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Australian Law Reform Commission 25 February 2022
PO Box 12953, George Street Post Shop, By online submission form

Queensland 4003
financial.services@alrc.gov.au

Dear Australian Law Reform Commission

Submission — Financial Services Legislation: Interim Report A (ALRC Report 137,
2021)

1 Introduction

This submission is made by Herbert Smith Freehills (HSF) in response to the Australian
Law Reform Commission (ALRC) report, Financial Services Legislation: Interim Report A
(Report 137, 2021) (Interim Report), which was tabled in Parliament by the Attorney-
General of Australia on 30 November 2021.

Question A16 proposes to simplify the definition of ‘retail client’ as contained in s 761G of
the Corporations Act 2001 (Cth):

(a) by removing

(1) subsections (5), (6) and (6A), being provisions in relation to general
insurance products, superannuation products, RSA products, and
traditional trustee company services; and

(2) the product value exception in sub-section (7)(a) and the asset and
income exceptions in sub-section (7)(c); or

(b) in some other manner.

Question A17 asks what conditions or criteria should be considered in respect of the
sophisticated investor exception in s 761GA of the Corporations Act 2001 (Cth).

We are grateful for the opportunity to submit a response to these proposals and we wish
to address questions Al16(a) and (b), and will briefly consider question A17, in this
submission.

HSF is an international law firm with 27 offices located around the globe and which
specialises in, amongst other things, financial services and financial services regulation.
We regularly advise in relation to the definitions of ‘retail client’, ‘wholesale client’ and
‘sophisticated investor’, together with the ramifications of those definitions for investors
and financial service providers (FSPs) alike.

2 Executive Summary

In our view, the proposal to simplify the definitions in this area (and more broadly across
the Interim Report) is very welcome. As noted in the Interim Report, the myriad of
definitions relating to the same concept, and the complexity of there being numerous
regulations prescribing the detail and application of those definitions is confusing and
unnecessarily complex for industry participants, and has only increased in complexity
over time.

That said, for the reasons set out in this submission, we do not necessarily agree that
simplifying the definition of retail client in the manner set out in question A16 will either
resolve that complexity or will serve one of the key purposes of the Interim Report - to
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bring the distinction between retail and wholesale clients in line with the legislative
intention contained in the Financial Services Reform Bill 2001 (Cth) (FSR Bill).

It is our submission that changing the definition of ‘retail client’ in the manner proposed in
guestion A16 could have adverse consequences for industry participants, and that the
purpose of the FSR Bill could be better implemented through:

(a) retaining, but updating, the existing quantum-based exemptions;

(b) ensuring that certain categories of investors are deemed wholesale clients,
irrespective of the type of financial product; and

(©) making minor amendments to the sophisticated investor tests.

For the reasons set out in this document, we submit that the general insurance product
provisions should be largely left alone.

Our proposed retail client/wholesale client distinction

As the ALRC noted in its Interim Report, there is need for simplification of the distinction
between wholesale clients and retail clients. Part of the confusion, in our view, stems
from being able to clearly identify whether a person is a retail client, a wholesale client, a
sophisticated investor, or simply not a retail client (and the ramifications of each of these
categorisations). Our submission, which is broadly consistent with the approach taken in
the Interim Report, is to create two definitions: retail clients and wholesale clients. We
have summarised our proposed distinction in the table below:

Figure: Suggested model for the ‘retail client’ definition

A financial product or
service is provided to a

person as a retail client
except where:

Exception does not apply if the

4 service is the provision of a
superannuation or RSA product,
unless the product is an interest in a
pooled superannuation trust
provided by the trustee

Y

product is a prescribed product that

{ Exception does not apply if the
is provided to an individual

Key:

Retail client

Y

Limit on exception

As can be seen from the above figure, the structure we have proposed is broadly
consistent with the approach in the Interim Report with two key differences:
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(1) preserving the quantum-based tests, but providing for them to be updated; and

(2) ensuring that certain categories of investors are deemed wholesale clients,
irrespective of the type of financial product.

We also propose amending the definition of professional investor to include a limb related
to the product value, albeit for a higher value than the test included in the quantum-based
exemption. Each of these differences are explained further below.

3.1 Modernising the quantum-based tests

We note the concerns in the Interim Report that the quantum of each of the product value
and the assets/income exceptions have not been updated over time and are now
considered to be too low.

It would be sensible for these quanta to be reviewed and where relevant increased
periodically and to provide for a method to do this. We suggest that such an approach is
superior to removing those exemptions altogether. It is our understanding that a number
of FSPs rely on these exemptions and that a number of investors who fall within this
category are able to access a wider range of products because of these exceptions. To
remove those exceptions, resulting in such investors being classified as retail clients,
might, theoretically, result in those clients being afforded more protections. It is also quite
possible that FSPs will simply stop offering such products to them, limiting the range of
products available to such persons and reducing investors’ choices.

In our view, this outcome would not be in line with the rationale underpinning the FSR Bill.
Those exceptions were available because it was considered that wholesale clients are
better informed and better able to assess the risks involved in financial transactions. Well
informed or advised investors should not now be barred from products they are familiar
with or in which they have invested for years.

As such, it is our submission that the product value and assets/income tests be
preserved, but their quanta be updated to a reasonable level, and there be provision in
the law to increase that quanta, for example, in line with CPI or with periodic updates as
occurs in relation to the value of a penalty unit.

If the retention of the quantum-based exemptions is not palatable then we would
welcome the opportunity to discuss alternative solutions which might preserve elements
of these quantum-based exemptions, including, for example, incorporating them into an
existing exemption.

3.2 Considering a revised sophisticated investor test

We note that the current sophisticated investor test in section 761GA involves an
assessment by an AFSL holder that the client has such previous experience in using
financial services, and investing in financial products, that allows it to assess the key
aspects and risks of the service or product being offered. As stated in the Interim Report,
we acknowledge that this exemption is not used often in practice and that it is likely that
the subjective element of this test contributes to its lack of utility. We submit that the
subjective element of the test could be replaced by an objective list of factors and
attributes that an AFSL holder is required to run through with the client, which could be
prescribed by an industry standard checklist and could be tailored for certain categories
of product or service.

As noted in the Interim Report, a key concern is where clients invest in products that are
clearly not suited to them, with concern that inappropriately identifying clients as
wholesale clients avoids that client being offered the protections afforded to retail clients.
These protections include the provision of prospectuses or product disclosure statements
and the new design and distribution obligations, which are designed to promote the
provision of suitable products to consumers. The objective checklist could include details
on the differences between the rights of wholesale clients and retail clients in order to
better inform clients as to their position. The checklist could also provide examples of
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scenarios where clients have been disadvantaged by being inappropriately treated as a
wholesale client, in order to illustrate the importance of this distinction.

Separately, we submit that section 761G could be made even simpler through including a
sophisticated investor limb in the professional investor definition, rather than having both
terms operating separately.

3.3 Reducing the limitations to the exclusions

It is our view that the limitations for certain types of financial products add an
unnecessary extra level of complexity.

We acknowledge that the FSR Bill specifically identifies certain types of product that
should always be deemed to be provided to a retail client and, therefore, the proposals in
the Interim Report preserve this position. However, we submit that, in a general sense,
not incorporating a product-by-product level of classification into the definitions would
make the exemptions less complex, whilst still ensuring that an individual (unless that
individual is wealthy enough to qualify a professional investor) will be treated as a retail
client for these products.

General insurance products

However, we do not propose to follow this approach for general insurance products. For
the reasons set out below, we propose that the approach to general insurance products is
kept the same as the current law, save for one change relating to the treatment of small
businesses. As noted in the Interim Report, the current law prescribes a limited number of
general insurance products that are deemed to be provided to retail clients. This reflects
the reality of the commercial insurance market wherein businesses purchase insurance
as wholesale clients, with the extremely rare and few exceptions of products purchased
by businesses which are deemed to be provided to retail clients. The approach to remove
this and have all general insurance products deemed to be provided to retail clients
unless that person is acquiring the product as a (non-small) business certainly reduces
complexity, but would represent a fundamental shift in the current commercial industry,
rendering all general insurance products potentially made available to retail clients and
therefore enliven the significant compliance and other obligations which current providers
of commercial general insurance products are simply incapable of complying with (given
their current operating models which do not include the provision of products currently
deemed to be provided to retail clients at all). Further, this could have adverse and
arbitrary consequences, such as:

€) in the case of a business acquiring insurance, the revised rule would mean that
a highly sophisticated enterprise with internal risk and insurance management
resources supported by a professional independent insurance brokerage acting
on its behalf will be treated as a retail client for all of its insurances, merely
because of the number of employees it has (noting for many organisations,
there are multiple different legal entities which benefit from insurance
arrangements put in place at a group level, but the entity responsible for
arranging such insurances may have few, if any, employees). Conversely, a
simple product manufacturer with 101 employees and no expertise or external
support available to it in relation to insurance will be treated as a wholesale
client for all of its insurances. This could lead to a number of regulations being
passed trying to provide exceptions for products that clearly were not meant to
be covered, which would add complexity to the area;

(b) also, in the case of a business acquiring insurance, the number of employees is
not static during any given year and could lead to inconsistency in the
protections afforded to the business year on year as the insurances are
renewed;

(c) by rendering all insurance acquired by individuals as being acquired by retail
clients, this could adversely affect the market for insurance products that are
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only acquired in connection with a business, but are acquired for the benefit of
individuals, for example, directors’ and officers’ liability (D&O) insurance.
Businesses are already struggling to obtain D&O insurance on commercial
terms. A significant regulatory change in that sector could have adverse
consequences for insurers, intermediaries and business consumers;

(d) rendering an Australian financial service licensee (such as the insurer or other
intermediary, including but not limited to an insurance broker) responsible for
performing, and presumably monitoring on an ongoing basis, the status of a
client as either retail or wholesale creates a significant liability risk exposure that
would be unjustifiable without being able to rely on client attestations in order to
comply with the various and significant protections afforded to retail clients; and

(e) there is also a risk that general insurance products that are not on the current
list, but are provided to individuals, might now be caught. This could be very
damaging for providers of that insurance product (with increased costs of
compliance or a reduced customer base) and, in turn, on those who obtain it (as
insurance premiums will rise to cover the increased costs of compliance, or the
individual may have fewer insurance providers to choose from as a result of
some electing not to offer to retail clients). As noted in the Interim Report, the
solution would be to set regulations to sweep up those affected products, but
this would cut across the “making legalisation simpler” approach.

For the reasons set out above, we propose removing the small business element of the
current test, so that a general insurance product will only be deemed to be acquired by a
retail client where it is:

€) a product of the type prescribed by the current regulations; and

(b) acquired by an individual for personal, domestic or household use. In our view,
this would simplify the provision and would avoid the arbitrary outcomes
outlined above.

Life insurance products
We note that life insurance products can be sold to corporations as well as individuals.

When sold to corporations, they are often designed to provide insurance benefits to
employees (for example, salary continuance), thereby facilitating individuals obtaining
cover under the group policy arranged by the employer. Group life insurance
arrangements are also commonly held by superannuation trustees for the benefit of
members.

When sold to individuals, directly or via a financial adviser, the policyowner is typically,
but not always, the life insured. Sometimes an individual may acquire life insurance in
respect of the life of another person. Increasingly, new income stream products are being
sold by life companies to individual retirees.

When sold to individuals who are also the lives insured, there are grounds to treat such
individuals as retail clients, similarly to the treatment of superannuation.

When contemplating simplification of the definitions of retail and wholesale clients, we
submit that care should be taken not to inadvertently capture life insurance products that
are currently outside the regime, and are regulated entirely separately.

Amendment to the professional investor test

If the product value exception is removed, we submit that the definition of professional
investor be amended to incorporate a new limb relating to the value of the product or
service.
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In our view, this would be in keeping with the rationale in the FSR Bill that those investing
more money are presumed to have the expertise and/or access to professional advice to
justify their being treated as wholesale.

We submit that the value for this limb should be set higher than the current product value
test for wholesale clients but lower than the assets test that applies to professional
investors The product value test that forms part of the professional investor definition
should also be capable of periodic review, for example, annually in line with CPI or
periodically.

*kkkkkhkhkhkk

Thank you for providing us the opportunity to comment on the Interim Report. If you
would like to discuss the matters raised in this submission, please contact any of us at
the details below.

Yours sincerely

AondBnredle”

Fiona Smedley Michael Vrisakis
Partner Partner

Herbert Smith Freehills Herbert Smith Freehills
+61 2 9225 5828 +61 2 9322 4411

+61 405 223 701 +61 418 491 360
fiona.smedley@hsf.com michael.vrisakis@hsf.com

Herbert Smith Freehills LLP and its subsidiaries and Herbert Smith Freehills, an
Australian Partnership ABN 98 773 882 646, are separate member firms of the
international legal practice known as Herbert Smith Freehills.
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