact the provisions do not say
as much.

The Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012 states that this provision:

ensures that ‘fee for service” arrangements — where the client is the person paying
the adviser — are not conflicted remuneration (even where the client pays a
volume-based fee). The provision is intended to exclude from the definition of
conflicted remuneration any fee for service paid by the retail client, whether the
benefit is given directly by the retail client or is given by another party at the
direction, or with the clear consent, of the retail client.**

340 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraph 2.27.
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ASIC Regulatory Guide 246: Conflicted and other banned remuneration states that:

The benefit may be given directly by the client or by another party on behalf of the
client if the client has authorised the benefit and if the client has used their own
funds to give the benefit.

a benefit has been authorised by a client if the benefit is given at the client’s direction
or with their clear consent.>*!

The difficulty with this statement for a fee paid from a superannuation fund is that a trustee is not
able to lawfully pay a fee from the fund ‘on behalf of a member and a member is not lawfully able to
‘authorise’ the payment of an amount from the fund, other than as a superannuation benefit. The
SIS Act prohibits a trustee acting on the direction of a member other than in limited circumstances.
Those circumstances do not currently extend to paying a fee to the member’s financial adviser.

9.3.4 Recommendation for client directed payments from superannuation
funds

| have recommended that advice fees continue to be able to be paid from superannuation funds
provided the advice relates to the client’s superannuation (Recommendation 7). So | also recommend
that the exception for benefits given by the client for financial product advice be replaced with a
specific exception which permits a superannuation fund trustee to pay an AFS licensee or its
representative a fee for personal advice where the client directs the trustee to pay the advice fee from
their superannuation account.

It is not appropriate and it was never intended that the exception be able to be used to pay for
general advice or other services provided to the member. This should be clear in the terms of the
exception.

| do not think the exception is required for any other financial product other than superannuation.
However, this is a matter that should be considered further, particularly in respect of trusts which are
not custodial arrangements, as part of consultation on any Bill to implement this recommendation.

Recommendation 13.2: Client directed payments from superannuation funds

Remove the exception in section 963B(1)(d)(ii) and 963C(1)(e)(ii) of the Corporations Act and
replace it with a specific exception that permits a superannuation fund trustee to pay an AFS
licensee or its representative a fee for personal advice where the client directs the trustee to pay
the advice fee from their superannuation account.

The objective of this recommendation is to enable clients to authorise the payment of an advice
fee from their superannuation account, where it relates to their interest in the fund.

341 ASIC (2020b), Regulatory Guide 246: Conflicted and other banned remuneration, paragraphs 246.54 and
246.57.
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9.3.5 Benefits that do not influence advice are not conflicted remuneration

Before leaving the topic of client provided benefits, the conflicted remuneration provisions are
intended to apply to benefits which could influence financial product advice. The exceptions to the
definition of conflicted remuneration are then only required if and to the extent they could reasonably
be expected to influence financial product advice given to a retail client. Yet, some of the exceptions
apply to benefits given by the client in relation to the issue of financial products or for dealings in
financial products.

| am recommending the repeal of the exceptions for monetary and non-monetary benefits given in
relation to the issue or sale of financial products in sections 963B(1)(d)(i) and 963C(1)(e)(i) of the
Corporations Act and again for monetary benefits given by the client in relation to the provider dealing
in a financial product on behalf of a client in regulation 7.7A.12E of the Corporations Regulations. They
are in my view unnecessary and proceed on the basis of a misunderstanding, or perhaps a
nervousness about the reach of the conflicted remuneration provisions. In any case, they can all be
removed if the operative provisions or the definition of conflicted remuneration

(Recommendation 13.1) are amended to make it clear that they do not prohibit a client giving
monetary or non-monetary benefits to an AFS licensee or representative for any service — advice or
dealing.

During consultation, there was no disagreement that these exceptions should not be necessary.
Concerns were nevertheless raised that removing them might lead to unintended consequences. The
examples raised during consultation all involved benefits given by a client (for example, a brokerage
fee paid by the client on the purchase of shares). These consequences are therefore answered by the
recommendation to permit all benefits given by a client to an AFS licensee or their representative
(Recommendation 13.1). If this recommendation is accepted, it is difficult to conceive of any
unintended consequences following from removing the current exceptions for benefits relating to the
issue of financial products or dealing services.
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Recommendation 13.3: Removing exceptions for benefits given by clients for
issue, sales or dealings in financial products

If the recommendation that permits benefits (monetary and non-monetary) given by clients to an
AFS licensee or a representative is accepted, the following exceptions to the conflicted
remuneration provisions are no longer required and should be removed:

* section 963B(1)(d)(i) of the Corporations Act — monetary benefits given by the client for the
issue or sale of a financial product;

* section 963C(1)(e)(i) of the Corporations Act — non-monetary benefits given by the client for
the issue or sale of a financial product; and

* regulation 7.7A.12E of the Corporations Regulations — monetary benefits given to the
provider by a retail client in relation to the provider dealing in a financial product on behalf of
the client.

The objective of this recommendation is to remove what are likely now redundant exceptions
and which will not be required if the conflicted remuneration provisions in the Corporations Act
are amended as recommended to clarify that both monetary and non-monetary benefits given
by a client to an AFS licensee or a representative of the licensee are not conflicted remuneration.

9.4 Other exceptions that should be removed

9.4.1 Advice has not been provided in the previous 12 months

This is an exception for a benefit given to an AFS licensee or its representative in relation to the issue
or sale of the financial product to a person where the licensee or representative has not provided
financial product advice in relation to the product (or that class of product) to the client in the

12 months before the benefit is given.34

This exception is anomalous and should be removed. It appears to have been included on the basis
that it is extremely unlikely that a benefit given more than 12 months after advice has been given
could in fact influence the advice provided. That is very likely to be true, and so it is difficult to
conceive of circumstances in which this exception has any work to do.

Feedback on this proposal during consultation was limited, and again largely focused on possible
unintended consequences of removing this exception, although it was noted that the use of this
exception was not likely to be widespread.

Even if this provision does currently have work to do, there is no reason for saying that the ordinary
rule should not apply —if it is a benefit which could reasonably influence the financial product advice
given to the client, such that it would satisfy the definition of conflicted remuneration (but for the
exception), it should be treated as such, regardless of the length of time that passes between when
the advice is provided and when the benefit for the issue of the financial product is given. The
exception should be removed.

342 Corporations Act, s 963B(1)(c).
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Recommendation 13.4: Removing the exception for the issue of financial products
where advice has not been provided in the previous 12 months

Remove the exception in paragraph 963B(1)(c) of the Corporations Act, which provides for
monetary benefits given for the issue or sale of a financial product where the AFS licensee or
representative has not given financial product advice about the product (or class of product) for
at least 12 months prior to the date the benefit is given.

The objective of this recommendation is to ensure the consistent operation of the conflicted
remuneration provisions by providing that a benefit is conflicted remuneration (and therefore
banned) if it could reasonably influence the financial product advice regardless of the length of
time that has passed between when the financial product advice is provided and the benefit for
the issue of a financial product is given.

9.4.2 Benefits given to agents and employees of ADIs

The conflicted remuneration provisions prohibit employers providing conflicted remuneration to their
employees.?® However, there are exceptions for monetary and non-monetary benefits given to an
agent or employee of an Australian ADI if access to the benefit is in whole, or in part, dependent on
the agent or employee recommending a basic banking product, a general insurance product or
consumer credit insurance.3**

The Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012 says:

The Bill provides an exception from the ban on conflicted remuneration for
arrangements where employees of an ADI (or of an agent of an ADI) advise on and
sell basic banking products. This entitles an employee to receive sales incentives from
their ADI employer, even where it is volume based. However, if the employee
provides financial product advice on financial products other than basic banking
products, either in combination with or in addition to advice provided on basic
banking products, the receipt of a benefit will be considered conflicted remuneration.
This will encourage customer service specialists, who wish to continue receiving
volume or sales bonuses, to focus on providing advice on basic banking products
only.>#

And so while the Explanatory Memorandum describes the exception, it provides no real explanation
for why the exception is necessary or desirable. The exception was later expanded so it applied also to
the sale of general insurance and consumer credit insurance.4

Commissioner Hayne pointed out that inconsistencies in the law are undesirable. In this case, it
appears the exception was the result of successful lobbying by stakeholders rather than any necessity

343 Corporations Act, s 963J.

344 See Corporations Act, s 963D and Corporations Regulation, reg 7.7A.12H.

345 Revised Explanatory Memorandum to the Corporations Amendment (Further Future of Financial Advice
Measures) Bill 2012, paragraph 2.52.

346 See the Corporations Amendment (Financial Advice Measures) Act 2016.
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or benefit to consumers. In my view it is not desirable to treat employees of banks differently to
employees of other financial institutions.

This was a recommendation of the Sedgwick Report in 2017 which stated:

One such remuneration practice is the linking of the size of a variable reward
payment directly to the achievement of sales targets or similar measures such as
cross sales or referrals. The effect of this practice is that sales success is rewarded
irrespective of performance against other measures such as customer oriented
measures. The risk is that staff or other observers interpret this as a signal that ‘only
sales matter’, or ‘sales matter most’, even when staff must demonstrate certain
minimum standards of behaviour towards customers to qualify for any incentive
payment at all. This risk is accentuated if the workplace culture is heavily sales
oriented, which some banks concede is likely to be the case after many years in
which sales performance has been highly valued and rewarded.>*”

| was told that the Sedgwick Report has not been broadly adopted by all Australian ADIs, as it sought
to address bad behaviour among listed banks which used aggressive sales targets and led to poor
customer outcomes. Concerns were also raised that the removal of this exception could affect the
ability of non-listed ADIs to attract and retain staff.

While | acknowledge these concerns, | remain of the view that these exceptions are anomalous and
should be removed. This would merely put Australian ADIs in the same position as all other employers.
The removal of these exceptions would not prevent ADIs providing their employees with
performance-related benefits and incentives under a balanced scorecard approach that includes a
broad range of criteria. Also, Australian ADIs, like other employers, can continue to give benefits for
the issue or sale of general insurance products and consumer credit insurance, under the remaining
exceptions to ban on the conflicted remuneration, and so in practice, this recommendation would
only affect benefits given in relation to basic banking products.

Recommendation 13.5: Exception for agents or employees of Australian
authorised deposit-taking institutions

Remove the exceptions in section 963D of the Corporations Act and regulation 7.7A.12H of the
Corporations Regulations for benefits given to an agent or employee of an Australian authorised
deposit-taking institution for financial product advice about basic banking products, general
insurance products or consumer credit insurance.

The objective of this recommendation is to ensure the consistent operation of the conflicted
remuneration provisions by placing agents and employees of Australian ADIs in the same position
as employees of other financial institutions.

347 Sedgwick, S (2017), Retail Banking Remuneration Review, page 13.
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9.4.3 Recommendations for exceptions that should be retained

Insurance commissions

| have recommended that the exceptions for commissions paid to AFS licensees or their
representatives in connection with the issue or sale of general insurance products, life risk insurance
products and consumer credit insurance be retained. My reasons and the additional obligations that
will attach to the provision of these commissions are set out in subsequent sections of this Chapter.

The other exceptions which should be retained

There is no evidence of any harm being done by the exceptions for the following non-monetary
benefits given to an AFS licensee or a representative of a licensee:

» benefits valued at less than $300 where identical or similar benefits are not given on a frequent or
regular basis;

* benefits which have a genuine education or training purpose; or
» benefits which involve the provision of information technology software or support.3*®

With the exception of those stakeholders who have called for the removal of all exceptions, most
stakeholders have urged me to retain these exceptions. They say these benefits provide real value to
financial advisers and point out that none of these benefits provide a direct monetary incentive which
are the main source of consumer harm.

We have also been told the education and training exception serves an important function in

providing financial advisers with access to professional development relevant to their area of
specialisation. Seventy-two per cent of respondents to the Review’s survey of financial advisers
indicated that they had received at least some education or training from product issuers, while 58 per
cent reported having received information technology software and support.3#°

It is questionable whether any of these benefits meet the definition of conflicted remuneration at all,
and even if they do the benefits relating to education and training and information technology
software and support are likely to positively contribute to the quality of advice provided to consumers
rather than to detract. | do not think there is any strong reason to remove them.

| have also not seen any evidence that leads me to think the exceptions relating to advice and dealings
in securities: stamping fees and brokerage — are not, in general terms, an appropriate and fair way to
remunerate advisers for their services.

Similarly, the exception for the sale of a financial advice business should remain. It allows an adviser
who receives trailing commissions for life risk insurance products and even ongoing advice fees (with
the consent of the client) to transfer those assets as part of the sale of the advice business for
consideration. In my view, if those payments can lawfully be made (as they can), there is no reason for
saying the adviser should not be able to transfer them for a purchase price.

| am therefore recommending that the following exceptions to the ban on conflicted remuneration be
retained:

348 Corporations Act, ss 963C(1)(b), (c) and (d).

349 See Appendix 3, the Review’s Financial Adviser Survey (Question 38). In response to Question 41, 29 and
33 per cent of respondents, respectively, also stated that removing the exception for genuine education or
training and IT software and support would impact their ability to work as an adviser.

Chapter 9 — Conflicted Remuneration | 157



» section 963C(1)(b) of the Corporations Act — non-monetary benefits valued at less than $300 and
where identical or similar benefits are not given on a frequent or regular basis;

* section 963C(1)(c) of the Corporations Act — non-monetary benefit has a genuine education or
training purpose;

* section 963C(1)(d) of the Corporations Act — non-monetary benefit involves the provision of
information technology software or support;

* regulation 7.7A.12B of the Corporations Regulations — monetary benefit given as a stamping fee to
facilitate an approved capital raising;

* regulation 7.7A.12D of the Corporations Regulations — monetary benefit consists of a brokerage
fee; and

* regulation 7.7A.12EA of the Corporations Regulations — monetary benefits given as part of the sale
of all, or part, of an AFS licensee, or their representative’s, financial advice business.

9.4.4 Time-sharing schemes

There is an exception for benefits provided in relation to time-sharing schemes. Interests in a
time-sharing scheme are financial products and therefore subject to AFS licensing and Chapter 7 of
the Corporations Act. This means that a recommendation to acquire an interest in a time-sharing
scheme is financial product advice to which the obligations in the Corporations Act also apply.
However, they are unusual financial products because their purpose is to provide holders with holiday
accommodation. They are not designed for an investment purpose or to manage risk (see the general
definition of financial product).3*° Interests in time-sharing schemes are sold by people who are paid
commissions, with the attendant problems.

ASIC Report 642 Timeshare: consumers’ experiences found that consumers are poorly served by buying
interests in the schemes.?>! Many of the identified problems are problems with the product itself (or
the operator) and so | worry that a recommendation which only addresses its distribution would not
adequately address the risks to consumers.

This ASIC Report suggests there is a real risk of consumer harm caused by a number of aspects of the
sales process:

Sales presentation — the environment in which consumers purchase the timeshare
membership. Consumers spend large sums of money on a purchase they rarely
expect to make and enter into ongoing financial commitments without full
understanding and under time pressure. The social norms of the sales environment
(e.qg. the other couples who are also attending the presentation) influenced
participants and, in some cases, caused them to get caught up in the excitement or
not question their purchase decision.>*?

This was quoted in a recent decision of the Federal Court, which found that the operator of a
time-sharing scheme had breached its obligations to ensure that its representatives complied with the
best interests duty and related obligations, by allowing its financial advisers to recommend that

350 The general definition of financial product is in section 763A of the Corporations Act.
351 ASIC (2019c), Report 642: Timeshare: Consumers’ experiences.
352 ASIC (2019c), paragraph 25.
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consumers invest in the time-sharing scheme despite this advice not being in the clients’ best interests
and not being appropriate to their circumstances.>

Considering time-sharing schemes more broadly is outside my Terms of Reference and so |
recommend the Government undertake a separate review of time-sharing schemes and their
distribution to determine whether the regulatory framework for time-sharing schemes under

Chapter 7 of the Corporations Act is appropriate. As part of that review, consideration should be given
to whether the exception to the ban on conflicted remuneration for time-sharing schemes should be
removed.

Recommendation 13.6: Time-sharing schemes

The Government should undertake a separate review of time-sharing schemes and their
distribution to determine whether the regulatory framework for time-sharing schemes under
Chapter 7 of the Corporations Act is appropriate. As part of this review, consideration should be
given to whether the exception to the ban on conflicted remuneration for time-sharing schemes
should be removed.

The objective of this recommendation is to ensure that there is a more holistic consideration of
time-sharing schemes, their regulation and distribution, in light of concerns raised about
consumer harm.

9.5 Life insurance

9.5.1 A bit of background

Life insurance cover is provided under a policy (a contract) issued by the life company to the
policyholder for the provision of a benefit (the sum insured) on the death, total and permanent
disablement, temporary disablement, or incidence of major illness of the life insured.

Sometimes the policyholder is also the life insured. Sometimes the policyholder is a third person, for
example the trustee of a superannuation fund or an employer. Cover can be provided under an
individual policy (a single contract per life insured) or a group policy (a single contract with multiple
lives insured).

There are a number of different types of life cover that are available. | have specifically considered the
4 main categories of life insurance products, namely:

 life insurance (or death cover) — which provides a lump sum to the insured’s beneficiaries in the
event of the insured’s death;

* total and permanent disability insurance (TPD) — which provides a lump sum to the insured if they
become permanently disabled;

353 Australian Securities and Investments Commission v Ultiga Lifestyle Promotions Limited (in lig) (No 2) [2022]
FCA 1228, at paragraph 29.
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* individual disability income insurance (or income protection) — which provides a regular income to
the insured if they are unable to work due to serious sickness or injury; and

e trauma cover — which provides a lump sum to the insured if they are diagnosed with a major
iliness.

As at 30 June 2022, APRA data on the number of lives insured and the collective premiums for each of
the 4 main cover types (across all of the distribution channels — retail, direct and group) were as
follows:

Table 9.1: Number of lives insured and the collective premiums3>*
Lives insured Total Premiums paid (S)
Life (death) cover 13.6 million S6 billion
TPD cover 8.9 million $3.9 billion
Income protection 5.3 million $5.6 billion
Trauma cover 1 million $1.6 billion

9.5.2 Distribution

Life insurance is issued through the following distribution channels:
e direct distribution by the life companies;

* group cover provided by superannuation funds and banks; and
» financial advisers.

Unlike some other financial products, life insurance products vary with the distribution channel. They
have different terms and conditions and different premiums depending on how they are sold.

Direct life insurance is generally sold with only general advice or factual information provided at the
point of sale. As for other financial products, general advice about life insurance products is limited to
information about the life insurance product and its features and benefits and does not take into
account the customer’s objectives, financial situation or needs. Direct life insurance products can be
underwritten or have guaranteed acceptance (where the consumer meets defined eligibility criteria)
and can have a range of exclusions and limitations.*

Superannuation funds that offer a default superannuation product (a MySuper product) must offer
default death cover and TPD cover to members with a superannuation balance of more than
$6,000 and who are over 25 years of age. This cover is provided under a group policy. Cover will
automatically be provided to eligible members without underwriting. Again the terms will be simple
with little or no capacity for special conditions and relatively modest sums insured. Superannuation
fund trustees can also cancel or change the terms of group policies at any time.

Most superannuation funds also offer additional cover — being higher sums insured and sometimes
temporary disablement (or income protection) cover. Some funds will offer this additional cover under
group policies, others under individual policies. In practice the divide is between industry
superannuation funds (which offer group policies) and retail superannuation funds (which offer

354 APRA (2022b), Life insurance claims and dispute statistics June 2022.
355 ASIC (2018), REP 587: The sale of direct life insurance.
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individual policies). This distinction is important because commissions can be paid on individual
policies, but not on group policies.3%6

Life insurance distributed by financial advisers will usually be underwritten and can include riders
(which are provisions that add benefits or amend the coverage or basic terms of a basic insurance
product) and terms and conditions that reflect the risks of the individual.

We have heard from life insurers that the intermediated channel (life insurance policies sold through a
financial adviser) provides benefits to consumers and insurers that may otherwise not be possible to
replicate through other channels.

In short, life insurance sold through different channels tends to serve different consumer needs. This
is relevant to the consideration of commissions.

9.5.3 Life insurance reform in Australia

In 2014, ASIC released Report 413: Review of Retail Life Insurance Advice, which identified a strong

connection between high upfront commissions, policy lapse rates and poor consumer outcomes.*’

In response to ASIC’s report, the Government asked the industry to review its remuneration practices
in retail life insurance. This review, which was led by Mr John Trowbridge, recommended a
combination of level commissions along with a fixed initial advice payment paid to the adviser on a per
client basis (no more than once every 5 years) to address the issues of poor quality advice, churn and
misaligned incentives identified in the ASIC Report.3°®

The Government also commissioned the Financial System Inquiry (FSI), chaired by Mr David Murray
AO, which recommended replacing up front commissions with level commissions to achieve better
alignment between consumer and adviser interests, reduce incentives for policy churn and improve
the quality of advice on life insurance. **°

9.5.4 Life Insurance Framework

In response to these reviews, legislation was enacted which gave ASIC the power to set maximum
commission levels (‘acceptable benefit ratios’) and clawback arrangements (‘acceptable
repayments’).3%0

The Life Insurance Framework (LIF) reforms narrowed the benefits that could be given in relation to
life insurance. They placed caps on the commission that could be paid. Life companies can either pay a
level commission for the life of the policy or an initial commission of 60 per cent of the new business
premium and an ongoing commission (trail commission) of 20 per cent of the premium. This is subject
to an obligation for the adviser to refund any commission if the policy is cancelled within the first

356 Corporations Act, s 963B(1)(b)(ii).

357 ASIC(2014), REP 413: Review of retail life insurance advice.

358 Trowbridge, J (2015), Review of Retail Life Insurance Advice Final Report.

359 Australian Government the Treasury (2014), Financial System Inquiry Final Report.

360 Corporations Amendment (Life Insurance Remuneration Arrangements) Act 2017. The commission and
clawback rates are currently prescribed in ASIC Corporations (Life Insurance Commissions) Instrument
2017/510.
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2 years after the policy is issued. The reforms also apply to benefits that influence the provision of
information or a dealing (arranging for the issue of the product) in a life insurance product.3s:

During consultation on the Issues Paper, we were repeatedly told by life insurers and advice providers
that the LIF reforms have been effective in better aligning industry incentives and consumer interests,
reducing policy churn and improving the quality of life insurance advice. And many called for the
retention of the existing commission and clawback rates. Some called for the upfront commission
rates to be increased to 80 per cent.

The assessment of the life insurance advice files indicates that there has been some improvement in
the quality of life insurance advice. Compliance with the best interests duty and related obligations
has increased from 37 per cent to 58 per cent between 2017 and 2021. There remains significant
room for improvement. The incidence of consumer detriment arising from the advice has decreased
from 12 per cent in 2017 to 7 per cent in 2021.

On the other hand, consumer associations and superannuation industry associations argued for the
removal of all of the remaining exceptions to the ban on conflicted remuneration, in particular life
insurance commissions, on the basis that they create an incentive for advisers to sell potentially
unsuitable life insurance to consumers, and that the LIF reforms are insufficient to eliminate this
conflict.

9.5.5 Commissioner Hayne’s views

In the Royal Commission Final Report, Commissioner Hayne said:

I doubt that a complete ban on conflicted remuneration in respect of life insurance
products would lead to significant underinsurance. At the time of writing, the
overwhelming majority of life insurance policies in Australia are held through
superannuation funds. As at August 2017, more than 70% of Australian life insurance
policies were held in this way. While it may not follow that every Australian who
holds a life insurance policy through a superannuation fund has the same level of
cover that he or she would be advised was appropriate on consulting a financial
adviser, | am not convinced that a move away from commissions for life insurance
products would see large numbers of Australians without an appropriate level of life
insurance.

any decision that commissions should continue to be paid and received in relation to
life insurance products should be based on clear evidence that the harm that would
flow from abolishing commissions would outweigh the harm that already flows from
allowing this form of conflicted remuneration to continue.3%

361 Corporations Act, pt 7.7A, div 4, sub-div 1 applies to benefits in relation to life risk insurance products that
are conflicted remuneration.

362 Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (2019)
Volume 1, page 188.
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And he went on to make Recommendation 2.5:

When ASIC conducts its review of conflicted remuneration relating to life risk
insurance products and the operation of the ASIC Corporations (Life Insurance
Commissions) Instrument 2017/510, ASIC should consider further reducing the cap
on commissions in respect of life risk insurance products. Unless there is a clear
justification for retaining those commissions, the cap should ultimately be reduced to
zero.

9.5.6 Relevant changes since the Royal Commission

The Royal Commission concluded its work in February 2019. Since then there have been significant
changes to life insurance, particularly for group insurance. The Protecting Your Superannuation
legislation prohibits funds providing default cover to members who are under 25 or members with low
account balances and requires cover to be cancelled (subject to the member opting out) if
contributions are not made to their accounts for more than 16 months or if their account balance is
below $6,000.3%3 In addition, superannuation fund trustees must not provide insurance cover that will
inappropriately erode superannuation balances. The short-lived Insurance in Superannuation Code of
Practice said that a premium which was more than one per cent of a member’s income would have
that effect.

And so, fewer people have default death and TPD cover in superannuation than they did before the
Royal Commission.

Table 9.2: Number of lives insured under group insurance3®*
2018 2021 Percentage Difference
Life (death) cover 13,299,000 8,576,000 Decrease by 36%
TPD cover 11,999,000 7,674,000 Decrease by 36%
Income protection 5,033,000 3,865,000 Decrease by 23%

Consumers who have group insurance policies often have modest sums insured (which we have been
told are inadequate for many people) when compared to those with life insurance policies purchased
through a financial adviser (retail life insurance).

Table 9.3: Difference in the average sum insured between group insurance and retail

life insurance (for the year ending 31 December 2021)3%°
Retail policy purchased through  Group insurance policy Percentage Difference
a financial adviser
Life (death) cover $782,319 $218,908 72%
TPD cover $840,766 $187,051 78%
Income protection $7,752 $3,600 54%

363 Treasury Laws Amendment (Protecting Your Superannuation Package) Act 2019.
364 Data sourced from APRA (2022b).
365 Data sourced from APRA (2022b).
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Fewer people also have a retail life insurance product (purchased through a financial adviser) and the
average premium for these products has increased between 2018 and 2021.

Table 9.4: Number of lives insured and the average premiums (retail life insurance)

2018 2021
Number of lives Average premium Number of lives Average premium
insured insured
Life (death) cover 1,994,000 $1,578 1,621,000 $1,939
(19% decrease) (23% increase)
TPD cover 1,177,000 $1,073 972,000 $1,488
(17% decrease) (39% increase)
Income protection 911,000 $2,894 805,000 $3,732
(12% decrease) (29% increase)
Trauma cover 826,000 $1,697 752,000 $2,025
(9% decrease) (19% increase)

9.5.7 Under insurance

We have been provided with reports commissioned by the industry or their associations which say
that Australians are under insured — both by the number who hold life insurance and for those that
do, the amount of cover. These same reports refer to the importance of insurance for individuals,
their families and the community. They also discuss the effect removing commissions would have on
under insurance. For example:

In 2022, NMG Consulting, commissioned by the Financial Services Council, concluded that there
are an estimated one million Australians who are under insured for death and TPD cover, and
approximately 3.4 million who are under insured for income protection. NMG also estimated that
removing commissions would reduce the sale of advised life risk insurance products by 60 per cent
(and increase lapse rates). This would subsequently result in a 32 per cent decline in the overall
number of in-force advised life risk policies by 2027, significantly increasing the under insurance

gap.366

In 2017, a joint study conducted by the Financial Planning Association of Australia and Griffith
University came to the conclusion that under insurance is not only an issue for individuals, but can
also lead to greater pressure on government expenditure. The study found that under insurance
can lead to decreased tax revenue and can increase reliance on social welfare where insufficient

insurance is held to maintain an income after tax, mortgage repayments and childcare expenses.>®’

While | am mindful that this research has been commissioned by those with an interest in maintaining
life insurance commissions, it is the best information we have and | accept that life insurance is
important.

366 NMG Consulting (2022), Australia’s Life Underinsurance Gap: Research Report, pages 19 and 27.
367 Driver et al. (2017), Insurance literacy in Australia: Not knowing the value of personal insurance, page 58.
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9.5.8 Role of financial advisers

We have also been provided information showing that financial advisers continue to play an important
role in ensuring consumers are able to access financial product advice about life insurance.

The 2015 Review of Retail Life Insurance Advice found that life insurance is generally poorly
understood and complex. Benefits, options, conditions, exclusions and premiums can all be different
across different products. This was contrasted with general insurance where it found the products are
well understood, have a short duration and sales are essentially demand driven. This review concluded
that an intermediary is necessary to assist consumers make decisions about life insurance.®®®

There is no doubt that advice can be critical for consumers in obtaining a suitable type and amount of
cover. | have been told and | accept that the cost of providing advice has increased and the number of
life risk advisers has declined. This alone is not a reason to recommend that commissions continue.
However, | have been asked to recommend changes that assist consumers access affordable financial
advice.

9.5.9 Advice fees

We have been told (just as the PJC was in 2009 and Treasury was in 2012) that consumers will not pay
a fee for advice about life insurance, although | note that some consumers do. It also seems likely that
more consumers would be willing to do so if commissions were not able to be paid. Of course that has
not been tested and we have been told (and | accept) that, given a choice between a commission and
an advice fee, many consumers would choose a commission.

9.5.10 Commissions are justified in all of the circumstances for life insurance

On balance therefore, | have formed the view that the exception to the ban on conflicted
remuneration for commissions paid in connection with the issue or sale of life risk insurance products
continues to be justifiable. The quality of life insurance advice provided by advisers improved between
2017 and 2021 (although there is still much room for further improvement) and there is a real risk that
fewer people would get that advice if commissions were banned.

Nothing we have seen suggests that life insurance advice is of a poorer quality than advice on other
topics and nothing we have seen suggests that financial advisers are recommending life insurance in
circumstances where the client will not benefit from holding life insurance. Although | think both of
these things should be tested by sampling of advice across life insurance and investment products
from time to time. The LIF reforms also mean all life insurers pay the same rate of commission and so
there is less incentive for an adviser to recommend a policy issued by one insurer over another. This is
helpful.

Commissions cannot be paid on group cover in superannuation and so there is an incentive for
advisers to recommend individual policies (inside or outside super) on which commission can be paid
rather than increasing (for example) the sum insured under a group policy. However, as noted above,
the benefits that are provided under group policies and individual policies are different and so it is not
the case that the former will necessarily be a more suitable option than the latter. We have also been
provided with evidence that group cover can be more expensive than individually underwritten cover.
There remains a real risk that advisers will recommend policies with higher premiums or that they will
recommend higher sums insured than a client needs. This is a risk that is mitigated by the design and

368 Trowbridge, J (2015), page 15.
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distribution obligations which require life companies to design their products for customers and not
for the advisers who distribute them. Nevertheless, it is a risk which should be monitored by advice
licensees and, from time to time, ASIC.

9.5.11 Increasing commissions

We have also been told the cost of providing advice will often exceed the upfront commission. We are
then told that trail commission is vital for the viability of adviser practices. At the same time, we have
been told that advisers are reluctant to provide advice to younger clients for whom lower premiums
would be payable (and consequently a lower commission would be received). And so some
stakeholders have argued for the current caps on upfront commissions to be increased and some have
argued that a minimum commission be paid, irrespective of the premium.

Either option would make it more financially viable for advisers to provide advice about life insurance
and therefore could increase the accessibility of advice about life insurance. However, both options
would increase the cost to the life company and so it is difficult to see how either option would not
have the effect of increasing premiums. | do not think it would be desirable for commissions to
increase. However, while | have not recommended that life insurance commissions be banned, | do
think it is preferable for consumers to pay a fee for advice about life insurance, like they must for
other financial products.

The recommendations | have made in this Report will make it easier and less costly for advisers to
provide advice and | hope encourages greater innovation and creativity in the way advice is provided
to customers and clients. It will also help life companies to provide personal advice to their customers
about life insurance. In this context, | encourage advisers to think more about how they can encourage
their clients to pay a fee for advice about life insurance, just as they do for advice about
superannuation and other investments.

9.5.12 Recommendation

Retain LIF commissions

For the reasons set out above and with one condition, | am recommending that the conflicted
remuneration provisions in the Corporations Act for benefits provided in respect of life insurance
remain as they are. This includes retaining the current LIF levels for commissions and clawbacks.

Condition

The condition to this is that the provider of personal advice to a retail client about a life risk insurance
product must explain to their client that they will be paid a commission if the client decides to buy the
product recommended by the adviser and they must ask for the client’s consent to accept the
commission. If the client does not consent then the adviser can agree to provide the advice for a fee
paid by the client or they can decline to give the advice and the consumer must find another way to
purchase their life insurance, if they decide to do so (for example, by finding an adviser who is willing
to provide the advice for a fee or by contacting a life insurer directly).

Special treatment

During consultation some stakeholders suggested the consent requirement should not apply equally
to all intermediaries, for example that it should not apply to life underwriting agencies, who act on
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behalf of the insurer to issue the life insurance product, rather than on behalf of the consumer. To this
| say that informed consent is required in all situations where:

* the provider provides personal advice to a retail client in relation to a life risk insurance product;
and

* the provider expects to receive a commission in connection with the issue or sale of the life
insurance product.

Considerations about whether the advice provider is an insurer intermediary or a consumer
intermediary are not relevant for this purpose. The requirement should apply consistently to all
providers of personal advice.

Why consent is in all the circumstances desirable

In most cases, | expect that the provider of personal advice would be a financial adviser (relevant
provider). As discussed in previous Chapters, a financial adviser will have a fiduciary obligation to act in
the best interests of the client in relation to the advice provided. The prospect of receiving a
commission creates a conflict for the adviser and under the general law they must have the client’s
consent before they can accept the commission.

In Pilmer v Duke Group Ltd (in lig) (2001) 207 CLR 165 Justices McHugh, Gummow, Hayne and Callinan
JJ said:

... the fiduciary is under an obligation, without informed consent, not to promote the
personal interests of the fiduciary by making or pursuing a gain in circumstances in
which there is ‘a conflict or a real or substantial possibility of a conflict’ between
personal interests of the fiduciary and those to whom the duty is owed.3*

| think the Corporations Act should reflect the position articulated by the High Court. The law requires
the beneficiary of a fiduciary obligation (the client) to provide their consent to the receipt of a
personal benefit (the commission) by the fiduciary (the adviser). The client is then in a position to
understand how the adviser’s personal interest might compromise how they discharge their
obligations to the client in providing advice that is in the client’s best interests. Of course, the
Corporations Act could, as it does now, say that disclosure is sufficient. While | acknowledge that it is
possible that consumers might be coerced into providing consent, that they may not understand the
consequences of doing so or that it might have the effect of increasing the client’s trust in the adviser
it is, in my view better than mere disclosure.

What is required for consent

Having said this, consent is not intended to be an onerous obligation. Instead, it is intended to foster
an open conversation between the adviser and their client. For that reason, | do not recommend any
form of prescription for the consent beyond that it be informed and recorded. | certainly do not
require consent to require the creation of a new form, in the manner of consent requirements for
ongoing fee arrangements.

To be genuine and provide a real opportunity for the consumer to make an informed decision, the
consent must be obtained before the life insurance product is issued. However, on the question of

369 Pilmer v Duke Group Ltd (in lig) (2001) 207 CLR 165, paragraph 78.
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whether the consent is sought before or after the life insurance advice is provided, this is up to the
adviser. In order for consent to be informed, the adviser must provide the client with a clear
explanation that they will be paid (if this is correct), 60 per cent of the first year’s premium and

20 per cent of the premium in each following year for the life of the policy.

In that case, they will not need to obtain any further consent when the trail commission is paid. The
consent is not required to specify the dollar amount of the commission the adviser will receive.

Consent is also not required if the AFS licensee or a representative transfers the responsibility for
managing a client’s life insurance product as part of the sale of part or all of the advice business. In this
case, the new adviser would need to retain a record of the consent, but is not required to obtain the
client’s further consent.

There might be a formal written agreement between the adviser and client which would record how
the adviser will be paid and the client’s agreement. If there is no such agreement, the discussion and
consent might be recorded in an email from the adviser to the client confirming the discussion and the
consent.

Transition

This requirement should not have any retrospective effect and should only apply to life insurance
products issued after the commencement of the law implementing this obligation. This would ensure
that advisers are not required to obtain consent from their clients who hold a current life insurance

policy.

Advice services

Before | leave the topic of life insurance, | want to discuss one further issue. Many advisers providing
advice about life insurance have ongoing relationships with their clients and they will regularly review
their life insurance arrangements and, if necessary, assist them if they need to make a claim for no
additional fee. They say that this justifies the ongoing commission. If an adviser offers these services,
or any other service in relation to the life insurance product, the client should be clearly told.
However, a commission is a fee paid by the life company for the sale of the life insurance. It is not a
fee for services provided to the client and therefore they should not be represented as such. This
means that if the services are promised but not provided, the client may be able to bring a complaint
against the adviser, but the life company will not have any obligation to turn off the commission or
claim any part of it back from the adviser.

Recommendation 13.7 — Life insurance

Retain the exception to the ban on conflicted remuneration for benefits given in connection with
the issue or sale of a life risk insurance product. Commission and clawback rates should be
maintained at the current levels (60 per cent upfront commissions and 20 per cent trailing
commissions, with a 2-year clawback).

A person who provides personal advice to retail clients in relation to life risk insurance products,
who receives a commission in connection with the issue or sale of the life risk insurance product,
must obtain the client’s informed consent before accepting a commission. This consent should
be recorded in writing and should be obtained prior to the issue or sale of the life risk insurance
product.
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In order for the client to make an informed decision, the advice provider must disclose:

* the commission the person will receive (upfront commission and trail commission) as a per
cent of the premium; and

* the nature of any services the adviser will provide to the client (if any) in relation to the life
risk insurance product (such as claims assistance).

Consent will be one-off and apply for the duration of the policy.

This requirement will only apply to life risk insurance products purchased after the
commencement of this recommendation.

The objective of this recommendation is to assist consumer to access personal advice about life
insurance in order to obtain the type and amount of cover that meets their objectives, needs and
circumstances. The intention is that the other recommendations will encourage more providers
to offer to provide life insurance advice for a fee paid by the client and that over time
commissions will play a lesser role in the distribution of life insurance.

9.6 General insurance

9.6.1 Some background

General insurance offered to retail clients (which includes small businesses) covers a broad range of
financial products including motor vehicle insurance; home and contents insurance; residential strata
insurance; sickness and accident insurance; travel insurance and pet insurance.

For the purpose of the Review, | have not specifically considered the relevant arrangements for strata
insurance (or strata managers), as they are not regulated under Chapter 7 of the Corporations Act.
However, | think that further consideration of the remuneration arrangements for strata insurance is
warranted.

The general insurance industry is broad and complex. | describe the distribution and remuneration
structures below.

9.6.2 Distribution

| have been told by general insurers that intermediaries play an important role in the distribution of
general insurance products in Australia by arranging the placement and purchase of insurance.

Intermediaries can be classified as insurer intermediaries and consumer intermediaries. Insurer
intermediaries arrange insurance contracts on behalf of the insurer (for example, products sold
through white label brands or underwriting agencies). Consumer intermediaries (such as insurance
brokers) arrange insurance contracts on behalf of the consumer (or in the case of strata insurance, the
owner’s corporation). The distribution channel varies according to the nature of the insurance. For
example, most motor vehicle and home and contents insurance products are most commonly
purchased directly from the insurer. Travel insurance is primarily sold through travel agencies and
strata insurance by brokers and strata managers. Some kinds of insurance are sold with the assistance
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of underwriting agencies who may in turn engage brokers and advisers. With the exception of
insurance sold by brokers, most insurance is sold without personal advice.

Throughout the Review, we have been told that intermediaries, and especially brokers, play an
important role in the market. Insurers have told us that intermediated channels deliver customer
benefits, and benefits to insurers that may be hard to replicate through other channels. Brokers may
have specialist product expertise, they may work in regional and remote areas where insurers are
unlikely to have branches (if they have them at all), they are often willing to meet their clients in
person when insurers cannot. Intermediaries also increase choice and competition in the market.
There are a large number of products for the major retail classes of general insurance. For example,
there are around 80 insurers listed as providing home building insurance on the Insurance Council of
Australia’s ‘Find an Insurer’ website. Without the assistance of intermediaries, consumers are likely to
limit their search to the large direct insurance brands, limiting choice and also competition in the
market. Finally, many consumers want to purchase insurance when they need it and so they value
being able to purchase insurance through the same financial institution that provided them with their
home loan.

9.6.3 Commissions and conflicted remuneration

When the 2009 Ripoll Inquiry recommended the ban on conflicted remuneration following the
collapses of Storm Financial and Opes Prime, the PJC was considering investment advice provided by
advisers and not advice about general insurance. The Committee recommended that financial advisers
have a fiduciary duty to put the interests of their clients’ first. It is doubtful that this obligation was
intended to apply to insurance brokers or other people selling general insurance. Consistent with that,
the Corporations Act limits the steps which must be taken by a person providing advice about general
insurance in order to satisfy the safe harbour steps for the best interests duty and has never banned
commissions or other benefits provided by insurers in respect of the sale of general insurance
products and advice about general insurance products.

Remuneration structures and commission rates differ according to distribution method and product
type. The most common type of commission is where a base commission is paid at an agreed
percentage of the premium.?”° For example, commission rates for home and contents insurance and
motor vehicle insurance can vary from 10 to 30 per cent of the premium.37t Other types can include
profit-sharing and non-monetary incentives.

During consultation we were given a number of reasons for retaining commissions for general
insurance products, including that these products are considered to be low risk, are simple and well
understood and are short lived (generally 12 months).

The reason for banning commissions would be to free the adviser of any conflict so that they are able
to provide advice that is in the best interests of the client and so it is not to the point that the products
are widely understood. It is also not clear that is true in the case of some general insurance products,
as has been observed in the recent claims arising out of fires and floods.

370 ACCC (2020), Northern Australia Insurance Inquiry — Final Report, page 476.
371 Finity Consulting (2019), General Insurance Distribution and Remuneration Arrangements, page 45 — Report
provided to the Quality of Advice Review.
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9.6.4 Reasons for retaining the exception for general insurance

The question for me now is whether the exception for commissions and other benefits provided by
general insurers in respect of the sale of general insurance products should continue.

General insurance is important for individuals and the community. It protects consumers from the risk
of sometimes significant financial loss in the event of loss or damage. Despite that, consumers may
not voluntarily seek out insurance. In many cases, they are obliged to hold the insurance (for example
when they borrow money to buy a car or home) and in other cases they are reminded at the point of
sale (for example when they pay for a holiday or visit a vet) that it is available. In none of these cases,
would the distributor sell or make the insurance available unless they were paid by the insurer to do
so. There is no reason to think the payment of commissions is of itself harmful. We have been told
that it can be less expensive than direct sales for the insurers and that intermediaries can have a wider
reach and therefore it is unlikely that a ban on commissions would significantly reduce the cost of
insurance. The design and distribution obligations again provide an important consumer protection
because they require insurers to design products that are suitable for the target market.

This leaves insurance brokers. They are in a different position because, like financial advisers, clients
look to them for independent advice. Where they provide personal advice to retail clients, they will
have an obligation to provide good advice. In a perfect world they would charge a fee for their advice
and they would not be paid a product commission. And in some cases they do. This is because
commissions do create a conflict — they provide an incentive for the broker to sell a more expensive
insurance product or more insurance than might be required by the consumer. However, | have not
been able to find any real evidence of widespread misconduct and | am concerned that consumers
who rely on brokers may not be willing or able to pay a fee for their advice.

9.6.5 Recommendation

Retain commissions

Therefore, my recommendation is the same as it is for life insurance. Subject to one condition, |
recommend that the conflicted remuneration provisions in the Corporations Act for benefits provided
in respect of general insurance remain as they are.

Condition

The condition is that a person who provides personal advice to a retail client in relation to a general
insurance product must explain to their client that they will be paid a commission if the client decides
to buy the recommended insurance product and they must ask for the client’s consent. If the client
does not consent then the adviser can agree to provide the advice for a fee or they can decline to give
the advice. The disclosure must set out the commission that the advice provider expects to receive
from the sale of the general insurance product. Noting that premiums vary and commission rates vary
across insurers, this does not need to be in dollar terms. It is sufficient that this take the form of a
percentage range (for example, 10-20 per cent of the premium).

If the advice provider intends to provide any other services to the client (such as claims assistance),
this would also need to be disclosed to the client.
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Renewal

| understand that it is common for a broker to renew a client’s cover on a yearly basis without
necessarily meeting with the client before doing so. In that case, it would be difficult to obtain the
client’s consent in advance of obtaining the renewal and we have been told there is a real risk the
client could be left uninsured if the broker was in fact required to wait for that consent. | accept that
this is a risk and so | do not recommend that the broker be required to obtain the client’s consent on
an annual basis. Instead, it should be sufficient for the broker to explain to the client on the first
occasion they arrange for the client to be issued with a general insurance product that they will be
paid a commission on each occasion that the insurance is renewed. The client’s consent would then
apply to the commission paid when the product is first issued and the commission paid on each
subsequent renewal. Should the commission arrangements change (for example when a policy is
renewed and a higher commission than was previously disclosed and consented to is payable), a
further discussion and consent would be required at that time.

Requirements for consent
The key elements of the condition to obtain informed consent are intended to be the same as for life
insurance and are as follows:

* The condition to obtain informed consent applies to all providers of personal advice to retail clients
in relation to general insurance products who will receive a benefit in connection with the sale of
the general insurance product. This applies to all intermediaries regardless of whether they are
insurer intermediaries or consumer intermediaries.

¢ Consent must be obtained prior to the issue or sale of the general insurance product. Consent is
not required for a renewal of the same type of cover provided the original consent included the
client’s consent to the further commissions.

* Consent must be recorded — if consent is obtained in writing, this should be retained. However, if
consent is obtained through other means (such as during a telephone call between the provider
and the client), consent should be documented in writing (for example via an email) and provided
to the client, and retained by the advice provider.

* The form and content of the consent requirements should not be prescribed, and it is not intended
that it would require the client to complete a separate form.

* Consent is not required to be provided to, or checked by an insurer. It is the responsibility of the
advice provider to obtain consent and to retain a record of the client’s consent.

* The recommendation only applies to general insurance products purchased through an
intermediary following the commencement of the recommendation.

Recommendation 13.8 — General insurance

Retain the exception to the ban on conflicted remuneration for benefits given in connection with
the issue or sale of a general insurance product.
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A person who provides personal advice to retail clients in relation to a general insurance product
who receive a commission in connection with the issue or sale of the general insurance product,
must obtain the client’s informed consent before accepting a commission.

This consent should be recorded in writing and should be obtained prior to the issue or sale of
the general insurance product. Consent is not required for any renewals of the same type of
cover provided the client’s original consent applied to the commission payable on any renewed
cover.

The advice provider must disclose details of the commission the provider will receive for the
issue or sale of the general insurance product (including for subsequent renewals) and any
services the provider will provide to the client (if any). The disclosure of the commission amount
can be set out in the form of a per cent range of the premium.

The objective of this recommendation is to assist consumers to continue to be able to access
personal advice about general insurance products.

9.7 Consumer credit insurance

9.7.1 Some background

Consumer credit insurance (CCl) provides insurance cover to a consumer who has taken out a loan or
holds a credit card.

CCl policies generally have 3 components:

* unemployment (involuntary unemployment);

* unable to work because of accident and illness; and
 death cover.?”?

If the insured is unemployed or unable to work because of injury or illness, the insurance will meet
minimum loan repayments for the agreed period and if the insured dies, the insurance will usually pay
out the loan.

CCl is generally offered as an add-on insurance product when the consumer applies for or draws down
on a home or personal loan or is issued a credit card. The premiums are often financed by the loan
(and repaid over the course of the loan term) or paid by the customer (via direct debit or credit
card).?”

CCl is sold through intermediaries: banks, other lenders, mortgage brokers and finance brokers. They
are paid a commission which under the NCCP Act is capped at 20 per cent of the premium.*”*

372 Finity Consulting (2019), page 34.
373 Finity Consulting (2019), page 34.
374 Finity Consulting (2019), page 34.
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9.7.2 Commissions and conflicted remuneration

CCl was largely overlooked by both FSR and FOFA. This might be because the sale of CCl was to some
extent regulated by the Consumer Credit Code and now the NCCP Act. It might also be because it was
bundled with general insurance, even though CCl almost always includes life insurance and is issued by
life companies (or jointly by life companies).

Nevertheless, like general insurance products, commissions and other benefits provided in relation to
the sale of CCl have always been subject to an exception to the ban on conflicted remuneration and
insurers have continued to pay a flat 20 per cent commission for the distribution of the policies.

9.7.3 CCl has a poor reputation

CCl has been the subject of much criticism, due to poor sales practices and product design which have
led to poor outcomes for consumers. In 2019, ASIC Report 622 reviewed the sale of CCl by lenders for
the period between 2011 and 2018 and found that:

* CClis poor value for money — for CCl sold with credit cards, consumers were paid only 11 cents in
claims for every dollar of premium they paid (and the more cover types in the policy, the lower its
claims ratio), while for all CCl sold, this increased to only 19 cents per dollar in claims paid.

* CCl sales practices cause consumer harm —a number of concerns were raised about the way CCl
was sold to consumers, including that CCl was sold to consumers who were ineligible to claim, or
who were unlikely to benefit or need cover, the use of high pressure and unfair selling practices
and consumers were charged incorrectly with some consumers being charged ongoing premiums
even after they had paid off their loan.3”

Strengthened consumer protections

The findings of the ASIC report are clear and alarming. However, since then the deferred sales model
for add-on insurance recommended by the Royal Commission have been introduced into the
Corporations Act.3’ They require a distributor to give the consumer a period of 4 days between the
issue of the loan and the sale of a CCl product. The anti-hawking rule also prohibits the unsolicited sale
of CCl to consumers.

The design and distribution obligations are again vitally important. The target market for any financial
product, including CCI, must be consumers for whom the product is likely to be suitable based on their
likely objectives, financial situation and needs.3”” This requirement will make it very hard for insurers to
design products which are poor value for money and which have low claims ratios. The distribution
obligations will also make it hard for distributors to sell CCl to consumers for whom the product is
likely to be unsuitable. These obligations should go a long way to addressing the misconduct identified
by ASIC and if the distributor provides personal advice (which they are likely to do), they will have an
obligation to comply with the good advice duty.

375 ASIC (2019d), Report 622 — Consumer credit insurance: Poor value products and harmful sales practices,
pages 2-3.

376 The Financial Sector Reform (Hayne Royal Commission Response) Act 2020 introduced a deferred sales
model for add-on insurance, which requires a 4-day pause between when a customer agrees to acquire a
principal product or service and when they are offered or sold an add-on insurance product.

377 Corporations Act, s 994B(8).
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9.7.4 Recommendation

The question | have been asked is whether commissions should continue to be able to paid for the
issue of CCl products. CCl is sold almost exclusively through intermediaries (lenders and brokers) who
are paid a commission. If they did not they would not sell the product. And so if | recommended that
commissions for CCl be banned, | would in effect be stopping the issue of CCl. | do not want to do so. If
all of the recent changes to the law referred to above have not been effective to improve CCl products
and if mis-selling continues, despite the good advice duty, ASIC has a product intervention power
which it can use to stop the sale of particular CCl products or CCl products at large. In either case, this
would be a significant step which should be done directly by the regulator and not indirectly by a
recommendation to ban commissions, especially where there is a regime for their payment under the
NCCP Act which is separate from the conflicted remuneration provisions in the Corporations Act.

| acknowledge that CCl has been and potentially remains a product which often represents poor value
for consumers and which can be harmful. However, it does not have to be. To the contrary, well
designed CCl products can assist to address the under insurance identified by some stakeholders and
discussed earlier in this Chapter and it is reasonable to think recent changes to the law will have had a
positive effect.

Having said this, | do not have the evidence to know and | suggest that there is a need for further data
to be collected on the effectiveness of these recent reforms.

And so, based on the evidence | have available to me, | am recommending retaining commissions for
CCl products, on the condition that where personal advice is provided to a retail client about CCl, the
advice provider be required to obtain informed consent from the client. | would expect this
requirement to operate in the same way as it does for general insurance.

Recommendation 13.9 — Consumer credit insurance

Retain the exception to the ban on conflicted remuneration for benefits given in relation to
consumer credit insurance. The current cap on commissions in relation to consumer credit
insurance (of 20 per cent) should continue to apply.

A person who provides personal advice to retail clients in relation to consumer credit insurance
who receives a commission in relation to consumer credit insurance must obtain the client’s
informed consent before accepting a commission.

The objective of this recommendation is to further improve the transparency of how consumer
credit insurance is sold to consumers by requiring a person who provides personal advice about
consumer credit insurance to obtain their client’s informed consent to receive a commission.

Chapter 9 — Conflicted Remuneration | 175






Chapter 10 - Digital Financial Advice and
Consumer Data

Chapter Summary

* Thereis a limited supply of scaled and incidental financial advice and the cost of
comprehensive financial advice is out of reach for many people. Technology and digital advice
tools have the potential to improve access to quality advice across the spectrum of financial
advice for those who want and need it.

* The recommendations in this Report, in particular the good advice duty and the more flexible
disclosure requirements, will make it easier to provide digital advice. There is no need for
regulation specific to digital advice.

* Increased access to consumer data will help high quality financial advice and services to be
provided more efficiently.

10.1 Digital advice

10.1.1 A short reminiscence

When FSR commenced | spent many weeks combing through a range of calculators and
questionnaires (risk profilers and the like) available on the websites of banks, insurers, superannuation
funds and others dividing them into those which contained information, those which contained
general advice and those which contained personal advice. | remember this work because it was
engaging and fun, and | learnt a lot about my own financial situation and how | could improve it.

But, what happened is that the banks, insurers and superannuation funds took most of them down.
They were nervous that the ones which provided information might provide advice. The ones that
provided advice invariably provided personal advice because, what made these tools so useful, was
that they asked the user for information about their financial situation and sometimes their needs and
objectives. They took them down because it was too hard and expensive to provide a statement of
advice and when FOFA commenced it became even more difficult (they thought) to comply with the
best interests duty. Since then | have regularly been asked to look at various forms of calculators and
other digital advice tools — which will tell the user how much life insurance cover they should have or
how much they should contribute to superannuation and so on, and overwhelmingly they have been
really helpful and overwhelmingly they have not been made available to consumers because of the
regulatory regime.

10.1.2 Terms of Reference

The Terms of Reference ask me to consider how technology and digital advice might enable mass
market adoption of low cost advice, particularly for young consumers, those with low asset values and
consumers who do not currently engage with the financial advice industry.
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Given that and the broader focus of the Review on increasing the accessibility and affordability of
quality financial advice, | have thought a lot about technology and digital advice tools.

10.1.3 Consultation

| saw 20 years ago how much digital advice tools could do and how useful they could be. During
consultation we have been told and we have seen — both in Australia and overseas — how much more
digital advice can do. It is possible to get a full financial plan and ongoing advice digitally. Some
providers charge a modest advice fee and some charge a subscription fee. We have been told that
employers will sometimes make these digital advice services available to their employees as an
employment benefit. Where a fee is charged, the cost is within the range that consumers say they are
willing to pay for personal advice.

Much of the more limited digital advice that is available now is provided to consumers without any
charge (the ASIC MoneySmart website and the calculators that are available on some superannuation
funds’ websites or member portals are examples). Many providers are building apps and online client
portals which provide prompts and nudges — these are forms of digital advice. In many cases they give
personal advice now and they will increasingly do so if the definition of personal advice is broadened
as | have recommended.

Some digital advice providers combine digital advice with the support of an individual — sometimes a
financial adviser. These hybrid models are common in the UK. They can also be used by financial
advisers to provide advice to more clients. Technology is also increasingly capable of supporting
financial advisers give personal advice more efficiently.

Research shows that consumers are increasingly willing to use digital advice tools. In a recent financial
capability survey consumers expressed a strong preference for using digital financial products and
services.3”® Across all ages, 85 per cent of respondents ‘agreed’ or ‘strongly agreed’ that using online
financial technology would save them time and 68 per cent indicated that they would prefer to use
financial technology over other channels to access financial services.

| am convinced that digital advice tools can make good quality financial advice widely available.

10.1.4 Barriers and impediments

Despite all of this promise, the adoption of digital advice tools in Australia has been slow. There are

2 reasons:

* we have been told people are reluctant to commit the time, capital and resources to set up digital
advice systems while the rate of regulatory reform continues to be so high; and

* regulatory complexity —and in this respect the impediments now are the same impediments as
they were 20 years ago — providers see the obligations applying to the provision of personal advice
as not only difficult but uncertain.

378 Commonwealth of Australia (2021b), National Financial Capability Survey.
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10.1.5 What needs to be done to help?

This Chapter can be very short, because what is not needed to promote more digital advice tools is
separate regulation. The Corporations Act does not treat the provision of digital advice differently
from other financial advice and there is no reason for it to do so if the recommendations in this Report
are adopted.

What is needed is regulation that does not assume a person (an individual) always provides advice and
regulation that does not prescribe what must be done to give advice and how the advice must be
provided. The recommendations | have made in this Report do not do any of these things. The
recommendations proceed on the basis that advice will very often not be given by an individual.

It can be difficult to determine when advice is given by an individual and when it is given by a body
corporate. This distinction was an issue too when FSR commenced. Regulatory Guide RG 146
Licensing: training of financial product providers set out the training requirements for providers of
personal advice. It has to a large extent been superseded by the requirement that most personal
advice be given by a financial adviser who meets the professional standards. It applied to ‘all natural
persons who give financial product advice to retail clients’. It then says:

Persons that do not provide financial product advice are not required to meet the
training standards. Examples of conduct that is not treated as financial product
advice include .... conduct done in the course of work of a kind ordinarily done by
clerks or cashiers ...37

This is a somewhat odd statement and exception — on the one hand it refers to people (‘persons’) who
do not provide financial product advice and on the other it refers to conduct that is not treated as
financial product advice. What ASIC is struggling with (fairly) is who is the provider of advice when a
person (here the clerk or cashier) is merely doing and saying what they are told to do by their
employer. Similarly, ASIC also says in RG 146:

Customer services representatives (i.e. call centre or front desk staff who deal with
initial queries from customers) may provide financial product advice to customers in
the course of their work. They do not need to meet the training standards where the
only financial product advice they provide is either: (a) derived from a script
approved by a person who meets the training standards (see RG 146.23); or (b) made
under the direct supervision of a person who meets the training standards

(see RG 146.24).3s0

Again, there is a live question as to whether a person who follows a script is in fact the provider of
financial advice. It matters a lot under the current regulatory framework because now, a person who
provides personal advice must be a financial adviser (unless an exception applies).

If the recommendations in this Report are adopted the person would not have to be a financial adviser
unless a fee is charged for the advice, and so less will turn on the question. Under the
recommendations the good advice duty will apply to the AFS licensee (the entity) and not to the
employee even if the employee is providing that advice. Having said this, as technology continues to
improve and digital advice tools become more sophisticated, it is less and less likely that advice will be
provided by an individual and more and more likely that advice will be provided by a digital advice
tool. This is not only likely to improve access to advice, but it also promises to improve quality as there

379 ASIC (2012), Regulatory Guide 146: Licensing: Training of financial product advisers, paragraph RG 146.18.
380 ASIC (2012), paragraph RG 146.22.
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will be less room for error and less room for the provider to improvise. And when things do go wrong
there will be an accurate record of the advice.

The likelihood that more advice will in fact be given by a digital advice tool, even when an individual is
involved in the interaction with the customer, is one of the reasons | have not recommended that the
law prescribe minimum training and education standards for representatives of AFS licensees who
provide personal advice to customers but who are not financial advisers. What is required will turn on
the extent to which that advice is supported by digital advice tools, as well as the nature and content
of the advice. As | said in Chapter 6, this is a matter which should be left to the AFS licensee rather
than prescribed by the law.

10.1.6 Stakeholder feedback on digital advice

Almost all financial institutions and even many advice licensees and financial advisers do give some
forms of digital advice now. There are also specialist digital advice providers who provide technology
to financial institutions and financial advisers and some who make their digital advice services
available directly to consumers. None of them have said they need a separate regulatory regime for
the provision of digital advice, and | agree. It is neither required nor desirable.

In the Proposals Paper, | said that | thought the proposals would help more providers provide more
digital advice. Largely, those who we consulted with agreed. They said removing the safe harbour
steps and reducing the disclosure obligations would be especially helpful. The recommendations do
both.

10.1.7 ASIC’s role

All of the specialist digital advice providers said they valued and wanted more engagement with ASIC. |
understand that ASIC does engage with the industry and some digital advice providers told us that that
engagement was helpful.

It will plainly help the industry and ASIC if there is open discussion about new digital advice tools, how
they work and what they can offer to consumers. These discussions will assist ASIC to think about
whether changes might be needed to regulatory guides or ASIC instruments and even from time to
time the law to assist more digital advice providers to enter the Australian market. It will also assist
ASIC to update its regulatory guidance to include case studies and examples which will assist providers
of digital advice tools. | do not think ASIC can or should be required to approve business models or
certify compliance.

10.1.8 No further changes needed

And so | am satisfied that the recommendations in this Report will assist existing providers — financial
institutions and financial advisers —to provide more digital advice tools to their customers and clients.
In many cases they will do so at no additional cost. | am also satisfied that they will help existing and
new providers of digital advice tools to offer new digital advice services to consumers. To quote the
Terms of Reference, they promise to ‘enable mass market adoption of low cost advice’.
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10.2 Consumer data

Advice providers (human and digital) have all told us they, and their customers and clients, would
benefit from greater access to consumer data held by government and by private entities. They say it
can be a slow and difficult process collecting information about a client’s financial situation,
particularly information from their product issuers. They say it would transform the way they do
business and significantly improve the efficiency and quality of the advice they provide to their clients.
With the benefit of this data they could quickly understand their clients’ financial situation.

And so many stakeholders suggested 2 things to improve access to consumer data:

* First, the expansion of the Consumer Data Right (CDR) *¥! to include Open Finance as soon as it is
feasible to do so. In order of usefulness, stakeholders identified data about superannuation and
other wealth products and data held by the ATO, births, deaths and marriages registries and
Centrelink.

* The second was for financial advisers to be given access to the ATO’s tax agent portal and to a
client’s myGov account.

This is an ambitious wish list, and it would clearly help financial advisers to provide advice to their
clients more efficiently if they have direct access to reliable client data.

CDR is both very new and expanding. CDR allows consumers to share and control the use of their data
by trusted third parties and is being rolled out on sector-by-sector basis. It commenced with the
banking sector in 2019 with product reference data sharing by the four major banks. Changes were
made in October 2021 giving a broader range of people access to CDR data including mortgage
brokers, accountants, tax agents, financial counsellors and financial advisers. An announcement was
made in early 2022 that CDR would be expanded to ‘Open Finance’. This should go a long way to
responding to what financial advisers say they need to help their clients. Given this, | do not think
there are any recommendations | can usefully make on this topic.

381 Commonwealth of Australia (2022), Consumer Data Right Sectoral Assessment: Explainer.
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Chapter 11 - Transition and Implementation

Chapter Summary

¢ The recommendations in this Report are designed to complement one another and should be
viewed as a package. Some recommendations will require a longer transition period than
others.

* The recommendations will make some significant changes to the current regulatory regime.
They will require changes to existing ASIC guidance and more guidance on the new regime
may be helpful, particularly examples.

* Financial institutions and financial advisers have a responsibility to provide good quality
personal advice to their customers and clients. The recommendations will give the industry
the opportunity to think about how they can help their customers and clients with personal
advice that best meets their needs. They should embrace that opportunity.

11.1 Transition

11.1.1 The recommendations complement and rely on each other

If they are accepted, the recommendations in this Report will, together, improve the accessibility and
affordability of quality financial advice. Many of the recommendations complement and rely on other
recommendations. To increase the quality of advice | have recommended that more advice should be
treated as personal advice (Chapter 4). To increase the availability of that advice | have recommended
that people who are not financial advisers should also be able to give personal advice (Chapter 5).

To help both (quality and access) | have recommended that the obligations that apply to the providers
of advice look first at what consumers want when they ask for advice and then at the relationship
between the consumer and provider of the advice and the expectations of the consumer (Chapter 6).
| have also recommended that many of the prescribed documents and contents of documents be
removed to eliminate some of the impediments to giving financial advice in ways consumers want and
value (Chapter 8). This means the recommendations should be viewed as a package when decisions
are made on the implementation of the recommendations.

11.1.2 Can some of the recommendations be introduced early

Nevertheless, some of the recommendations in this Report will require less time and effort for the
industry to adopt than others and might be safely introduced ahead of others. During consultation on
the Proposals Paper, many stakeholders indicated that the recommendations on charging
arrangements, disclosure documents and reporting requirements (Chapter 8) could commence with
only a relatively short transition period. These recommendations also promise some benefits to
consumers in the form of more consumer focused documents, fewer forms and lower advice fees and
so | anticipate the early enactment of legislation to make these changes would be welcomed by
financial advisers and their clients.
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The superannuation specific recommendations in large part are not intended to make significant
changes to the law, but the changes they will make are important changes and will protect members
and trustees (Chapter 7). The new consent requirements for insurance products are unlikely to be
onerous (Chapter 9). | do not anticipate they will require an extended transition period and so they
should in my view commence shortly after the relevant legislation is enacted.

In saying this, | expect that the benefits of these recommendations to consumers —in the form of
improvement to the accessibility and affordability of financial advice will take longer to realise, as they
will turn on how the industry responds to these changes. But shorter transition periods where
practical may encourage providers to embrace the opportunities these reforms give them to make
changes to the way they provide advice to their customers and clients in ways that better suit their
needs. Providing advice in something other than a statement of advice is a good example.

The other recommendations will likely require a longer transition period. These include the expansion
of the definition of personal advice (Chapter 4) and the associated expansion of who can provide
personal advice (Chapter 5), the introduction of the good advice duty and the new statutory best
interests duty (Chapter 6). In some cases, these changes will require the industry to adjust their
systems and processes. | understand that rushed commencement of measures that require system
changes can significantly and unnecessarily add to cost. They might also lead to errors. Therefore, the
industry should be consulted about the time they need to transition to the new regime.

11.2 The role of the regulator

11.2.1 Feedback on ASIC’s role

A key theme of the Review is how central ASIC is to the regulatory framework. The industry looks to
ASIC for guidance about how to comply with the law. In a perfect world they would like ASIC to be able
to provide a safe harbour from prosecution and even consumer complaints (some people want ASIC to
have a rulings power). On the other hand the industry worries that ASIC will take enforcement action
for what they see as minor breaches of the law. As | have said a number of times in this Report, many
of the expectations the industry has of ASIC are too high and many of their criticisms appear to be
unfair.

11.2.2 ASIC’s role in providing guidance

In some ways the recommendations in this Report will make some big changes to the law applying to
the provision of financial product advice. There will be new duties and new terms. There will be more
flexibility and greater discretion for providers of advice.

This means that in many cases existing ASIC guidance will need to be replaced. And while my
recommendations are intended to result in a clearer articulation of what is expected of advice
providers, it is very likely the industry will look to ASIC to tell them what the law means. Again as | have
said before, that is primarily the role of the courts. Nevertheless, there is a clear role for ASIC in
providing guidance and help to the industry in how to interpret the law. Examples appear to be
particularly useful, and | encourage ASIC to continue to publish examples based on actual experiences.

| note that in the past, good intentions on the part of ASIC to respond to requests from industry for
greater regulatory certainty through additional guidance have in fact contributed to the overly
prescriptive state of the current regulatory environment. If the same outcome is to be avoided under
a new regime, industry must be willing to operate with less regulatory guidance from ASIC.
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11.2.3 Rulings power

Throughout the course of the Review, some stakeholders have asked me to recommend that ASIC be
given a power to issue binding rulings in the same way the Commissioner of Taxation can. |
understand this could give the industry greater certainty about how the law applies to them in specific
circumstances. However, there is an important distinction between tax law and financial services law.
The tax laws set out the personal liabilities of taxpayers to pay tax to the Commonwealth and in the
main, a ruling from the Commissioner of Taxation tells the taxpayer about their personal liability (or
otherwise) for tax, sometimes it might apply to a group of taxpayers. However, in the main they do
not affect the rights of consumers at large (one exception that springs to mind are the superannuation
guarantee rulings), but they are rare.

The regulatory framework applying to the provision of financial product advice (and financial services
more broadly) directly affects the rights of consumers and so in my view it would not be appropriate
for ASIC to have a power to affect (and potentially change) the rights of consumers through a rulings
power. Moreover, | query how useful it would be in the financial services industry. A ruling proceeds
on the basis of assumed facts. Where those assumed facts deal with a specific transaction or a specific
product, they are unlikely to diverge from the actual facts. That is not likely to be true in relation to
the provision of financial product advice where the facts might change with each interaction with a
customer or client.

In any case, the recommendations will in a number of ways lead to plainer and clearer law for which
there should be less need for ASIC’s opinion on whether particular conduct complies with the law or
not. | keep coming back to Commissioner Hayne's 6 principles and in particular, treating consumers
fairly. | encourage providers to do so too. This will provide a good measure of whether any particular
conduct complies with the law. It is another way of asking Commissioner Hayne’s ‘should we’ not ‘can
we’ question.

11.3 The role and responsibility of the industry

This brings me to the industry. If you have got this far | congratulate you for your persistence.

The recommendations in this Report do what the Review was set up to do: recommend changes to
the regulatory framework that will make quality advice more accessible and affordable for consumers.
However, they do not require anyone to give financial advice. And so | encourage you to embrace
them and to think about how you can use them to not only provide more advice to your clients,
customers and members but to do so in ways that suit their needs best. These recommendations do
not tell you how to do that, that is your responsibility, what they will do is give you the flexibility to
decide how to exercise that responsibility.

Thank you.
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Appendix 1: Terms of Reference of the Review

Purpose and scope of the Review

1.

The Government is committed to ensuring that Australians have access to high quality,
affordable and accessible financial advice. Consistent with recommendations 2.3, 2.5 and 2.6 of
the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services
Industry (Royal Commission), the Government is commissioning this Review.

The Review will consider how the regulatory framework could better enable the provision of
high quality, accessible and affordable financial advice for retail clients. In particular, it will

investigate:

2.1. Opportunities to streamline and simplify regulatory compliance obligations to reduce cost
and remove duplication, recognising that the costs of compliance by businesses are
ultimately borne by consumers and serve as an impediment to consumers’ access to
quality advice;

2.2.  Where principles -based regulation could replace rules -based regulation to allow the law
to better address fundamental harms and reduce the cost of compliance;

2.3.  How to simplify documentation and disclosure requirements so that consumers are
presented with clear and concise information without unnecessary complexity;

2.4. Whether parts of the regulatory framework have in practice created undesirable
unintended consequences and how those consequences might be mitigated or reduced.

The Review will include examination of:

3.1. The legislative framework for financial advice, specifically:

3.1.1.

3.1.2.

3.1.3.

3.1.4.

3.15.

3.1.6.

Key concepts such as ‘financial product advice’, ‘general advice’, ‘personal advice’,
as well as how they are used, how they are interpreted by consumers, and whether
they could be simplified or more clearly demarcated. The Review should also
consider the role and bounds of advice that is scaled, intra-fund or limited in scope;

The safe harbour provision for the best interests duty, in line with Commissioner
Hayne’s recommendation that ‘unless there is a clear justification for retaining (the
safe harbour provision), it should be repealed’;

Financial advice documentation and disclosure requirements, including statements
of advice;

Fee disclosure and consent requirements, including reforms to introduce annual
renewal of ongoing fee arrangements (Royal Commission Recommendation 2.1);

The life insurance remuneration reforms, and the impact of the reforms on the
levels of insurance coverage;

The remaining exemptions to the ban on conflicted remuneration, including in life
and general insurance (Royal Commission Recommendations 2.5 and 2.6);
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3.1.7. The application of the advice framework to certain activities and professions,
including consideration of Recommendation 7.2 of the Review of the Tax
Practitioners Board.

3.2.  Whether consent arrangements for sophisticated investors and wholesale clients are
working effectively for the purposes of financial advice;

3.3. Actions undertaken by ASIC, including regulatory guidance and class orders; and

3.4. The role of financial services entities and professional associations.

4, As relevant, the Review will have regard to:

4.1. Structural changes and professionalisation of the sector;

4.2. Best practice developments internationally;

4.3. The level of demand for advice and the needs and preferences of consumers;

4.4, Enabling innovation and the development of technological solutions, including the use of
regulatory technology and digital advice. The Review should pay particular attention to
how technology and digital advice might enable mass market adoption of low -cost
advice, particularly by young consumers, those with low asset values and consumers who
do not currently engage with the advice industry;

4.5. Opportunities to reduce compliance costs on industry, while maintaining adequate
consumer safeguards;

4.6. Other key regulatory developments, including the Consumer Data Right, the Retirement
Income Covenant and the Design and Distribution Obligations as they apply directly to
financial advice.

5. The Review may also have regard to the interim findings of the Australian Law Reform
Commission’s Review of the Legislative Framework for Corporations and Financial Services
Regulation.

6. The Review will not make recommendations on:

6.1. The professional standards for financial advisers;

6.2. The new disciplinary and registration systems for advisers (Royal Commission
Recommendation 2.10), the reference checking and information sharing protocol
(Royal Commission Recommendation 2.7), the obligation on licensees to report serious
compliance concerns (Royal Commission Recommendation 2.8) and to take steps when
they detect an adviser has engaged in misconduct (Royal Commission
Recommendation 2.9);

6.3. Changes to the definitions of ‘retail client’, ‘wholesale client’, and ‘sophisticated investor’,
including the income and asset thresholds;

6.4. Financial services redress arrangements; or

6.5. The application of taxation and privacy laws to financial advice.
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Process

The Review will be led by an independent reviewer and supported by a secretariat based in Treasury.

7. The Review will invite submissions from the public and consult with stakeholders, including
consumers, industry and regulators. The Review will also be informed by data collected by ASIC
and Treasury.

8. The reviewer will provide a report to Government by 16 December 2022.

Relevant recommendations
Financial Services Royal Commission

Recommendation 2.1 — Annual renewal and payment

The law should be amended to provide that ongoing fee arrangements (whenever made):
e must be renewed annually by the client;

e must record in writing each year the services that the client will be entitled to receive and the total
of the fees that are to be charged; and

* may neither permit nor require payment of fees from any account held for or on behalf of the
client except on the client’s express written authority to the entity that conducts that account
given at, or immediately after, the latest renewal of the ongoing fee arrangement.

Recommendation 2.3 — Review of measures to improve the quality of advice

In 3 years’ time, there should be a review by Government in consultation with ASIC of the
effectiveness of measures that have been implemented by the Government, regulators and financial
services entities to improve the quality of financial advice. The review should preferably be completed
by 30 June 2022, but no later than 31 December 2022. Among other things, that review should
consider whether it is necessary to retain the ‘safe harbour’ provision in section 961B(2) of the
Corporations Act. Unless there is a clear justification for retaining that provision, it should be repealed.

Recommendation 2.5 — Life risk insurance commissions

When ASIC conducts its review of conflicted remuneration relating to life risk insurance products and
the operation of the ASIC Corporations (Life Insurance Commissions) Instrument 2017/510, ASIC
should consider further reducing the cap on commissions in respect of life risk insurance products.
Unless there is a clear justification for retaining those commissions, the cap should ultimately be
reduced to zero.

Recommendation 2.6 — General insurance and consumer credit insurance commissions

The review referred to in Recommendation 2.3 should also consider whether each remaining
exemption to the ban on conflicted remuneration remains justified, including:

* the exemptions for general insurance products and consumer credit insurance products; and

* the exemptions for non-monetary benefits set out in section 963C of the Corporations Act.
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Review of the Tax Practitioners Board

Recommendation 7.2

Having recommended the regulatory burden on tax (financial) advisers is to be reduced, the Review
believes it is reasonable that a similar level playing field should be considered for accountants. The
Review therefore recommends the Government initiate a specific review of what advice accountants
can and cannot give in respect of superannuation and which accountants that might apply to. Such a
review could perhaps be undertaken by the Productivity Commission.
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Appendix 2: Industry Specific Feedback from
Consultation

Financial advisers

One of the key pieces of feedback from financial advisers is desire for the regulatory framework to
reflect the professionalisation of the advice industry. They have suggested that the current framework
is overly prescriptive and does not allow advisers to rely on their professional judgement when
providing advice. They also highlighted the overlap between the obligations on advisers in the
Corporations Act with those in the Code of Ethics, and how the slightly differing obligations are leading
to advisers being required to take additional process steps when providing advice that do not add
value to the consumer. Other key areas of concern are the disclosure obligations, especially around
ongoing fee arrangements, fee disclosure requirements and statements of advice.

Some advisers also advocated for the separation of financial advice from financial products advice.
They consider that it is important to recognise the value of the advice itself, rather than simply the
final product recommendations. These advisers feel that the broader definition of financial advice
should capture other forms of advice which do not result in a product recommendation, such as
budgeting and cash flow management, debt management, and other forms of strategic advice. They
consider that this would lead to better outcomes for consumers through more streamlined regulation.

The recently implemented DDO requirements, primarily the reporting requirements, were also of
concern to advisers. For DDO, they consider the requirement to report on significant dealings outside
of the TMD (and implied obligation to be aware of the TMD for any product they recommend) to be
unnecessary and over burdensome when they already have a Best Interest Duty requiring them to
produce advice which is in the best interest of their client.

Stockbrokers

The primary feedback from stockbrokers is that the current ‘one-size-all’ approach to regulation is not
well suited to certain specialists, however these issues were primarily with the professional standards,
and the education standards.

With regards to the regulatory framework, their concerns mirror much of the advice industry around

desire for additional clarity, changes to the safe harbour to allow more limited advice, and changes to
fee consent forms. Their main area of difference was that many stockbrokers want general advice to

remain, and improved clarity for the boundary between general and personal advice.

AFS licensees

While AFS licensees shared the broad concerns of financial advisers with the regulatory framework,
especially around areas of uncertainty, more of their feedback was directed towards issues with the
compliance actions of ASIC and AFCA.

Another key area of concern for AFS licensees were aspects outside the scope of the review,
specifically costs associated with the ASIC industry funding model and professional indemnity
insurance.
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Financial institutions and other product issuers

The key concerns of financial institutions were the clarity between general and personal advice,
especially following the ASIC v WSAL decision. These concerns revolve around the increase in
obligations which apply when giving personal advice compared to general advice.

Superannuation funds

Superannuation trustees for the most part had concerns that some of the existing regulatory barriers
were preventing them providing more advice to their members, noting the increasing proportions of
their membership bases that are approaching retirement. While they shared similar concerns with
other product issuers on the boundaries between personal and general advice and the ensuing
obligations, unique to superannuation funds are the interactions with the SIS Act, and specifically the
ability to collectively charge for advice.

Superannuation trustees were also concerned about their ability to provide advice on factors related
to retirement, but not directly related to the members interest in the fund, such as age pension
entitlement, especially following the introduction of the retirement income covenant.

Life insurance providers

Feedback from life insurers was broadly consistent with feedback from other product issuers, primarily
on wanting clarity around the difference between general and personal advice, and that the
regulatory burden associated with providing personal advice is a barrier preventing life insurers from
providing it.

Life insurers also expressed desire to provide more limited or scaled personal advice to their clients,
especially for existing policy holders who have questions around their coverage.

General insurance providers and brokers

Feedback from general insurance providers and brokers primarily focussed on the different nature of

general insurance products in comparison to life insurance products, and more broadly other financial
products. This different product structure is also reflected in the different distribution methods which
exist for general insurance products.

Much of the feedback from these stakeholders was around recent changes in the general insurance
market, and desire to retain the current settings, such as general insurance products being
non-relevant financial products, and the exemption from the ban on conflicted remuneration.
Concerns were also raised with the ‘one-size-fits-all” approach to regulation, despite the differences
across insurance products.

Accountants

Accountants broadly shared the concerns of financial advisers, especially around the complexity and
cost of regulation for providing personal advice. They had some additional concerns on factors outside
the scope of the Review, such as the education requirements in the professional standards and
associated costs with being licensed to provide financial advice.
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A joint working group between CAANZ, IPA and the SMSFA have strongly advocated for alternative
licensing arrangements for certain sufficiently qualified registered tax agents, which would allow them
to provide financial product advice on a limited number of topics. These include making
recommendations to establish and wind up self-managed superannuation funds, make
superannuation contributions and establish a pension.

These peak bodies consider these topics to primarily be tax advice, or inherent to business structuring
advice provided typically provided by tax agents, and the current exemptions for registered tax agents
do not facilitate these services.

They consider that since registered tax agents are already licensed and regulated under the Tax
Practitioners Board, which includes being subject to their own education standards and code of ethics
requirements, then needing to be authorised under an AFSL is a duplicative layer of regulation.
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Appendix 3: Quality of Advice Review Financial
Adviser Survey

Obijectives of the survey and methodology

Background

The purpose of this survey was to obtain a greater understanding of how the current regulatory
settings impact financial advisers’” ability to provide high quality and affordable financial advice.
Feedback from this survey has helped the Review identify opportunities to improve and refine current
regulatory settings.

The survey was conducted by ORIMA Research and distributed by ASIC on behalf of the Review.

Sample

The sampling frame for the research was financial advisers registered on the Financial Adviser Register
whose email contact details were available as of 5 July 2022. A total of 14,328 advisers were invited to
participate in the survey.

A total of 3,326 financial advisers responded to the survey out of 14,328 invited, representing a
response rate of 23 per cent.

Questionnaire development

The draft questionnaire was developed and refined in consultation between ORIMA Research and the
Review secretariat.

Fieldwork

The online survey was conducted from 5 July 2022 to 22 July 2022 and was hosted by ORIMA
Research. The survey was distributed by ASIC on behalf of the Review, using advisers’ contact details
from the Financial Adviser Register. This distribution approach was intended to maximise the response
rate to the survey and to protect the privacy of advisers’ contact details. The Review liaised with
industry bodies to notify them of the survey and encourage their members’ participation.

Analysis of open-ended comments

The survey collected a volume of responses which included open-ended comments. While a random
sample of open-ended comments (proportionate to the total number of comments) were coded to
capture the main themes that emerged from the full range of comments and to facilitate an analysis
of the comments for the Review, this data has not been included in this appendix.

Statistical precision

As the survey was an attempted census of all advisers, the survey results are not subject to sampling
error. However, this survey is subject to non-sampling measurement errors, with the main
non-sampling error risk being the potential for non-response bias to affect results.
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Presentation of results

Reported percentages are based on the total number of valid responses made to the particular
guestion being reported on. This occasionally differs from the total number of completed survey
guestionnaires because of omissions in the completed questionnaires. The results reflect the
responses of people who had a view and for whom the questions were applicable. ‘Don’t know/
unsure’ responses have only been presented where this aids in the interpretation of the results.

In cases where the counterfactual and its percentage have not been explicitly stated, the
counterfactual’s percentage is the remaining, unstated percentage.

Quality and Compliance Statement

This project was conducted in accordance with the international quality standard ISO 20252, the
international information security standard ISO 27001, as well as the Australian Privacy Principles
contained in the Privacy Act 1988 (Cth). ORIMA Research also adheres to the Privacy (Market and
Social Research) Code 2021 administered by the Australian Data and Insights Association (ADIA).
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Survey results

Profile of respondents

Question 1: Licensing arrangements

80 per cent of respondents were authorised representatives of a licensee.
19 per cent of respondents were self-licensed.

16 per cent of respondents were an employee of a licensee.

Question 2: Years of experience as an adviser

Per cent Per cent
100 ¢ 1 100
80 1 80
60 | 1 60

39
40 37 1 40
20 16 1 20
6
2
0 0
Less than 2 years 2 to 4 years 5to 9 years 10 to 19 years 20 years or more
Question 3: Number of advisers in practice

Per cent Per cent
100 ¢ 1 100

80 1 80

None - only me Up to 5 other 6 to 20 other advisers 21 to 50 other 51 or more other
advisers advisers advisers
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Question 4: Number of clients in past 12 months

Per cent Per cent
100 1 100
80 80
60 60
40 40
20 20
3 1
0 | m— . 0
Upto5 6to 10 11to 20 21 to 50 50 or more
Question 5: Declined taking on new clients in past 12 months
69 per cent of respondents had declined taking on new clients in the past 12 months.
Question 7a: Proportion of clients who were retirees/pre-retirees
0 20 40 60 80 100
Per cent

Per cent

0 20 40 60 80 100
mlessthan 10% ®10%to025% m25%t049% m50%to74%  m75% or more
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Question 7b and 7c: Proportion of respondents’ client base that were retail clients or
sophisticated/ wholesale investors

0 20 40 60 80 100

Per cent

Retail clients

Sophisticated/wholesale investor

) ) ) ) Per cent
0 20 40 60 80 100
Hlessthan 10% ®10% to25% ®25%to49% ®m50% to 74%  ®75% or more
Question 8: Types of advice provided
100
Retirement or pre-retirement 88 Per cent
Life insurance
Asset management/investment/stock broking
Cashflow/budgeting/debt management
Superannuation only
Estate planning
Aged care Per cent
100
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Question 9: Whether provided comprehensive and/or limited/scaled advice

0 20 40 60 80 100
. . ) ) Per cent
Comprehensive and limited/scaled
Comprehensive advice but not limited/scaled
Limited/scaled but not comprehensive
Neither comprehensive nor limited/scaled
) ) ) ) Per cent
0 20 40 60 80 100

Question 10a: If they provide a financial advice service to any superannuation fund members

83 per cent of respondents stated that they provide a financial advice service to superannuation fund
members.

Question 10b and 10c: Qualified accountant status (member of the CPA, CAANZ or IPA) and
the accountant’s exemption

11 per cent of respondents were qualified accountants. Among those who were qualified accountants,
38 per cent were subject to an accountant’s exemption for providing financial advice in Australia prior
to 2016.

Question 11: Intention to leave the advice profession within the next 5 years

18 per cent of respondents said that they intend to leave the advice profession within the next
5 years, with 56 per cent of respondents stating that they did not intend to leave within this
timeframe, and 25 per cent of respondents unsure.
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Safe harbour and best interests duty

Question 13 and 14: Reliance and perceptions of safe harbour to meet best interests duty

0 20 40 60 80 100

Per cent

Do you rely on the safe harbour to meet the best interests
duty?

Do you consider it is necessary to take any other
reasonable step (that is, Corporations Act section
961B(2)(g)) when acting in your clients' best interest to
meet the best interests duty safe harbour?

) ) ) ) Per cent
0 20 40 60 80 100
EYes ENo mUnsure
*Values may not add up to 100 per cent due to rounding
Question 15: Perceptions and understanding of ‘any other step’
0 20 40 60 80 100
' ' ' ' Per cent

| understand what is meant by 'any other step' under
Corporations Act section 961B(2)(g)

Taking 'any other step' forces advisers to take some
actions that are not necessary/do not provide value to
their client

Asking advisers to take ‘any other step' is good as it
ensures advisers do not omit reasonable steps that are
not listed elsewhere in regulations

Per cent

1 1 1 1

0 20 40 60 80 100

mStrongly agree  mAgree u Neither agree nor disagree  mDisagree  ® Strongly disagree
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Question 16: Impact of ‘any other step’ requirement on work

0 20 40 60 80 100

Per cent

Preparing a statement of advice

Maintaining records/file notes S 10 22
Scope of the advice provided MG 9 24
Comparing products 3 10 27

The initial fact-find

Per cent

0 20 40 60 80 100
= Not at all m\Very little mSomewhat ®Toalarge extent  ®To a very large extent

Question 17: Level of concern if best interest obligations were removed

0 20 40 60 80 100

Per cent

All limbs of the best interest obligations (best interest
duty, appropriate advice test and priority rule) were
removed entirely

There were no safe harbour provisions but still a best
interest duty

There was no requirement to determine 'any other step'
(Corporations Act section 961B(2)(g)) to meet the best
interest duty safe harbour, but still a safe harbour

provision and a best interest duty
Per cent

0 20 40 60 80 100

m Not at all concerned = Slightly concerned m Moderately concerned = Very concerned = Extremely concerned
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Charging arrangements

Question 18: Proportion of fees charged to clients by calculation method

0 20 40 60 80 100

Per cent

Fee for service based

Value of assets basis 41 19 11

Fixed fee menu 44 20 9

Time charging based

Per cent

1 1 1 1

0 20 40 60 80 100
H0% ®m1%t024% m25%t049% ®50% or more

Question 19: Proportion of clients who pay for financial advice fees by charging method

0 20 40 60 80 100

Per éent

Product collection

Directly invoiced

1

Commissions

Per cent

1 1 1 1

0 20 40 60 80 100
m0% ®1%to24% m25%to49% ®=50% or more

*Values do not add up to 100 per cent due to rounding
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Question 20: Proportion of clients who paid one-off or ongoing fees

0 20 40 60 80 100

Per cent

One-off fees (episodic)

Ongoing fees

Per cent

1 1 1 1

0 20 40 60 80 100

m0% ®m1%to24% m25%to49% m50% or more

Question 21: Clients” understanding of why they need to sign consent forms for each account
fees are deducted from

0 20 40 60 80 100

T T T T 1

Per cent

Per cent

0 20 40 60 80 100

mVery high m®mHigh ®Moderate m®mLow mVerylow

Question 23: Extent to which product issuers impose obligations on advisers in addition to
those imposed by the ongoing fee arrangement requirements in the Corporations Act

0 20 40 60 80 100

T T T T

Per cent

Per cent

1 1 1 1 )

0 20 40 60 80 100

mTo a very large extent mTo a large extent m Somewhat u Very little = Not at all
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Types of advice/advice boundaries

Question 24: Perceptions of how different types of advice should be regulated

0 20 40 60 80 100

T T T T

Per cent

All advice should have the same regulatory framework
and legislation

General advice should be regulated differently than
personal advice

Limited/scaled advice should be regulated differently
than comprehensive advice

Intra-fund advice should be regulated differently than
other advice

| find it difficult to determine if the advice | provide is
general advice or personal advice

) ) ) ) Per cent
0 20 40 60 80 100
mStrongly agree  mAgree  mNeither agree nor disagree  m Disagree  m Strongly disagree
Question 25, 26 and 28: Provision of general and limited/scaled advice
0 20 40 60 80 100
' ' ' ' Per cent

How frequently do you provide information or general
advice that assists clients without needing to ask about or
consider their personal circumstances?

How frequently do you provide limited/scaled advice to
your clients?

How frequently would you like to provide limited/scaled
advice to your clients?

Per cent

1 1 1

0 20 40 60 80 100

mAlways mOften mOccasionally mRarely mNever
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Disclosure documents

Question 29: Format for the provision of Statements of Advice

100
Per éent
PDF (A4 format) 9
Paper only
Presentation format
HTML in a portal
Video format
App based
PP Per cent
100
Question 30 and 31: Typical and desired lengths of Statements of Advice
0 20 40 60 80 100
' ' Per cent
Up to 10 pages
11 to 20 pages
21 to 40 pages
41 to 80 pages
81 to 100 pages
More than 100 pages Per cent
0 20 40 60 80 100

®What is the typical length of a Statement of Advice (SOA) that you provide to clients?
® What would be the ideal length of an SOA for your typical client?

Question 32: Whether their SOA requirements differ to those required in the
Corporations Act

25 per cent of respondents reported that their SOA requirements differed from those required in the
Corporations Act, with 50 per cent of respondents reporting that their requirements did not differ
and 25 per cent unsure whether their requirements differed.
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Question 33: Perceptions of whether the requirements regarding the completion and
provision of SOA should be changed

90 per cent of respondents considered that the requirements regarding the completion and provision
of SOA should be decreased.

Question 34: Perceptions of what should be retained if SOA requirements are decreased
(among those who considered that SOA requirements should be decreased)

0 20 40 60 80 100

T T T

The advice g7 Per cent

Basis for the advice

Details of remuneration

Advice provider

Replacement product disclosure (if required)
Comparison of suitability of products (if required)
Advisers should use their professional judgement

Other

Simplified information/reduce duplication Per cent

1 1 1 1

0 20 40 60 80 100

Question 35: Perceptions of why SOA requirements should be decreased (among those who
considered that SOA requirements should be decreased)

100

gdPer cent

Clients do not value them

Do not add value

Too costly/time consuming to prepare
Clients no not understand them
Document is too long/repetitive

Other

Detracts from core advice/affordability of advice

SOAs primarily serve as compliance documents/to protect
licensees

Greater disclosure requirements compared to other industries Per cent

100
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Conflicted remuneration

Question 36: Impact of banning conflicted remuneration on clients

0 20 40 60 80 100

Per cent

Per cent
0 20 40 60 80 100
mNo impact m Little impact
m | arge impact - have had to pay fees to me directly m Large impact - have had to abandon clients

® Large impact - have had to close practice

Question 37: Impact of capping life insurance commissions on the number of consumers
seeking or receiving life insurance advice

0 20 40 60 80 100

Per cent

Per cent

0 20 40 60 80 100

HlLarge increase ®Smallincrease  ®Noimpact ®Small decrease ®Large decrease  ®Unsure
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Question 38: Reliance on commissions (up-front and trailing) for revenue

0 20 40 60 80 100

T T T T 1

Per cent

Per cent

1 1 1 1 )

0 20 40 60 80 100

= Not at all m\Very little mSomewhat ®Toalarge extent  ®To a very large extent

Question 39: Extent to which education and training or IT software and support services are
received from product providers or sought out on their own

0 20 40 60 80 100

T T T T

Per cent

Education and Training

IT software and

support
Per cent
0 20 40 60 80 100
m Fully from licensee or product provider m Mainly from licensee or product provider
® From both = Mainly seek out on my own

m Entirely seek out on my own
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Question 40 and 41: Impact if exemptions for genuine education and training or IT software
and support were removed

0 20 40 60 80 100

If the exemption for genuine education and training was
removed, would it impact your ability to meet your training
and education obligations?

If the exemption for IT software and support was
removed, would it impact your ability to work as an
adviser?

. . . . Per cent
0 20 40 60 80 100
mYes ENo
Regulatory framework
Question 42: Areas to address to most effectively reduce regulatory burden
0 20 40 60 80 100
Requirement to prepare and provide disclosure documents Per cent
Meeting regulatory requirements for ongoing fee arrangements,
including fee consents
Meeting safe harbour and best interest duty requirements
Certainty in providing limited advice
The clarity and difference between providing general advice and
personal advice
Other
None of the above
Education/personal development requirements
Consistency of regulations/standards Per cent
0 20 40 60 80 100

Question 44: Whether regulations for advice should vary depending on the complexity of the
advice

72 per cent of respondents believed that regulations for advice should vary depending on the
complexity of the advice.
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Question 45: How regulation should vary depending on advice (among those who considered
regulation should vary depending on complexity of advice)

0 20 40 60 80 100

Depending on the agreed scope of the advice with the Per cent

client
Depending on the risk of financial harm

Depending on whether the advice involves product
recommendation or not

Other

Depending on the complexity of the advice or product

Depending on client experience/knowledge (e.g. ongoing
vs new clients)

Per cent

1 1 1 1 1 1 1 1

0O 10 20 30 40 50 60 70 80 90 100

Question 46: Perceived impact if regulation of advice relating to risky products was increased
0 20 40 60 80 100

T T T T 1

Per cent

Per cent
0 20 40 60 80 100
m Reduce the risk of financial harm ®\Would not make any difference
H Increase the risk of financial harm = Unsure
Question 47: Regulatory requirements set by licensees
60 80 100
) ) Per cent
My licensee has procedures in place to ensure | meet the
regulatory requirements
| follow extra procedures in addition to those placed upon
me by my licensee to ensure compliance
My licensee does not have specific rules, policies, or
procedures in place, so | ensure compliance on my own
| am self-licensed
) ) Per cent
60 80 100
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Question 48: Perceptions of guidance and assistance to meet regulatory requirements

0 20 40 60 80 100

T T T T

Per cent

| want more assistance from industry bodies to meet
regulatory requirements

More guidance should come from regulatory or
government entities such as ASIC

Per cent
0 20 40 60 80 100
mStrongly agree  mAgree u Neither agree nor disagree  mDisagree  ® Strongly disagree

Question 49: Use of ASIC regulatory guides to understand regulatory requirements
48 per cent of respondents responded that they used ASIC’s regulatory guides to understand
regulatory requirements.
Question 50: Perceptions of the level of enforcement by ASIC and AFCA

0 20 40 60 80 100

Per cent

ASIC

AFCA

Per pent

1 1 1 1

0 20 40 60 80 100

u Level of enforcement is too strict - misconduct is penalised too harshly
m | evel of enforcement is about right
u Level of enforcement is not strict enough - misconduct either is not penalised or not penalised enough

= Unsure
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Digital advice and financial technology

Question 52 and 53: Current and intended reliance on automated advice technology

0 20 40 60 80 100

T T T T

Per cent

How much do you rely on automated advice technology
as part of your business model?

How much do you intend to rely on automated advice
technology as part of your business model over the next 5
years?

Per cent

1 1 1 1

0 20 40 60 80 100

= Not at all m\Very little m Somewhat mTo a large extent ®To a very large extent

Question 54: Why do not intend to use automated advice technology in the next 5 years

0 20 40 60 80 100

T T T T

My clients do not want/would not value automated advice Per cent

technology

My clients would not be able to/do not have the financial
literacy to navigate automated advice technology

| do not understand or have enough experience with
automated advice technology to use it confidently

Using automated advice technology makes me uncertain
about whether | could still meet regulatory requirements

Incorporating automated advice technology into the
business is too expensive

Concerns about the quality/benefit of automated advice
Prefer to deal with clients personally

Other
Per cent

80 100

212 | Quality of Advice Review Final Report



Appendix 4: Conflicted remuneration

As part of the Review, a range of data sources were considered in relation to the remaining
exemptions to the ban on conflicted remuneration in Chapter 7 of the Corporations Act, including the
exemptions for general insurance and life risk insurance products. The data collection methodology
and key findings from these data sources for general insurance and life insurance are set out below.

General insurance

We collected data about the general insurance industry from 2 main sources:

e General insurer and broker responses to a Treasury-initiated voluntary data request; and

* A 2019 Report by Finity Consulting (Finity) commissioned by ASIC on the general insurance
industry, which specifically considered the distribution and remuneration arrangements of general
insurance products sold to retail clients.

General insurers and brokers data request

Methodology

The Review issued a voluntary data request to a representative number of general insurers, which
constituted a significant proportion of the general insurance market across many general insurance
products. The insurers that participated in the data request made up approximately 62 per cent of the
home building and contents insurance market and 72 per cent of the market for motor vehicle
insurance (for the 2021/22 financial year).3s

The Review requested data on the following general insurance products, in accordance with the
definition of ‘general insurance products’ in section 761G(5) of the Corporations Act:

* Motor vehicle insurance;

e Home building insurance;

e Home contents insurance;

* Residential strata insurance;

* Sickness and accident Insurance;
¢ Consumer credit insurance;

e Travel insurance; and

e Petinsurance.

The data request was developed after consulting with ASIC, the participating general insurers and the
Insurance Council of Australia. The purpose of the data collection was predominantly to understand:

* the operation of the general insurance market;

382 APRA (2022c), Quarterly general insurance performance statistics.

Appendix 4: Conflicted remuneration | 213



the role of intermediaries in distributing general insurance products and how this varied across
different general insurance products; and

insurers’ remuneration arrangements with intermediaries, and how these varied between products
and between distribution channels.

The Treasury Secretariat, in consultation with a number of insurance brokers and the National
Insurance Brokers Association, issued a similar data request to international and domestic brokers.
Similar to the request issued to insurers, the request to brokers was issued for the purpose of better
understanding the role of brokers with insurers, as well as with their clients. A number of brokers also
responded to this request.

For the purposes of the analyses included in this report, please note the following considerations:

The data provided to the Review was unable to be independently validated. However, where it was
possible to do so, sense checks were performed to ensure that the data was reasonable.

Data was not provided by all insurers for the 2018/19 financial year, therefore, to maintain the
confidentiality of the data, 2018/19 financial year data has been omitted from the analysis.

For the 2021/22 financial year, data has only been provided up to 31 March 2022. So while the
data for this financial year has been retained in the charts, it has not been specifically referred to in
the analysis of the trends.

Not all insurers provided data on the distribution channels for general insurance products,
therefore, the analysis on distribution channels only includes home building and contents
insurance and motor vehicle insurance.

Not all insurers provided data on all of the product lines. So where it was not possible to maintain
the confidentiality of the data, product lines have been excluded from the analyses.

Due to the way data was provided, home building and contents insurance have been combined in
the analysis as ‘home insurance’.

Key findings

In summary, the data collected from insurers showed that:

With the exception of travel insurance, the gross written premium (GWP) for all other product
types increased slightly between 2019/20 and 2020/21;

Direct sales is the primary distribution channel for motor vehicle insurance and home insurance;

Total new business premiums increased for home insurance and motor vehicle insurance, but
decreased for strata and travel insurance between 2019/20 and 2020/21;

Total new business premiums increased for products sold through add on sales, agents, brokers
and direct sales, but decreased for products sold through underwriting agencies and white label
providers between 2019/20 and 2020/21; and

The average commissions rates provided to intermediaries remained relatively stable between
2019/20 and 2020/21, with underwriting agencies generally attracting the highest commission
rates.
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Characteristics of sample

Overall, total GWP for home, motor, strata and travel insurance increased by 6 per cent from
approximately $14.7 billion in the 2019/20 financial year to $15.6 billion in the 2020/21 financial year
(Chart 1). During this timeframe, the GWP for home insurance increased by 8 per cent, while the GWP
for travel insurance decreased by more than 60 per cent, which can likely be attributed to the travel
restrictions introduced during the COVID-19 pandemic.

Chart 1: Total GWP, by product type

$billion $hillion
18 1 18
16 f 1 16
14 114
12 112
10 + 1 10
8 8
6 6
4 t 14
2 2
0 0
2020 2021 2022
EHome = Motor m Strata u Travel

Between 2019/20 and 2020/21, home insurance was primarily sold through direct sales
(approximately 68 per cent of GWP), followed by 13-16 per cent sold as white label products and
about 11 per cent sold through insurance brokers (Chart 2).

Chart 2: Home insurance, by distribution channel

Per cent Per cent
100 ¢ 1 100
80 1 80
60 1 60
40 1 40
20 + 1 20
0 0
2020 2021 2022
u Agency u Broker m Direct mDUA = White Label

* DUA means Delegated Underwriting Authority (also referred to in this report as an underwriting agency).
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Between 2019/20 and 2020/21, motor vehicle insurance was also predominantly sold through direct
sales (around 79 per cent of GWP), followed by white label products (7-8 per cent of GWP) add-on
sales (6 per cent of GWP) and brokers (4 per cent) (Chart 3).

Chart 3: Motor vehicle insurance, by distribution channel
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Overall, across all product types (home, motor, strata and travel insurance), the total number of
in-force policies decreased by approximately 9 per cent between 2019/20 and 2020/21. This is driven
by the decline in the number of in-force travel insurance policies, which fell by about 47 per cent. A
likely major cause of this fall is the continued impacts of COVID-19 on travel during this period. The
number of in-force policies for the other products (home, motor, strata) however remained stable.

Between 2019/20 and 2020/21, around 72 per cent of in-force home insurance policies were sold
through direct sales, followed by 14 per cent sold as white label products and 89 per cent sold
through brokers (Chart 4).

Chart 4: Home insurance — proportion of in-force policies, by distribution channel
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For motor vehicle insurance, nearly 83 per cent of in-force policies were sold through direct sales
between 2019/20 and 2020/21, followed by 8 per cent sold as white label products, 4 per cent sold a
add on sales and 3 per cent through brokers (Chart 5).

Chart 5: Motor vehicle insurance — proportion of in-force policies, by distribution

channel
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Premiums

Overall, total new business premiums for all product types (home, motor, strata and travel) increased
by approximately 7 per cent between 2019-20 and 2020-21. The total new business premiums for
home and motor vehicle insurance increased by 15 per cent and 9 per cent, respectively during this
period. However, total new business premiums for strata and travel insurance decreased by

17 per cent and 99 per cent, respectively (Chart 6).

Chart 6: New business premiums (GWP), by product type —2019/20 to 2021/22
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For home insurance and motor vehicle insurance, total new business premiums increased between
2019/20 and 2020/21 for sales through brokers (by 40 per cent), agents (10 per cent), direct
distribution channels (9 per cent) and add on sales (7 per cent). However, total new business
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premiums decreased for products sold through underwriting agencies (13 per cent) and sold as white
label products (3 per cent) (Chart 7).

Chart 7: New business premium (GWP), by distribution channel — 2019/20 to 2021/22
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Commission rates

Commission rates vary by product type and distribution channel. Average commission rates for home
and contents insurance have remained relatively stable between 2019-20 and 2021-22, with
underwriting agencies attracting the highest average commission rate of 32 per cent (Chart 8).
Commissions rates provided to brokers also remained stable during this period, at around 21 per cent.

Chart 8: Commission rates (home insurance), by distribution channel —2019/20 to

2021/22
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Commission rates for motor vehicle insurance have also remained quite stable between 2019-20 and
2021-22 (Chart 9). Again, underwriting agencies received the highest average commission rate
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(around 24 per cent), followed by distributors of white label products (14 per cent), brokers and add
on sales (13 per cent) and agents (12 per cent).

Chart 9: Commission rates (motor vehicle insurance), by distribution channel -
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Finity Report

Methodology

In 2019, and independently of the Review, ASIC commissioned a market information report from Finity
Consulting (Finity) on the distribution and remuneration arrangements of general insurance products
sold to retail clients. That report has been provided to the Review, with Finity’s permission, to provide
information on the general insurance industry. The purpose of the report was to provide an
information base, at a broad level. The Finity report was a factual analysis and did not specifically deal
with whether any aspects of remuneration may be conflicted. It also did not provide analysis or
recommendations regarding reform options.

The Finity report dealt with general insurance products sold to retail clients and considered motor
vehicle insurance, home and contents insurance (‘home’), product add-on insurance (including
consumer credit insurance sold by life insurers), travel insurance and pet insurance.

The distribution channels the Finity report considered were direct sales, white label providers, agents,
brokers and delegated underwriting authorities (DUAs).

Key Findings

Distribution of general insurance products

The Finity report found that direct sales dominate the home and motor vehicle insurance markets,
making up 70 and 80 per cent of sales by GWP. On the other hand, Finity found that travel, consumer
credit and pet insurance are mainly sold through intermediaries. Table 1 below sets out the estimates
of the relative prevalence of the different distribution methods for each product type. The findings are
broadly consistent with those from the voluntary data request undertaken by the Review.
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Table 1: Estimates of relative prevalence of distribution channel by product line

Product Distribution channel (% GWP)
Direct White Label Agency Broker
Home 70 15 10 5
Motor 80 10 5 5
Travel 30 10 40 n/a
Consumer Credit n/a 60 40 n/a
Pet 20 10 70 n/a

Note: Strata and Sickness and Accident product lines were excluded due to their speciality nature.

Note: Available distribution data was inconsistent in structure and availability. The table shows what the Finity report
estimated were the most common arrangements, but there may inevitably be outliers that were not representative of the
information shown.

Outside of the direct channel, the Finity report found that financial institutions are the major
distributors of home and motor vehicle insurance, with the share of home and contents insurance sold
to be higher because of the link with mortgage lending. Other notable providers of white label
products include supermarket chains, private health insurers and Australia Post.

For the home and motor vehicle insurance markets, remuneration is typically based on commission,
paid at the same rate on new business and renewals. Additionally, there was some evidence of profit
share and soft dollar benefits being awarded by insurers. The Finity report found that the difference in
the insurance premium between a white label product and an underwriting insurer’s direct product
was typically between 10 to 25 per cent of GWP. Part of the difference was attributed to the
distribution costs of intermediated products, as compared to products sold directly by the insurer.
However, the Finity report also found differences in cost between the different intermediated
channels (i.e. not all intermediated distribution channels are equal in terms of cost).

For travel insurance, the Finity report concluded that the premium for like-for-like products vary by
channel based on the relative cost of distribution, including the level of commission paid. Otherwise
identical insurance products arranged through travel agents and airlines was found to be generally
more expensive, than if arranged with the insurer directly.

The Finity report found that pet insurance was largely underwritten by a single insurer, and distributed
online through a variety of intermediaries. While the insurer was responsible for setting the ‘net price’
for each product, major distributors had some latitude to set a higher customer price based on their
cost structure, profit margins and customer profile. The customer price was estimated to vary from
110 per cent to 200 per cent of the insurer’s net price, with the difference retained by the distributor.

Commission Rates

The Finity report found that commissions (as a per cent of GWP) were the most common form of
intermediary remuneration. As Table 2 illustrates, commissions paid to intermediaries for home and
motor vehicle insurance range was estimated to range from 10 to 30 per cent of GWP, with
underwriting agencies likely, on average to receive a higher rate of commission and white label
providers likely, on average, to receive a lower commission rate.

Travel and pet insurance, which are most commonly distributed by white label providers and agents,
were, on average, likely to attract higher commission rates from 20 to 65 per cent of GWP. Under the
law, commissions for consumer credit insurance are capped at 20 per cent.

Table 2: Commission estimates by product type

Product Commission rate (% of GWP)
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Direct White Label Agency Broker DUA

Home n/a 10-20 15-25 15-25 20-30
Motor n/a 10-15 10-20 10-15 20-25
Travel n/a 20-25 35-65 n/a n/a
Consumer Credit n/a 20 20 n/a n/a
Pet n/a 20-30 30-40 n/a n/a

* Strata and Sickness and Accident product lines were excluded due to their speciality nature.

Note: Available distribution data was inconsistent in structure and availability. The table shows what the Finity report
estimated were the most common arrangements, but there may inevitably be outliers that were not representative of the
information shown.
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Life insurance

The Review considered 2 main data sources in relation to life insurance:

* Areview of personal life insurance advice files: 2 sample sets of life insurance advice files were
assessed for comparison, the first set from 2017 before the LIF reforms were introduced, and the
second set from 2021 after the LIF reforms were fully implemented. Life insurance advice files
were assessed for compliance with the best interests duty and related obligations and for
significant concerns about consumer detriment.

* Alife insurance industry data collection (LIDC): ASIC collected aggregate level data from life
insurers every 6 months between 2017 and 2021 (inclusive) on product sales, premiums,
commissions, lapses and clawbacks.

Throughout the LIF Review, ASIC has consulted with a stakeholder working group (consisting of advice
and life insurance industry representatives, consumer advocates and Government agencies) to
increase transparency about the LIF Review and to provide an opportunity for stakeholder guidance
and feedback to ASIC.

Review of life insurance advice files

Sampling and data collection methodology

Two samples of life insurance advice files were assessed to determine whether the quality of life
insurance advice has improved since the LIF reforms. This included:

e 521 life insurance advice files from 2017; and
e 522 life insurance advice files from 2021.

The sampling methodology was developed by ASIC in consultation with the LIF Working Group with
efforts made to obtain a sample of life insurance advice files that was random, representative and able
to be obtained in a practical and efficient manner (for both industry and ASIC).

For each sample set, ASIC identified active life insurance advisers by requesting a list of life insurance
applications from most retail life insurers in May 2017 and February 2021, and randomly selecting a
sample of advisers linked to those applications.

To further strengthen the random nature of the sampling, ASIC did not assess the advice related to the
application based on which the adviser was identified. Rather, ASIC requested, under notice, for each
of the advisers’ AFS licensees to provide ASIC with a copy of that adviser’s first life insurance advice
provided within the relevant collection period. The first data collection period extended from
May—Sept 2017, and the second data collection period was from February—June 2021.

Accordingly, the life insurance advice may have included recommendations in relation to a wide range
of different subject matters, including but not limited to purchasing a new life insurance product,
replacing a life insurance product or increasing, decreasing or cancelling existing cover.

The 2017 and 2021 sample sets were collected independently of each other, which means that clients,
advisers and licensees involved in the 2017 sample were not necessarily also included in the 2021
sample (although, they were not specifically excluded, so it is possible that advice provided by the
same adviser was assessed as part of both the 2017 and 2021 samples). Similarly, it was also possible
that some advisers were sampled more than once even within a single set (i.e. 2 life insurance advice
files produced by the same adviser).
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The 2017 and 2021 sample sets were developed to provide a 95 per cent level of confidence that an
observed change in the rate of compliance greater than or equal to 5 per cent reflected a statistically
significant change in the quality of life insurance advice that was broadly representative of the
industry. However, analysis involving smaller subsets of the sample (such as by age-group or whether
the advice was initiated by the client or adviser) does not have the same 95 per cent level of
confidence that the results are broadly representative of the industry.

Assessment methodology

File Reviewers

Life insurance advice files were assessed by file reviewers with appropriate skills, training and
experience, for compliance with the best interests duty and related obligations. 50 per cent of the
advice files were assessed by ASIC, with the remaining 50 per cent assessed by an external consultant
with relevant expertise. A random allocation process was applied to allocate advice files between ASIC
and the external consultant, subject to any conflicts of interest. The external consultant’s views were
their own. For quality assurance purposes, ASIC file reviewers also undertook random checks of more
than 25 per cent of the files reviewed by the external consultant, for both sample sets.

Focus of assessment

Each of the files were assessed for their compliance with the best interests duty and related
obligations, which included the following sections of the Corporations Act:

e section 961B(1) — provider must act in the best interests of the client;
e section 961G — resulting advice must be appropriate to the client; and

* section 961J) — conflict between client’s interests and those of provider, licensee, authorised
representative or associates.

File reviewers also recorded whether they had significant concerns about consumer detriment arising
from non-compliant advice.

Primary advice document reviewed

All of the assessments were undertaken on the advice contained within the ‘primary advice document’
that was obtained as part of the random sample. By definition, the primary advice document
contained life insurance advice.

Licensees were also required to provide to ASIC other documents on the client file that related to the
primary advice document, such as file notes, e-mails, fact finds and application forms. Where the
client file contained multiple SOAs or ROAs, the assessment related to the advice in the primary advice
document (and the related advice process as evidenced by other documents on the client file). The
advice in prior or subsequent SOAs or ROAs was not assessed. Where a ROA was the primary advice
document, any prior SOAs that related to that ROA were given consideration as necessary to assess
the advice in the ROA and related conduct.

Isolating assessments of life insurance related advice from other financial product advice

Although the LIF advice file reviews were focused on assessing the quality of life insurance related
advice, the random selection process led to many of the primary advice documents also containing
advice about other topics, such as investment advice and superannuation advice. To ensure that
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concerns relating to other financial product advice did not impact the life insurance related advice
results, the assessments for each file were considered and recorded at 2 levels:

e an assessment with regard only to the life insurance related advice (and related advice process);
and

e an assessment with regard to all of the advice (and related advice process), including the life
insurance related advice.

Key findings
Overall, the LIF Review found that:

* compliance with the best interests duty and related obligations had improved, with the proportion
of files that demonstrated compliance with the best interests duty increasing from 37 per cent of
assessed files in 2017 to 58 per cent in 2021; and

* the proportion of files which raised significant concern about consumer detriment declined from
12 per centin 2017 to 7 per cent in 2021.

Please note that these advice file review results and those below relate only to the assessment of life
insurance related advice (even where the advice file may have also included advice on topics
unrelated to life insurance).

Composition of advice files

Overall, the LIF Review considered a total of 521 life insurance advice files in 2017 and 522 advice files
in 2021. The following charts examine the 2017 and 2021 sample sets, by age, by whether the life
insurance advice was initiated by the client or the adviser and main remuneration method
(commission or no commission).

The sample sets included life insurance advice provided to clients aged under 30 years of age to those
aged over 60 years of age. In 2017, the largest age cohort was aged 30—-39 years, while in 2021 the
largest cohort were those aged 40-49 years (Chart 10).

Chart 10: Proportion of files, by age group
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In both 2017 and 2021, the sample sets included a greater proportion of files where the life insurance
advice was initiated by the client (as compared to advice initiated by the adviser) (Chart 11).

Chart 11: Proportion of files (client initiated vs adviser initiated)
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Across both years, the initiator of the advice could not be determined for a proportion of the files. These are
included in the Other/UTD (unable to be determined) category in this Chart.

The following 2 charts illustrate the proportion of life insurance advice initiated by the client or by the
adviser within each age group, for each of 2017 and 2021. Clients in the over 60s age group appeared
more likely to have initiated life insurance advice, with 64 per cent of advice files in the over 60s age
initiated by the client in 2017 and 65 per cent in 2021 (Charts 12 and 13).

Chart 12: Proportion of files (client initiated vs adviser initiated), by age group — 2017
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Chart 13: Proportion of files (client initiated vs adviser initiated), by age group — 2021
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The LIF Review found that there has not been a significant shift in the proportion of life insurance
advice for which advisers are remunerated by a commission. The number of advice files for which the
main remuneration method was a commission decreased marginally between 2017 and 2021 (from
95 per cent to nearly 91 per cent) (Chart 14).

Chart 14: Total number of files, by remuneration model (commission vs no
commission)
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Prior to the introduction of the LIF reforms, upfront commissions were generally around 100 to

130 per cent of the new business premium (with ongoing commissions at approximately 10 per cent).
In 2021, following the implementation of the LIF reforms, upfront commissions were capped at

60 per cent of the new business premium (with ongoing commissions also capped at 20 per cent).

A hybrid commission in 2017 would generally have involved an upfront commission of 70 per cent and
an ongoing commission of around 20 per cent. A level commission is where the commission rate for
the year in which the life insurance product is issued is the same as it is for subsequent years for the
life of the product.

226 | Quality of Advice Review Final Report



Of the files for which the main remuneration method was either an upfront or a level commission, the
LIF Review found that the commission was primarily in the form of an upfront commission (Chart 15).

Chart 15: Proportion of files, by commission type (Upfront vs Level)
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The LIF Review found that, overall, the quality of life insurance advice provided to clients improved
from 2017 to 2021. Quality was assessed in the following ways:

* compliance with the best interests duty and related obligations; and

* whether significant concerns about consumer detriment arose from the life insurance advice.

Proportion of files that did not demonstrate compliance with the best interests duty

The following charts consider the proportion of files that did not demonstrate compliance with the
best interests duty and related obligations between 2017 and 2021 by duty, by age group and by
whether the advice was initiated by the client or by the adviser.

The LIF Review found that compliance with the best interests duty and each of the related obligations
had improved between 2017 and 2021:

* Best interests duty (section 961B(1) — improved from 37 per cent in 2017 to 58 per cent in 2021;
» Appropriate advice (section 961G) — improved from 45 per cent in 2017 to 65 per cent in 2021; and

* Conflict priority rule (section 961J) — improved from 56 per cent in 2017 to 75 per cent in 2021
(Chart 16).

Chart 16: Proportion of files that complied with the best interests duty and related
obligations

Appendix 4: Conflicted remuneration | 227



Per cent Per cent
100 ¢ -1 100

s961B(1): Best Interests Duty s961G: Appropriate Advice s961J: Conflict Priority Rule
m2017 w2021

63 per cent of files in 2017 and 42 per cent of files in 2021 were found not to have demonstrated
compliance with the best interests duty. However, there was an improvement (decrease in
non-compliance) in the results for each age group between 2017 and 2021. The most significant
decrease was observed in the youngest cohort (clients aged under 30 years), with non-compliance
decreasing from 62 per cent in 2017 to 30 per cent in 2021 (Chart 17). Clients in the under 30s cohort
accounted for 14 per cent of the advice files in 2017 and 10 per cent in 2021.

Chart 17: Proportion of files that did not demonstrate compliance with the best
interests duty, by age group

Per cent Per cent
100 ¢ -1 100
80 | 1 80

<30 30-39 40 - 49 50-59 60+
m2017 m2021

The proportion of advice files that did not demonstrate compliance with the best interests duty was
similar, regardless of whether the advice was initiated by the client or by the adviser (Chart 18).

Chart 18: Proportion of files that did not demonstrate compliance with the best
interests duty (client initiated vs adviser initiated)
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Please note that the ‘other/unable to determine (UTD)’ category includes instances where it could not be determined from
the client file that the adviser or client initiated the life insurance related advice.

Please note that further analysis on the quality of advice based on remuneration model (commission
Vs no commission) was not possible due to the small number of files classified as ‘no commission’.

Reasons for not demonstrating compliance with the best interests duty

An assessment that a life insurance advice file did not demonstrate compliance with the best interests
duty in section 961B(1) of the Corporations Act was conducted in accordance with paragraphs
RG175.269-RG175.272,3 which in summary involved a two-step process:

« first: each advice file was assessed to determine whether the adviser met each of the safe harbour
steps in sections 961B(2)(a)-(g) of the Corporations Act; and

¢ second:

if the advice file demonstrated that the adviser met each of the safe harbour steps — the advice
file was deemed to have complied with the best interests duty in section 961B(1) of the
Corporations Act; or

if the advice file did not demonstrate that the adviser had met all of the safe harbour steps —
the file reviewer was required to undertake a further consideration of the advice process, client
circumstances and the advice outcome as a whole. If, after further consideration, the file
reviewer believed that sufficient steps were undertaken to produce the same standard of
advice that would have been provided if all of the safe harbour steps had been met, the file
reviewer could pass the file for satisfying the best interests duty notwithstanding that the safe
harbour was assessed as not being met. This included giving consideration to whether the client
was likely to be in a better position if the client followed the advice.

Table 3: The best interests duty safe harbour steps in the Corporations Act are:

Corporations Step
Act provision

383 For more information please see, ASIC (2021d), pages 72-73.
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Section 961B(2)(a)

Section
961B(2)(b)(i)

Section
961B(2)(b)(ii)

Section 961B(2)(c)

Section
961B(2)(d)

Section
961B(2)(e)

Section 961B(2)(f)
Section 961B(2)(g)

Identified the objectives, financial situation and needs of the client that were disclosed to the
provider by the client through instructions

Identified the subject matter of the advice that has been sought by the client (whether explicitly or
implicitly)

|dentified the objectives, financial situation and needs of the client that would reasonably be
considered as relevant to advice sought on that subject matter (the client’s relevant circumstances)

Where it was reasonably apparent that information relating to the client’s relevant circumstances
was incomplete or inaccurate, made reasonable inquiries to obtain complete and accurate
information

Assessed whether the provider has the expertise required to provide the client advice on the
subject matter sought and, if not, declined to provide the advice

If, in considering the subject matter of the advice sought, it would be reasonable to consider
recommending a financial product:

conducted a reasonable investigation into the financial products that might achieve those of the
objectives and meet those of the needs of the client that would reasonably be considered as
relevant to advice on that subject matter; and

assessed the information gathered in the investigation
Based all judgements in advising the client on the client’s relevant circumstances;

Taken any other step that, at the time the advice is provided, would reasonably be regarded as
being in the best interests of the client, given the client’s relevant circumstances

For each of the safe harbour steps (with the exception of section 961B(2)(g)), there was a decline in
the number of files that did not demonstrate that the adviser met that step. The most significant
improvement was in relation to section 961B(2)(e) (Chart 19).

Chart 19: Number of files that did not demonstrate that the adviser met each safe

harbour step
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For most of the safe harbour steps, the proportion of files that demonstrated that the adviser met
that step was similar, whether the advice was initiated by the client or by the adviser (Charts 20

and 21).
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Chart 20: Proportion of files that did not demonstrate that the adviser met each safe
harbour step (client initiated vs adviser initiated) — 2017 only
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Chart 21: Proportion of files that did not demonstrate that the adviser met each safe
harbour step (client initiated vs adviser initiated) — 2021 only
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Consideration of other matters when providing life insurance advice

The proportion of files where there was evidence that the adviser had made adequate inquiries into
the client’s existing life insurance products increased from 63 per cent in 2017 to 79 per cent in 2021
(Chart 22).
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Chart 22: Whether the adviser made adequate inquiries into the client’s existing
insurance products
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The proportion of files where there was evidence that the adviser considered life insurance products
issued by more than one insurer increased from 65 per cent in 2017 to 87 per cent in 2021 (Chart 23).

Chart 23: Whether the adviser considered products issued by more than one insurer
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Finally, there was also an increase in the proportion of files where there was evidence that the adviser
had given adequate consideration to placing the client’s insurance inside superannuation vs outside
superannuation (retail life insurance product) from 72 per cent in 2017 to 81 per cent in 2021

(Chart 24).

Chart 24: Whether the adviser has adequately considered placing insurance inside vs
outside superannuation

Per cent Per cent
100 [ 1 100
80 1 80
60 1 60
40 | 1 40
20 1 20
0 0
Yes No Other/NA
m2017 m2021
Significant concerns about consumer detriment
Overall, there was a reduction in the proportion of files which raised a significant concern about
consumer detriment from 12 per cent in 2017 to 7 per cent in 2021 (Chart 25).
Chart 25: Proportion of files that raised a significant concern about consumer
detriment
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All of the files which were assessed as raising a significant concern about consumer detriment (in 2017
and 2021) were also found to not demonstrate compliance with the best interests duty.
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Between 2017 and 2021, the main reasons for the significant concerns about consumer detriment
arising from the files were:

* ‘High insurance premiums’: significant concerns about unjustified high insurance premiums
(compared on a like for like basis).

* ‘Over-insurance’: significant concerns about over-insurance (the sum insured materially exceeded
the client’s needs without justification).

* ‘New underwriting restrictions’: significant concerns about new or additional underwriting
restrictions (i.e. exclusions/loadings).

* ‘Unaffordable insurance premiums’: significant concerns about insurance premiums appearing
unaffordable or materially impeding other objectives without justification (Chart 26).

Chart 26: Proportion of significant concerns about consumer detriment, by most
prevalent categories
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Life Insurance Data Collection (LIDC)

Methodology

Planning for the data collection — Stakeholder consultation

In December 2015, ASIC released a consultation paper CP 245 Retail life insurance advice reforms,3s4
which set out ASIC’s proposals to implement the retail life insurance industry reforms by making a
legislative instrument that would set out:

* the maximum levels of upfront and ongoing commission payments to be paid to advisers; and
* the amount of upfront commissions to be repaid to life insurers under clawback arrangements.

CP 245 also sought feedback on the type of information ASIC proposed to collect from life insurers,
such as information about covers sold, covers in-force, covers lapsed, commission data and clawback
data. This included details about product types (life, TPD etc.) and how those covers were sold (i.e.
with personal advice, general advice or no advice).

Feedback was sought from life insurers, AFS licensees and representative of licensees authorised to
provide life insurance advice, and consumers.

ASIC’s response to the key issues arising from the submissions to this consultation paper were
published in Report 527, which was released in June 2017.3%

Objectives for the collection

The questions insurers were asked were designed to provide information that will assist in
understanding (among other things):

* The effect of the LIF reforms on the rate of first year commissions paid and clawback
arrangements;

*  Whether premiums are changing over time;
*  Whether distribution methods are changing over time; and
*  Whether lapse rates are changing over time.

ASIC engaged an external consultant to design the questions and data collection template, and consult
with insurers to ensure the information being requested could be provided.

Types of data collected

For the purposes of this report, the data collection covered the following product types:
e Death (or ‘Life’);

* Total and permanent disability (or “TPD’);

* Trauma (or ‘Critical lllness’); and

384 ASIC (2015), Consultation Paper 245: Retail life insurance advice reforms.
385 ASIC (2017), Report 527: Response to submissions on CP 245 Retail life insurance advice reforms.
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» Disability Income Insurance (also known as Individual Disability Income Insurance (IDIl) or Income
Protection).

For the purposes of this report, the data collection covered the following distribution channels:

* Products sold by financial advisers with commissions paid;

* Products sold by financial advisers on a nil commission basis; and

* Products sold by direct method with general advice or no advice.

Group life products for members of a superannuation entity or products for a member of a default
superannuation fund were specifically excluded from the LIDC.

Key findings

In summary, the LIDC found that:

* The number of new life insurance products sold between 2017 and 2021 declined. Declines in the
number of covers sold were observed across all of the variables analysed (total covers, by cover
type and by distribution channel).

* The average premium for all life insurance cover increased; however, the rates of change varied by
product type.

* The average first year commission provided to a financial adviser in connection with the sale of a
life insurance product declined (which was expected given the introduction of commission caps),
while the proportion of life insurance products sold with a commission increased marginally.

* Year 1and Year 2 lapse rates (for which clawbacks apply) for death cover sold during the data
collection period declined across all distribution channels, while Year 3 lapses appeared to be
relatively stable. However, it is too early to observe any trends in lapses for covers sold in the later
data collection periods.
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Life insurance market

The charts below illustrate key changes in the life insurance market between 2017 and 2021, in
particular changes in the number of covers sold, new cover sales by product type and distribution
channel and the number of existing covers in-force. Between 2017 and 2021, there was a 54 per cent
decline in the number of new covers sold (basic and rider) (Chart 27).

Chart 27: Total number of new covers sold (basic and rider)
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Between 2017 and 2021, the number of new covers sold (basic and rider) declined across each
product type. Death cover was most affected, decreasing by 60 per cent over this period, followed by
income protection (54 per cent decrease), trauma cover (51 per cent decrease) and TPD cover

(47 per cent) (Chart 28).

Chart 28: Total number of new covers sold, by product type (basic and rider)
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Life insurance is more likely to be sold through a financial adviser than through direct channels.
Between 2017 and 2021, the proportion of all types of new basic-only life insurance cover (i.e. covers
not sold as riders) sold through a financial adviser (as compared to covers sold through direct
channels) increased from 72 per cent in 2017 to 80 per cent in 2021. This is due to the significant
decline in the products purchased through direct channels (66 per cent decrease, compared to a

49 per cent decrease in sales through a financial adviser) (Chart 29).

Chart 29: Proportion of new covers sold, by distribution channel (basic-only)
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The number of existing covers in-force (basic and rider) also declined across each product type
between 2017 and 2021 (as determined as at 31 December of those years). As for new product sales,
death cover was again the most affected (decreasing by 26 per cent), with the remaining product
types all decreasing by approximately 11 per cent (Chart 30).

Chart 30: Number of existing covers in-force, by product type (basic and rider)
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Premiums

Overall,

the average premium for life insurance cover increased. This could be due to a number of

factors including, an increase in the average sum insured, a change in the mix of product types being
purchased, a change in the age of those purchasing life insurance, and a change in the underlying
premium rate structure itself for some products. Between 2017 and 2021, there was an estimated
23 per cent increase in the average premium for death cover (basic and rider) (Chart 31).

Chart 31: Average premium for death cover (basic and rider)
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This may be explained, to some extent, by the significant increase in the average sum insured for new

(basic a

nd rider) death cover (the average sum insured increased by approximately 41 per cent over

this period). Increasing sums insured may also have been a factor in the average premium per $1,000
of sum insured for death cover, across the collection, declining by 13 per cent between 2017 and 2021

(Chart 32).

Chart 32: Average premium per $1,000 sum insured for death cover (basic and rider)
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The average premium for TPD cover (basic and rider) increased by 10 per cent over this period
(Chart 33).

Chart 33: Average premium for TPD cover (basic and rider)
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The average premium per $1,000 sum insured, across the collection, declined by approximately
14 per cent between 2017 and 2021 (Chart 34).

Chart 34: Average premium per $1,000 sum insured for TPD cover (basic and rider)
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The average premium for trauma cover (basic and rider) was found to have increased by an estimated
7 per cent between 2017 and 2021 (Chart 35).

Chart 35: Average premium for trauma cover (basic and rider)
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The average premium per $1,000 sum insured, increased by the same amount as average premiums
for trauma cover (approximately 7 per cent between 2017 and 2021) (Chart 36).

Chart 36: Average premium per $1,000 sum insured for trauma cover (basic and

rider)
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Finally, the average premium for income protection (basic and rider) increased by nearly 18 per cent
noting that, of the 4 cover types, it is the most expensive, in dollar terms (Chart 37).

Chart 37: Average premium for income protection (basic and rider)
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Commissions

As expected, the implementation of the LIF reforms in 2018 resulted in a significant reduction in
first-year commissions for all product types between 2017 and 2021. The LIF reforms resulted in
commission caps, which were implemented as follows:

* In 2018, first year commissions were capped at 80 per cent of the premium;
e In 2019, first year commissions were capped at 70 per cent of the premium; and
* Since 2020, first year commissions have been capped at 60 per cent of the premium.

Prior to the implementation of the LIF reforms, it was common for life insurers to pay upfront
commissions of greater than 100 per cent of the first year’s premium.

Between 2017 and 2021, across all distribution channels, total first year commissions provided in
connection with the sale of life insurance products (basic and rider) declined by 66 per cent (Chart 38).

Chart 38: Total first year commission (basic and rider)
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Between 2017 and 2021, across all distribution channels, the average first year commission rate for
the sale of life insurance products (basic and rider) fell from approximately 67 per cent in 2017 to
44 per cent in 2021 (Chart 39).

Chart 39: Average first year commission rate (basic and rider)
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Between 2017 and 2021, the proportion of new life insurance products (basic-only) sold through a
financial adviser (with commission) marginally increased from 85 per cent in 2017 to 91 per cent in
2021 (Chart 40).

Chart 40: Proportion of new products sold through a financial adviser, by
remuneration method (basic-only)
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Lapses

Given the complexity of isolating and accurately reporting on lapses between basic covers and their
riders, the lapse data below is for death cover only because death cover was almost always sold as a
basic cover (not as a rider).

Since the implementation of the LIF reforms in 2018, life insurance products that lapse in Year 1 are
subject to a clawback rate of 100 per cent of the premium, while products that lapse in Year 2 are
clawed back at a rate of 60 per cent.

The proportion of death covers (basic-only) which lapsed in Year 1 declined from just over 14 per cent
for covers sold in the first half of 2017 to 8 per cent for covers sold in the second half 2020. Lapses in
Year 2 declined from nearly 9 per cent for covers sold in the first half of 2017 to nearly 5 per cent for
covers sold in the 2™ half of 2019, while lapses in Year 3 remained relatively steady at around

7 per cent for covers sold in 2017 and 2018 (Chart 41).

Chart 41: Proportion of death cover (all distribution channels) which lapsed, by age
and period of sale (basic-only)
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* Given the data collection timeframe, full 3-year lapse data was only available for covers sold before 2019.
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The proportion of death covers (basic-only) sold through a financial adviser (with a commission),
which lapsed in Year 1 declined slightly from 4 per cent for covers sold in the first half of 2017 to

3 per cent for covers sold in the second half of 2020. Cover that lapsed in year 2 was found to decline
from 8 per cent for covers sold in the first half of 2017 to 5 per cent for covers sold in the second half
of 2019. Year 3 lapses remained stable at 8 per cent (for covers sold in the first half of 2017 and the
second half of 2018) (Chart 42).

Chart 42: Proportion of death cover (sold through financial adviser with commission)
which lapsed, by age and period of sale (basic-only)
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* Given the data collection timeframe, full 3-year lapse data was only available for covers sold before 2019.
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For basic death covers purchased through direct channels, Year 1 lapses decreased from 32 per cent
for covers sold in the first half of 2017 to 19 per cent for covers in the second half of 2020; Year 2
lapses decreased from 10 percent for covers sold in the first half of 2017 to nearly 5 per cent for
covers sold in the second half of 2019; and Year 3 lapses decreased from 6 per cent for covers sold in
the first half of 2017 to 4 per cent for covers sold in the second half of 2018 (Chart 43).

Chart 43: Proportion of death cover (sold through direct channels) which lapsed, by
age and period of sale (basic-only)
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Exceptions to the ban on conflicted remuneration

Table 4: extract of the conflicted remuneration provisions in the Corporations Act and

associated regulations

Provision

Exemption

Section 963B(1)(a) of the Corporations Act
Section 963C(1)(a) of the Corporations Act

Regulation 7.7A.12G of the Corporations Regulations

Monetary and non-monetary benefit is given to the
licensee or representative solely in relation to a general
insurance product

Section 963B(1)(b) of the Corporations Act
Regulations 7.7A.12EB of the Corporations Regulations

Regulation 7.7A.12EC of the Corporations Regulations

Monetary benefit is given to the licensee or representative
in relation to a life risk insurance product(s) (other than
group life policies in superannuation or policies issued in
respect of default superannuation members) where either
of the conditions in section 963B(1)(b)(iii) of the Act apply

Section 963B(1)(ba) of the Corporations Act

Monetary benefit is given to the licensee or representative
in relation to consumer credit insurance

Section 963B(1)(c) of the Corporations Act

Monetary benefit is given to the licensee or representative
in relation to the issue or sale of the financial product
(other than a life risk insurance product) and financial
product advice in relation to the product, or products of
that class, has not been given by the licensee or
representative in the 12 months immediately before the
benefit is given

Section 963B(1)(d)(i) of the Corporations Act

Monetary benefit is given to the licensee of representative
by a retail client in relation to the issue or sale of a financial
product by the licensee or representative to the client

Section 963B(1)(d)(ii) of the Corporations Act

Monetary benefit is given to the licensee or representative
by a retail client in relation to financial product advice given
by the licensee or representative to the client

Section 963B(1)(e) of the Corporations Act

Monetary benefit is a prescribed benefit or is given in
prescribed circumstances

Regulation 7.7A.11C of the Corporations Regulations

Benefit is given in relation to information about life risk
insurance products

Regulation 7.7A.11D of the Corporations Regulations

Benefit is given in relation to dealings in life risk insurance
products

Regulation 7.7A.12B of the Corporations Regulations

Monetary benefit is a stamping fee given to facilitate an
approved capital raising

Regulation 7.7A.12C of the Corporations Regulations

Monetary benefit is given for advice that relates to an
interest in a time-sharing scheme

Regulation 7.7A.12D of the Corporations Regulations

Monetary benefit consists of a percentage, of no more
than 100 per cent, of a brokerage fee

Regulation 7.7A.12E of the Corporations Regulations

Monetary benefit is given to the provider by a retail client
in relation to the provider dealing in a financial product on
behalf of the client

Regulation 7.7A.12EA of the Corporations Regulations

Monetary benefit is given to a financial services licensee or
representative as part of the sale of all, or part, of the AFS
licensee or representative’s financial advice business
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Provision Exemption

Section 963C(1)(b) of the Corporations Act Non-monetary benefit is less than $300 and identical or

. . ) similar benefits are not given on a frequent or regular basis
Regulation 7.7A.13 of the Corporations Regulations

Section 963C(1)(c) of the Corporations Act Non-monetary benefit has a genuine education or training
) ) ) purpose relevant to the carrying on of a financial services
Regulations 7.7A.14 of the Corporations Regulations .
business
Regulation 7.7A.15 of the Corporations Regulations
Regulation 7.7A.15A of the Corporations Regulations
Section 963C(1)(d) of the Corporations Act Non-monetary benefit is the provision of information

technology software or support related to the provision of
financial product advice to persons as retail clients in
relation to the financial products issued or sold by the
benefit provider

Section 963C(1)(e)(i) of the Corporations Act Non-monetary benefit is given to the licensee or
representative by a retail client in relation to the issue or
sale of a financial product by the licensee or representative
to the client

Section 963C(1)(e)(ii) of the Corporations Act Non-monetary benefit is given to the licensee or
representative by a retail client in relation to financial
product advice given by the licensee or representative to
the client

Section 963C(1)(f) of the Corporations Act Non-monetary benefit is a prescribed benefit or is given in
prescribed circumstances

Section 963D of the Corporations Act Monetary or non-monetary benefit given to a licensee or
representative and the benefit is in whole, or in part,
remuneration for work carried out, or to be carried out, by
the licensee or representative as an agent or employee of
an Australian ADI only providing financial product advice in
relation to a basic banking product, general insurance
product or consumer credit insurance (or any combination
of these products)

Regulation 7.7A.12H of the Corporations Regulations
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