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executive summary

IBSA’s members accept that the financial sector needs to be well regulated and understand that this will involve significant ongoing compliance costs.  Investors need to be confident that when they risk their money, they do so in the knowledge that the markets they enter are fair and the financial institutions they deal with are honest and capable.  

Members are accustomed to relatively stringent regulation, so the theme of this submission is not about reducing the amount of legislation that applies to the financial sector.  Rather, it is about improving the regulatory process, so that the regulatory instruments we need to have, work better, and business compliance costs are thus contained within reasonable bounds.  

With well-over a decade of sustained economic growth behind us, the full effects of the growth in regulatory compliance costs have been masked to some degree by solid business revenues.  It is important to act now, as the inevitable easing of economic performance at some point in the economic cycle will heighten the focus on business costs and increase our exposure to the weakness caused by inefficient business regulation.

The Stock of Regulation

The existing stock of financial sector and taxation regulation reflects the accumulated output of the regulatory process to date and, because of deficiencies in this process, several aspects of it need attention.  

The Financial Services Reform (FSR) Act 2001 radically reshaped financial services regulation in Australia and implementation of the new regime caused many headaches for member banks.  We have contributed to the ongoing FSR Refinements process that will deal with many significant outstanding problems and the Business Regulation Advisory Group is examining longer-term issues. 

Reflecting upon this and a general sense of fatigue from the large amount of reform in this area, we do not have a long list of financial regulations that can be eliminated.  However, the submission does identify the following areas of regulation where the Taskforce could make recommendations for change to significantly reduce compliance costs for wholesale market participants:

	Insider trading law;

Taxation of Financial Arrangements (TOFA);
ADIs as stockbrokers;
Takeovers telephone recording;
Wholesale ADI licensing by ASIC; and
Tax promoter legislation.

These items cover reasonably broad areas of law.  However, there are more detailed regulatory measures that also need attention.  We have not been able to deal with these within the timeframe for our response to the Taskforce.  We believe the Taskforce should recommend a review process to identify the full-range of these issues and implement a rollback or fine-tuning of regulation where this is appropriate.

Some examples of the items we have in mind in this context include:
	Annual reports:  Companies must send an annual report all shareholders unless they opt out.  This may involve tens of thousands of shareholders and is an expensive exercise.  The underlying policy objective might be better served if a company that places its annual report on its website is only required to send a hard copy to shareholders upon request.  
	Options prospectuses:  Companies that issue options to senior executives must issue a prospectus if they fall outside an ASIC class order which limits the use of an information memorandum to issues of less than 5% of a class of securities.  As a result, some companies must undertake a full due diligence process to issue options to their own staff, which seems to offer no real benefit at a significant compliance cost. 


We are aware that the substantial shareholder and director disclosure obligations are other areas where initiatives could be undertaken to reduce compliance costs, without compromising the underlying policy objectives.

Developing Regulation Policy

While dealing with deficiencies in the existing stock of regulation is important, we maintain that improving the process of regulation is perhaps even more important.  This starts with the policy formation stage and continues through the making of law and development of regulation to its day-to-day application by regulators.

We are concerned that problems can occur as early as the policy formation or ‘ideas’ stage in regulatory process.  In our experience, a Government policy direction can be set without sufficient opportunity for business input.  We are also concerned that the default setting on policy is often to regulate and that government legislative proposals on occasion take an ambit claim approach.  The original policy intent can be stretched in the legislative execution, so that its impact on business is wider than necessary.  This can be compounded by the interpretation and application of legislation by regulators.

These concerns are particularly relevant to the wholesale financial markets, where the effect has been heavier regulation than is necessary, given the absence of retail investors.  Excessive regulation of the wholesale markets makes them less efficient and globally competitive.

To avoid this outcome, we recommend:

	Government should only consider regulation if there is a demonstrated and material market failure.

Targeted consultation on the need for regulation and its scope so Government policy decisions are well informed.
Ministers sponsor a proposal to regulate only when these conditions have been met.
Government should issue a clear statement of objectives for proposed regulation.
The intensity of regulation should be proportionate to the risks it is designed to address and this should be demonstrated by analysis.
Proposals for financial services regulation should differentiate between retail and wholesale markets to stem the over-regulation of wholesale markets.

Developing Regulatory Instruments

The Government should collaborate with industry in developing efficient regulation that meets the Government’s policy objectives with minimal necessary compliance cost to industry.  This requires an effective consultation process on the design and development of regulations and technical rules that underpin the law.

	The government agency charged with designing rules should engage openly with industry and deal with all reasonable enquiries and suggestions from industry.

Appropriate feedback should be given to industry on issues raised during consultation. This will help to explain the Government’s purpose to industry and promote its acceptance, while giving confidence that industry’s view has been heard and understood.
A cost-benefit analysis of policy implementation options, including a ‘do nothing’ option, should be mandatory.  Cost benefit analysis should be more rigorous and comprehensive than the current regulatory impact statements.
The Government should provide adequate legislative drafting and other resources to the regulatory development process.
Some degree of authority should be given to officials to deal with minor technical issues in a sensible way without having to refer the matter back to the Minister or Cabinet for decision.



Administering Regulatory Instruments

Regulators face a significant challenge in responding to the constantly evolving and complex nature of financial markets.  Another challenge for regulators is to manage the natural bias towards regulatory conservatism, as described by the British Prime Minister, Tony Blair, and others.  The regulatory process must include measures to help meet these challenges in a constructive manner that contains business compliance costs.

We see merit in appointing a body to assist in monitoring and holding to account regulators in the way they apply the law.  The regulators would remain ultimately accountable to the Treasurer and Parliament, but the appointed body would assist by looking at matters of detail and system that do not easily fall within the purview of Parliament on an ongoing basis.  For example, it could make recommendations on the systems and procedures applied by regulators (including cost-benefit analysis) and identify any overlap or inconsistency between regulators, amongst other things.

Self Regulation

Self-regulation has an advantage in that it brings the expertise and know-how of industry professionals to bear on regulatory issues that may be complex or technically difficult to resolve.  Properly designed and implemented, it can improve the efficiency of regulation, especially in the wholesale markets area.

Self-regulation should be considered as an option for wholesale markets when new forms of regulation are being proposed.  It may not be appropriate for many issues, but it should be on the table for consideration for issues where it would assist regulatory efficiency; for example, with principles-based law.

Financial Markets Regulation

ASIC is a significant regulator for IBSA members and we make a number of suggestions to improve the effectiveness of this relationship and the efficiency of financial services regulation for wholesale markets.

	To complement its strength in legal expertise, appoint a Commissioner with high-level business management in the financial sector and executive staff with experience in the financial markets who can broaden its base for business and economic analysis. 

Establish an independent Advisory Council to enhance ASIC’s communication with its regulated constituency and improve its access to financial markets intelligence.
Introduce relationship managers for complex licensees.
Introduce a charter that informs regulated entities of their rights and obligations in dealing with ASIC and issue protocols governing matters such as the conduct of surveillance campaigns, compliance and enforcement activity.
Draw on external experience, by engaging outside experts to provide independent input on matters of law interpretation or in ASIC policy.

Industry has a significant role to play in assisting ASIC to mange its regulatory tasks, which it can do through the processes identified above.  In this context, IBSA is working with ASIC to develop its dialogue with the wholesale financial markets through ongoing liaison processes and workshops on specific issues.  

Taxation Administration

The ATO is the other regulator with greatest impact on members, in terms of their business transactions and ongoing compliance costs.  IBSA has a long established formal liaison process with the ATO, which has been very productive in terms of containing compliance costs.

However, there are areas where the ATO should improve its performance as an administrator of the law.  The recent Report by Kevin Burges on large company concerns with ATO audit, investigation, and advice procedures provides a good insight into the problem.  The Commissioner of Taxation responded in October by announcing a set of proposals to address these issues.

The Taskforce could contribute usefully by recognising the findings of the Burges Report, acknowledging the Commissioner’s response to it and encouraging the ATO to implement measures to improve the compliance arrangements in a thorough and prompt manner.

Excessive tax compliance costs are a deadweight loss to the economy, so it is an important objective of tax reform to lower compliance costs.  However, this is not an explicit objective of the Tax Act and progress on containing compliance costs cannot be assessed, as no data are available to reliably indicate the full cost of tax compliance and its trend over time.  Therefore, we also recommend:

	Insert a general objective into tax law requiring the Tax Commissioner to administer the law in a manner that has regard to taxpayer compliance costs, which should be minimised within the framework set by the tax policy measures;

Significant tax reform measures should include an analysis of the associated taxpayer compliance costs;
 The Government should commission regular, periodic estimates of the real cost to the economy of the tax system and publish the results.



1. Some preliminary comments

 About IBSA and its Members

IBSA is the representative body for investment and international banks operating in Australia.  IBSA has 34 members (29 are foreign-owned banks) and the membership includes both large and small banks.  Seven members employ more than 1,000 staff, while 15 members employ less than 100 staff.  In total, members employ over 20,000 people.

Members focus largely, but not exclusively, on the wholesale markets and their business activities include corporate advice, capital raising, traditional banking, infrastructure finance, stockbroking, investment services, securitisation, treasury and custodial services.

Most members are authorised deposit taking institutions (ADIs), with the others being money market corporations and securities companies.  They own the major stockbrokers and typically operate within a group structure in Australia.  Thus, they are accustomed to relatively stringent regulation and the key regulators are:

	APRA – Prudential regulation;

ASIC – Financial services licensing, market regulation and conduct;
ATO – Compliance within the framework of the self-assessment system;
Austrac - Anti-money laundering rules.

Members are also affected by a myriad of other regulatory issues such as competition policy enforced by the ACCC and foreign investment decisions by FIRB.  Members comply with international conventions (eg the OECD Convention on Anti-Bribery), as well as obligations placed on them by overseas regulators, including the extra-territorial impact of laws such as Sarbanes-Oxley, the US Patriot Act and Euro directives.  Foreign-owned banks in Australia also must comply with their parent’s global policies.  Other areas of regulation that are outside the scope of the Taskforce review include compliance with State Government laws (eg workplace privacy requirements). In addition to official regulation, members observe self-regulatory mechanisms.

Investment banks make a substantial contribution to the economy, through competition, efficiency and innovation.  As a consequence, business and consumers have access to a wider range of better quality products at a lower cost.  IBSA’s main task is to secure policy outcomes that assist our members to develop their business in Australia, which is consistent with the Government’s desire to promote competition and position Australia as a global financial services centre.

In the context of the Taskforce’s work, this means regulation should be pitched at a level proportionate to the need for it and implemented efficiently to minimise the compliance costs that it imposes.  Well-balanced regulation builds on the natural discipline of the market process and is the product of a disciplined development and implementation process that includes assiduous identification and analysis of market failures and cost-benefit analysis of proposed measures. 

1.2 Measuring Regulatory Compliance Costs

We refer to the concept of regulatory compliance costs regularly throughout the submission so, as a preliminary exercise, it may be useful to briefly clarify the meaning of that term within the context of the institutional banking and securities industry.  Compliance costs comprise:

Direct operating costs – Primarily this is the cost of the internal staff resources necessary to comply with regulation.  This includes personnel within the compliance unit, as well as other staff (including senior management) who devote some portion of their time to regulatory matters.  This includes salary expenses, as well as training costs, education, design and implementation of compliance policies and procedures, monitoring and surveillance and advice, amongst other things.

Business capital costs– One element of capital costs is the need to hold equity and liquid capital necessary to satisfy licensing obligations.  Another element is the cost of working capital embedded in ‘hardware’, like communications and technological systems, necessary to support a regulated business, as well as the cost of monitoring software for market transactions.

External costs – This includes costs arising from the purchase of services from external professionals (lawyers, specialists, auditors etc) necessary to ensure compliance with the law and membership of industry associations.

Opportunity costs – This comprises a variety of factors, which vary across industries and entities.  Common to all is the alternative use to which management time and resources taken up by compliance could be put in the absence of regulation.  Other benefits may be forgone as a consequence of regulation; for example, a decision to give up business in a certain market segment, or not to engage in a new business, because of the associated compliance costs or income lost owing to additional time taken to bring a product to the market as a result of regulation.

Two points we would like to make in respect of compliance costs are:
	First, describing compliance costs is far easier than calculating them, especially components like opportunity costs.

Second, financial services providers would still incur significant compliance costs in the absence of regulation, as they need to take positive steps to maintain investor confidence in the financial markets and business reputation is a significant asset for each entity to protect.  For example, the major investment banks in Australia all applied significant resources to ensure the independence of their research reports, before the Government actually made law requiring them to manage their conflicts of interest.  Thus, unnecessary or excessive business regulation compliance costs are entirely a deadweight loss and the Taskforce’s recommendations should focus on the optimal level given the other considerations.

1.3 Trends in Investment Banks’ Compliance Costs

Feedback from our members indicates that compliance costs have increased dramatically over the past 10 years, both in absolute terms and as a proportion of operating income.  For example, one member has advised that its compliance cost expenditure as a percentage of operating income has increased by over 10% and 60% over the last five and ten years, respectively.

Financial services reform is only one of a number of factors behind this; others include corporate governance reforms, APRA prudential changes and international accounting standards.  Meanwhile, the forthcoming anti-money laundering rules will impose a further large adjustment and ongoing costs on banks and securities companies.  This is not limited to Australian regulation; for example, the Sarbanes Oxley legislation has imposed significant costs on some members.  These changes affect multiple business functions, require substantial changes to processes and systems, and overlap with one another.

The number of personnel employed in compliance departments has risen significantly; for example, one member bank has advised that its salary expense on compliance has increased by 40-50% over the last three years.   

In addition, regulatory compliance demands on senior executive time have increased significantly.  For instance, one member bank has calculated that the proportion of time allocated to compliance matters at Executive Committee level has increased by over 50% in the last four years.  Similarly, there is now a much greater demand on the time that Boards (including their committees) must devote to compliance matters.

In addition, the cost of system changes and external advice is an issue.  For example, the FSR adjustment costs (including external advice, staff training and systems changes) ran into many millions for some investment banks, while the FSR process detracted resources and attention from other business initiatives.  Members did not attempt to measure the opportunity cost from FSR implementation (or other major projects like the GST). 

2.  Existing Stock of Regulation

IBSA’s members have identified several areas in the current stock of financial services and taxation regulation that should be the subject of a recommendation by the Taskforce.  These issues are listed on table 1 and presented below in summary form for presentational efficiency.  We would be happy to provide additional detail on any of the matters raised.  

Table 1 – Stock of Regulation Issues

Current Issues
Suggested Priority in Taskforce Action Plan
Item 1
Insider Trading Law
Phase 1 
Item 2
Taxation of Financial Arrangements
Phase 1 
Item 3
ADIs as Stockbrokers
Phase 1 
Item 4
Takeovers Telephone Recording
Phase 2
Item 5
Wholesale ADI FSR Licensing
Phase 2

Emerging Issue


Proposed Tax Promoter Legislation
High priority

The items in Table 1 cover reasonably broad areas of law.  However, there are more detailed regulatory measures that also need attention that we have not been able to deal with these within the timeframe for our response to the Taskforce.  We believe the Taskforce should recommend a review process to identify the full range of these issues and implement a rollback or fine-tuning of regulation where this is appropriate.

Some examples of the items we have in mind in this context include:
	Annual reports:  Companies must send an annual report all shareholders unless they opt out.  This may involve tens of thousands of shareholders and is an expensive exercise.  The underlying policy objective might be better served if a company that places its annual report on its website and is only required to send a hard copy to shareholders upon request.  In addition, there are question marks about the volume of detailed information that now must be disclosed and the level of interest that the average shareholder has in it.  

In addition, there are question marks about the volume of detailed information that now must be disclosed and the level of interest that the average shareholder has in it.  The size of annual reports has increased dramatically over the last decade; for example, in one instance, the corporate governance statement and directors report increased from 11 pages to 37 pages over the last five years, while financial information grew from 79 pages to 95 pages.  The comparison with a decade ago is much starker.
	Options prospectuses:  Companies must issue a prospectus when they issue options to our senior executives, if they fall outside an ASIC class order which limits the option to use an information memorandum to issues of less than 5% of a class of securities.  The result is some companies must undertake a full due diligence process to issue options to their own staff, which seems to offer no real benefit at a significant cost. 


Members have also raised concerns about the practical difficulty of the substantial shareholder and director disclosure obligations.  These are other areas where initiatives could be undertaken to reduce compliance costs, without compromising the underlying policy objectives.

Item 1 – Insider Trading Law

Area of Concern

The application of the insider trading law to over-the-counter (OTC) transactions.

Way in which Regulation is Inappropriate

The Financial Services Reform (FSR) Act 2001 extended the coverage of insider trading law from exchange markets (eg the Australian Stock Exchange) to non-exchange, or OTC transactions (eg the institutional bond market).  

The insider trading rules were designed for exchange-based markets, which is problematic, as the exchange and OTC markets are very different in terms of their structure and operational processes.  Because the law does not reflect this, it creates undesirable regulatory risks for OTC market participants and regulatory compliance costs are increased as a result.  

For example, financial conglomerates operate through a group structure for a variety of reasons (tax, regulatory and commercial).  Transactions may be conducted on a coordinated basis across a company group.  For instance, one group entity may hold a foreign currency bond, with a compensating currency hedge taken by another group member.  However, taking the currency hedge may breach insider trading law, as the ‘own transaction’ exemption (s.1043I) is available only to an entity in respect of its own transactions.  Thus, group business must be managed in a sub-optimal manner.

Solution

The Corporations and Management Advisory Committee  (CAMAC) issued a report in November 2003, recommending a range of reforms to the law.  While the report is not perfect in every respect, it provides a good basis for Treasury consultation with industry on the appropriate form of legislation to efficiently cover OTC markets.
Item 2 – Taxation of Financial Arrangements

Area of Concern

The rules governing the taxation of financial arrangements (TOFA) – that is, the taxation of transactions and value changes in financial assets and liabilities.  

Way in which Regulation is Inappropriate

The law does not contain a cohesive, integrated set of rules for the taxation of financial arrangements.  The current provisions are complex, generate uncertainty and are poorly aligned with commercial practices and the economics of business.  From a tax revenue perspective, this is substantially a timing issue and the revenue effect of this reform should be positive.

For example, the law does not allow taxpayers to mark-to-market their financial assets and liabilities for tax purposes, even though this approach is required for accounting and regulatory purposes in key areas of business.  (Mark-to-market is the process of valuing an asset or liability at market value and bringing to account the relevant change in value).  Consequently, banks must maintain two sets of accounts (one for taxation purposes and another for regulatory and financial reporting purposes) and cope with tax uncertainty and operational risk.  The overall effect is to impose a significant and unnecessary compliance burden on financial entities.  

Solution

Amend the law to accept a bank’s audited accounts as the basis for determining its taxable income.  A number of adjustments would have to be made for tax purposes (eg for the debt/equity tax rules).   This approach would provide industry with commercially sensible tax rules and lower compliance costs, while providing significant tax administration benefits to the Tax Office and protecting the tax revenue base.

The TOFA project is 14 years underway but, recently progress has been made under the guidance of the Assistant Treasurer and we hope for a conclusion in the near future.  A positive Taskforce recommendation would assist this process, as competing priorities may again emerge to detract attention from this initiative.





Item 3 - ADIs as Stockbrokers

Area of Concern

The National Guarantee Fund (NGF) is a fidelity fund that provides protection to investors who trade on the Australian Stock Exchange (ASX).  

Way in which Regulation is Inappropriate

A number of banks would like to integrate their group ASX securities business into their bank to take advantage of commercial operating advantages and efficiencies.  Amongst another things, this would reduce business compliance costs, in part because it would eliminate the need for a separate entity for broking purposes.  

However, ASX participant stockbrokers currently have an unlimited individual liability to cover a NGF shortfall and, even though the practical risk to ADIs is extremely low, APRA will not permit ADIs to become stockbrokers while this potential liability remains.  Thus, it is necessary to cap broker contributions to the NGF.  

Solution

Introduce legislation to place a cap on ASX participant stockbroker contributions to the NGF, within the framework of other planned changes (including a cap on payouts to better target resources towards retail investors).  

Item 4 – Takeovers Telephone Recording

Area of Concern

The requirement to record telephone calls during a takeover bid (section 648J of the Corporations Act).

Way in which Regulation is Inappropriate

The FSR Act 2001 introduced a new form of regulation into law that requires the bidder or target (including their agents) to record telephone calls made to retail securities holders during the period of a takeover bid.  

The main problem is that the provisions reach well beyond the telemarketing, or “mass marketing” arrangements the then Minister for Financial Services and Regulation stated were the target of the provisions.  The effect is to place an unnecessary compliance cost on corporate advisers and reduce access for retail investors to takeovers advisers.
Solution

The Parliamentary Joint Committee on Corporations and Securities recommended that the Government should remove the provisions and consider other options, such as whether ASIC could play a role in supporting or monitoring self-regulation in the telephone shareholder canvassing industry. Report on the Financial Services Reform Bill 2001, issued in August 2001.  This approach should now be explored so the measures apply only to the telemarketing arrangements, which is the only circumstance in which regulatory action is necessary. 

In short, regulation would be better targeted and meet the Government’s policy objective in a much more efficient and less intrusive manner.

Item 5 – Wholesale ADI Licensing by ASIC

Area of Concern

Section 911A(2)(g) of the Corporations Act 2001 provides an Australian Financial Services licence exemption to entities regulated by APRA, where they deal only with wholesale clients and the service provided is one for which APRA has regulatory responsibility.  

Way in which Regulation is Inappropriate

The exemption is important to those banks who are regulated by APRA (ie ADIs) and deal only with wholesale clients, however, it is wholly ineffective, as ASIC considers the term ‘banking business’ to mean only deposit taking and lending.  ASIC believes APRA has regulatory responsibility only for the ‘banking business’ of banks and, thus, it does not regulate a bank’s or foreign exchange derivatives business.  This approach is unrealistic, given the scope of APRA’s prudential standards, nevertheless, the effect is that the exemption does not cover activities like foreign exchange and derivatives trading that have been and are generally considered to be an everyday part of banking business.  

The outcome is duplication of regulation between APRA and ASIC and higher compliance costs for affected entities.  Prior to APRA’s formation, the Reserve Bank was effectively the sole regulator for ADI’s banking business, including foreign exchange.

Solution

IBSA proposed a compromise solution that involves the granting of an AFS license exemption to wholesale banks through class order relief under s.911A(2)(l), with the exemption subject to reasonable conditions to address any concerns about a regulatory gap that ASIC might hold.  This suggestion was rejected, but it should be reconsidered.

An Emerging Issue – Proposed Tax Promoter Legislation

The Government issued exposure draft legislation to deter the promotion of aggressive schemes last August.  The stated aim of the legislation is to enhance investor protection and improve the fairness of the tax system but in reality the measures have a revenue protection focus and would impose a substantial regulatory compliance cost on legitimate business.

Flaws in the draft legislation include:
	A failure to distinguish between blatant tax avoidance and taxpayers’ management of unavoidable tax risk;

Employees of reputable firms going about their normal duty are placed at significant risk of prosecution as a promoter;
The defences available to legitimate business are inadequate;
It would capture all business-to-business transactions.

While the consultation process is ongoing, we do not expect the outcome to adequately address these problems.

The inclusion of business-to-business transactions within the scope of the measures is the source of much of our concerns.  The key motivation for the legislation was the need to deal with the promotion of aggressive tax schemes to unsophisticated investors but it has a much broader scope than this and affects all business.  This aspect of the scope is not being considered during the consultations.  

The reach of the proposed regime into commercial business is virtually unlimited, as every arrangement would constitute a scheme for the purpose of the law.  As a consequence, the proposed legislation would significantly increase the cost of regulation on Australian business – not in terms of tax paid, but rather in the form of heightened tax risk, greater government intrusion into business and lost opportunities.  

As a tax risk containment measure, a company’s expenditure on internal and external tax advice would increase in proportion to new tax risk placed on it.  This would be necessary to support its self-assessment of its own tax position and to prepare ruling applications.  Some tax risks created by the proposal, as it is currently drafted, cannot be avoided and legitimate businesses would have to bear the burden of the consequential reputation risk.  

Transactions that are time critical would be impeded or stymied by unavoidable procedural delays in the rulings process or in obtaining external advice that sufficiently contains the tax risk.  

More generally, as tax risk would be increased under the proposed regime, companies would necessarily have to adopt a more conservative approach to their business decision making in order to contain their exposure.

The Taskforce should recommend to the Government that the proposed measures should not apply to business-to-business transactions until a cogent case is made for their inclusion.  This should include a comprehensive and transparent cost-benefit analysis that builds in an assessment of its compliance cost on business.  

In addition, the Taskforce should recommend that the measures as they apply to transactions involving unsophisticated investors should not be implemented until the businesses dealing with them are given an adequate process to manage their associated tax risk under the measures.

A Comment on Financial Services Reform 

The regulation of financial entities under the Financial Services Reform Act regime has imposed significant implementation and ongoing compliance costs on our members.  The process has been far more difficult and costly to deal with than it should have been.  It has also led to regulatory reform fatigue and while there is a limited appetite for further major change in this area, there is a desire to manage the existing problems.

Against this backdrop, the FSR Refinements process, under the direction of the Parliamentary Secretary to the Treasurer, Hon Chris Pearce MP, is a welcome development.  It is tackling a number of important problems in the technical design of the law and will alleviate compliance cost pressures in some areas.

In addition, the Business Regulation Advisory Group (BRAG) has been asked to review issues of significance that fall outside scope of the Refinements process.  This project has a longer timeframe and is also considered a useful avenue to rebalance some areas of the existing regulatory arrangements.  We have not sought to address in this submission, issues (like the absence of a group AFS licensing arrangement) that might be considered by BRAG in the near future.



And on Anti-money Laundering 

Australia’s efforts to meet its obligations under the Financial Action Task Force 40 Recommendations on Anti-money Laundering (AML) and 9 Special Recommendations on Combating Terrorist Financing (CTF) present perhaps the greatest current regulatory challenge to the financial sector.  Changes to operating systems are likely to cost tens of millions of dollars for major banks.

AML/CTF provides a good current example of the issues confronting both government and industry in delivering major regulatory change.

In this case, the Government established an appropriate regulatory structure, convening a Ministerial Advisory Group supported by a Systems Working Group.  An Issues Paper and Policy Principles papers were released and industry was given adequate opportunity to make submissions.  However, the regulatory process has not worked as well as it might.  Despite a request from industry for a Policy Proposals paper that would be the basis for agreement on the practical measures needed to implement the FATF recommendations, Government did not take industry fully into its confidence with the result that draft legislation was presented to Cabinet for approval without industry being aware of its content.  Fortunately, out of concern for the cost impact on business, Cabinet directed that further consultations take place.  

An effective procedure was proposed by industry in which a series of Government-industry roundtables – personally chaired by the Minister for Justice Hon Chris Ellison MP – worked through each of the FATF recommendations and reached in-principle agreement. However, at the time of writing this submission, industry is still not privy to the draft legislation and technical working groups are drafting AML Rules without the benefit of being aware of what the legislation actually contains.  The process has also taken much longer than necessary, leaving banks uncertain as to the extent and timing of system changes that must be integrated with other changes to complex IT and management systems.

We understand that in some cases, such as a change to tax policy, the Government may not wish to give industry access to draft legislation, but in the case of AML measures, we are dealing with practical matters with significant operational consequences and costs if they are not well designed.

Our experience with AML underlines the point made in this submission at several points that consultation between government and industry can be improved at the policy ideas stage and in the development of technical rules.

3.  Regulation Process Issues

From our perspective, the Taskforce would make a major contribution towards the objective of containing the cost of business regulation within acceptable boundaries by recommending improvements to the process of regulation.  This would help to ensure that additions to the current stock of regulation are well balanced and consistent with an efficient regulatory regime.

Our comments in this section are based on patterns we have observed and not on isolated incidents, however, for efficiency of presentation we limit our reference to actual examples.  It should not be construed, from our comments on the regulatory process, that our experience is pervasively negative.  We believe that Australia is generally well served by our regulators and, as a matter of balance, we note that we have observed many positive aspects of the regulatory process. For example, the Review of International Taxation Arrangements (RITA) consultations on the permanent establishment and cross-border employee share scheme reforms were very good.  In offering the views and suggestions contained in this submission, it is our intent to build on this platform to promote a consistently high standard of regulatory performance

For the purpose of the analysis here, we divide the regulatory process broadly into three phases and make recommendations in respect of each.  

1. Policy development
	This phase encompasses the “ideas stage” of policy, usually activated by a trigger event (eg failure of an institution).

The outcome is confirmation (or not) of a market failure not dealt with adequately by existing regulation and a government decision to regulate (or not), with a clear objective of regulation being set and made transparent.  
Key participants – Ministers set policy on advice from their advisers, senior bureaucrats and regulatory agencies.
Industry role – Provide feedback on issues papers, when issued, and communicate preferred outcomes to government.

2.  Regulation development
	This phase translates the high level decision to regulate into a set of rules designed to promote the objective of the regulation.

The outcome is technical legislation or regulatory rules that will cause the decision to be implemented.  
Key participants – Senior bureaucrats and regulatory agencies, with some recourse to Ministers.
Industry role – Usually, significant industry involvement at this stage to provide feedback on the technical efficiency of proposed rules.

3.  Regulation administration
	This phase ensures that business complies with the approved rules, so the regulatory objective is achieved.  This may involve some delegated or subsidiary rule setting by the administrator.

The outcome is monitoring and surveillance of businesses compliance with regulation, the granting of authorisations and exemptions, guidance to business and enforcement.
Key participants – Regulatory agencies, with some reference to government departments on policy matters.
Industry role – Provides feedback to the regulator on practical issues arising from the implementation of regulation.

In practice, we have frequently encountered difficulties in each of these phases.  However, as discussed below, there is a range of practical measures the Taskforce could recommend to substantially improve the regulatory process.

Our experience with the regulatory process is mixed.  For example, some consultation processes on regulation have been excellent, but others have been disappointing.  However, we believe it is reasonable to expect that all phases of the regulatory process should consistently satisfy a minimum standard.  

3.1 Developing Policy

IBSA’s engagement at the policy development level has largely, but not exclusively, involved the Treasury Ministers and the Department of Treasury.  Management of tax policy in recent years has been generally better than financial services regulation, but the FSR Refinements process is a significant improvement, which we see as a long-term change for the better.  Other government departments that we have had discussions with on policy issues include the Attorney General’s Department on anti money laundering and the Department of Foreign Affairs and Trade on trade agreements.

Some concerns that have emerged at the policy development level include:
	The absence of discussion with industry before a decision is made to regulate (eg through a cabinet minute); that is, industry has no or at best limited input at the ‘ideas stage’ of policy development and must work within the framework of a policy structure that it may not be able to influence. For example, there was no consultation on the decision to takeovers telephone recording provisions prior to introduction of the FSR Bill in 2001 or more recently to extend the proposed tax promoter legislation to business-to-business transactions.  Thus, the debate centres on the form, rather than the need for regulation.

	The default setting on policy is often to regulate - that is, the onus is on industry to show why regulation is unnecessary or should be modified, For example, the unsolicited offer protections in Division 5A of Part 7.9 of the Corporations Act were initially applied to wholesale clients, which would have impeded business on the wholesale markets. whereas, reliance should be placed on market discipline and a positive case for regulation should be have to be made by its proponents.  It seems that those who do not have to bear the associated costs, or who might do so only indirectly often see regulation as a ‘free good’.  

Initial legislative proposals are sometimes well off the mark and seem like an ambit policy claim. Examples include tax law amendments to deter trading in franking credits in the late 1990s, the thin capitalisation proposals in 2001 and more recently the tax promoter draft legislation.  Industry’s energy, time and political capital are spent in fending off the most egregious elements leaving industry to live with sub-optimal legislation.  Meanwhile, the effect of ambit claims is to heighten the level of uncertainty in the regulatory system.
The Government’s regulatory objectives are not always made clear, causing debate (that can often be quite pedantic) between industry and government officials about the scope and intent of legislation. For example, the Government’s intended treatment of staff termination payments as a deductible business closure expense under its ‘blackhole’ expenditure reforms in 2001 and the intended scope of the financial services licensing exemption in s.911A(2)(g) to wholesale ADIs.
	A lack of will and energy in tackling practical post-implementation issues, as the political agenda has often moved on. For example, the delay experienced in having the outstanding FSR issues for wholesale financial markets addressed.

These concerns play out more severely for the wholesale markets, which generally pose less regulatory risk (eg transparency is greater and consumer protection is not relevant).  Wholesale market regulation in Australia is not as efficient as it should be, in part because of the bias in the policy formulation process to regulate more broadly than is necessary, reflecting a failure to differentiate between different classes in the detail of policy measures, once the high level setting has been established.  

We suspect that part of the problem for the bias to regulate wholesale markets is an insufficient understanding of wholesale markets by the authorities and a low priority being accorded to fixing wholesale issues (due to the intense political focus on retail investor issues).  This is a structural issue that needs to be dealt with on a planned basis, as outlined in the following sections.

Recommendations:
	The Government should establish a clear policy principle to the effect that primary reliance must be placed on the discipline of the market and regulation should only be considered if there is a demonstrated market failure of a material nature.

The Government should stipulate that targeted consultation on the need for regulation, and the scope of regulation, should form part of the policy development process, so the initial government decision is made on a fully informed basis.  
Government Ministers should only sponsor a proposal to regulate when (1) and (2) have been completed, other than in exceptional circumstances (in our experience, there have been few pieces of regulation of such sensitivity or urgency that these process could not have been accommodated).  
	When a decision is made to regulate, the Government should issue a clear statement of objectives for regulation that it proposes and be prepared to provide rapid guidance on any uncertainty that emerges.  
The Government should ensure that the intensity of regulation applied should be proportionate to the risks and supporting analysis must be given to demonstrate that this is the case.  
	The Government should require proposals for financial services regulation to differentiate between retail and wholesale markets, to stem the over-regulation of wholesale markets.  

Consultation Guidelines

One clear lesson from recent taxation and financial services reform is that effective consultation with industry is required to deliver good law and practical outcomes.  All substantive changes to the regulatory system should be open to effective consultation and the authorities should actively seek to form a working relationship with industry participants.  This should apply throughout the policy development and implementation process.

The Taskforce should recommend formal guidelines be adopted for effective engagement with business on policy initiatives, from development of the conceptual framework through to the delivery of regulatory instruments in the form of law and associated regulations.  The Board of Taxation’s consultation model for tax reform measures, which the Government adopted in 2002, could be modified to assist in the good management of regulatory change more generally.

The International Council of Securities Association (ICSA), of which IBSA is a senior member, has prepared a Statement on Regulatory and Self-Regulatory Consultation Practices that recommends a set of principles and core measures for effective consultation (see attachment 1).  The Statement was subject to much deliberation by a range of financial services associations across the world and we commend the synthesis of their views and experience to you, as a means to promote more effective consultation in Australia.

Reform Process Debrief

At the conclusion of each major reform process, the Government should assess the effectiveness of that policy development and implementation process in order to identify the strengths and weaknesses in the procedures adopted.  For instance, we felt there were both good and bad aspects to the FSR process and a thorough debrief would have identified a strategy for the more effective conduct of future significant reform processes.  The debrief should not be an avenue to re-open policy issues or regulatory rules or to appraise officials, rather it should only entertain constructive feedback from significant stakeholders in the process.  

For example, in the context of FSR implementation, we would have made suggestions like:
	The application of project management techniques to properly scope the project, plan and manage the implementation process within a reasonable timeframe;

The engagement of external experts to complement the policy capability of Treasury and add necessary industry experience in some areas (eg wholesale markets);
Continuity of key Treasury staff involvement over the project time period;
A more effective consultation process.

We believe these points should be taken on board in the planning strategy for future regulatory reforms, to enhance prosects for an efficient implementation process.  

3.2 Regulation Development

Once a high-level resolution to impose regulation is made, the regulatory process moves to the design of regulatory rules to give effect to that decision.  This involves the preparation of new legislation (Acts and Regulations) and instruments like APRA standards, which are in effect a delegated rule making mechanism. These are separate to policy guidance notes issued by agencies, like ASIC and ATO, to assist the regulated community comply with their obligations under the law.  
This is a particularly important phase as, in our experience, compliance costs can blow out when the final rules do not align with business practices or seem to reach beyond the apparent regulatory objectives.  We have encountered problems at a number of levels during this phase of regulatory development:

	One problem is the need to work within the deficiencies of the first phase of development; for example, a lack of precision and transparency in the objective of the regulation has on occasion constrained the development of regulatory rules that minimise the cost to business of meeting regulatory objectives. The ‘blackhole’ expenditure reform (mentioned above) is an example of this, as is uncertainty that emerged about the retail client definition in the Corporations Act.  

Another (quite understandable) problem is the difficulty faced by public officials in designing rules that build on market discipline and business practices, when they do not have business experience in those markets. For example, this was an issue in the FSR implementation process.    Obviously, this is less of an issue for self-regulatory bodies.  
There appears to be an inherent bias towards the elimination of regulatory risk, rather than to contain it within acceptable bounds – as a result, compliance costs at the margin tend to increase dramatically, with some rules totally over-engineered having regard to the policy objectives. For example, the “TOFA” foreign currency rules had to be significantly modified to make them workable for business.  
Policy initiatives that require legislative amendment often take far too long to be implemented after announcement, leaving both the regulator and taxpayers in limbo.  Government press releases, while helpful to confirm an intended change, do not resolve this problem.
	Related to the last point, insufficient drafting resources have sometimes meant an unreasonable delay in the preparation of new regulatory rules – a real problem, where the rules give effect to a Ministerial announcement of law (that may apply from the date of announcement). For example, legislation to give effect to the Treasurer’s April 2003 announcement (effective from that date) of new measures for the taxation of Capital Protect Products is not yet available in draft form.  Allied to this, minor technical issues may be left unattended for long periods to make way for higher priority issues.

An effective development process at this stage can have a powerful effect on the efficiency of regulation from industry’s perspective.  Once the decision is made to regulate and the objectives are clear, effective collaboration between industry and government can make an enormous contribution to the design of technical rules that achieve these objectives in the most efficient manner from the perspective of business.  Reflecting on our experience in this regard, we believe the current system is sub-optimal and we wish to make a number of suggestions to the Taskforce, that we believe would result in the smoother and more effective development of regulatory instruments, from everyone’s perspective (industry, bureaucrats and government).

Recommendations:
	The Government should adopt procedures to ensure effective consultation on the design of measures, as outlined above.  

The Government should require that the agency with authority for the design of the rules should deal with all reasonable enquiries from business representatives during the development of the rules.
The Government should require that appropriate feedback is given to industry on issues raised during the course of consultation as a valuable (and underutilised mechanism) to elaborate on the intended purpose and effect of provisions and promote its acceptance. Sometimes industry requests are rejected because they would compromise the regulatory objective, but in other situations they are rejected for technical reasons.  It is important for industry to understand which might apply, and the explanation given offers further insights into the regulator’s understanding of the policy and the way the rules gives effect to it.  It also promotes greater acceptance of regulation.  This will also give industry confidence that its views have been heard and understood, and the opportunity to correct misperceptions of the industry’s position.
	The Government should require the conduct of a cost-benefit analysis of policy implementation options (including ‘do nothing), with an opportunity for business to review the official assessment of the compliance costs (and benefits) being attributed to it, before the analysis is signed-off.  Cost benefit analysis will be a more thorough process than a regulatory impact statement.
	The Government should provide adequate drafting and other resources to the regulation development process – we are encouraged by our recent discussions with the Assistant Treasurer, Mal Brough MP, on this issue.
	The Government should give departmental officials the authority to deal with minor technical issues that fall within the framework of the policy being implemented, without having to refer the matter back to the Minister or Cabinet. The RITA consultation process mentioned above was very good, but it had to be conducted strictly within the policy decision.  An ancillary technical problem was identified during consultations, but this could not be dealt with in the associated Bill, even though it made sense to deal with it there.  We will now have to seek inclusion of a measure in another bill to address the problem, which make take a long time given current constraints on Parliament’s time and drafting resources.
	At the outset, the Government agree to a process to address issues that arise through the implementation process, as new regulation is bedded-down.
Approach to Regulation and Law Design

Flaws in the design of regulatory rules can lead to impractical administrative outcomes.  Thus, resources allocated to ensure the good design of regulation pays dividends in terms of better business compliance at low regulator administration costs for both business and the regulator.

Principles Based Law

We have not made a recommendation on the form of legislation to implement policy decisions, as we do not believe there is a universal approach that could be optimally adopted at present.  However, this may change over time.

“Principles based law” has much to offer in the context of financial markets, which are dynamic with continually evolving product offerings and operating systems.  Once a regulatory principle is established in law, it can be applied to all situations, without the need to amend precise technical definitions in the law etc.  

However, with flexibility comes some level of uncertainty, as business entities cannot simply ‘tick the box’ on having met prescriptive conditions specified in regulatory rules.  Thus, the disadvantage of principles based law is that it does not offer the same degree of certainty to regulated firms as prescriptive ‘black letter’ law.  In effect, business entities are required to self-assess their technical compliance with the objectives of the law and hope that their assessment matches that of the regulator who is given oversight of the law.  However, the regulator has scope to interpret the law, which it may do in a way that is wider than the original policy intent.

For businesses to feel secure in a ‘principles’ environment, they must be comfortable that the regulator understands their business and the markets they operate in and that it will seek their compliance with the law in a manner commensurate with the regulatory risk that it poses.  This requires a number of things, including a highly constructive and effective dialogue between business and its regulator and confidence it has a shared understanding with the regulator on the issues that must be addressed and the way they should be addressed.

At the moment, we detect concern amongst members about the capacity of some regulators in these areas, which we discuss the following section.  An issue mentioned is doubt about the consistent availability of the regulatory guidance that is necessary to close the gap between principles based law and the practical procedures to implement it.  Reservations have also been expressed about some regulator’s understanding of members’ business.

Smart Law

Smart law design can reduce the potential for uncertainty and dispute between regulators and the business.  

For example, the arms length rule for capital allocation under the thin capitalisation taxation regime introduced in 2001 requires a number of subjective judgements and is very difficult to implement – it is a recipe for dispute between financial entities and the ATO.  This problem is substantially overcome by the use of safe harbours in the law, which provides a certain and easily assessable tax outcome for the great majority of financial entities and reduces the administrative burden both on taxpayers and the ATO.  

In effect, a safe harbour approach quarantines the effect of fringe issues that are difficult to deal with without making legislation overly complex and, thus, pushing up the cost of regulation to all businesses rather than just those at the margin.  

This approach can be usefully applied in the development of both taxation and financial services regulation rules.  It could be particularly useful to close-off uncertainty for the treatment of mainstream business when a principles based law is used to implement regulation.

3.3 Administration of Regulation

As IBSA’s members are all regulated financial institutions, we limit our comments on the administration of regulation to their key regulators – APRA, ASIC and ATO.  Members are accustomed to relatively heavy regulation, which they accept as necessary to the degree necessary to assure the integrity of markets, and our comments below are written from this perspective.

Oversight of Regulators

Having regard to the range of regulatory issues that we have dealt with over the last five years, we believe there is merit in appointing a body to assist in monitoring and holding to account regulators in the way they apply the law.  Of course, the regulators would remain ultimately accountable to the Treasurer and Parliament, but the body would assist by looking at matters of detail and system that do not easily fall within the purview of Parliament on an ongoing basis.  The submission from the Finance Industry Council of Australia contains some suggestions that are worth consideration by the Taskforce.

Our comments in this regard are coloured by the positive role played by the Inspector General of Taxation in promoting better tax administration.  However, the needs in the financial regulation sphere are slightly different and we consider the appointed body (eg an Inspector General) should be placed in a position to make constructive recommendations in regards to the following matters:

	The application of policy within the framework of regulators’ obligations to promote financial safety and confidence in markets and institutions;

The systems and procedures applied by regulators;
The adequacy of guidance by regulators;
Overlap and inconsistency between regulators;
The conduct of cost-benefit analysis for policy measures;
Engagement with international regulatory standard setters.

Outcomes might include the development of regulatory best practice guides, a tighter focus on regulatory objectives, more efficient monitoring and administration processes, the development of cost-benefit analysis methodologies and related information set and greater industry understanding and acceptance of regulatory rules being imposed.

Australian Prudential Regulation Authority

The majority of IBSA’s members are foreign ADIs (ie the Australian branch of a foreign bank) and, under the terms of the Basel Accord, APRA’s regulation of them is quite limited relative to that of locally incorporated banks (for example, APRA does not supervise their capital adequacy).

From our perspective, APRA has a clearly defined regulatory role and seems to know the business of its regulated bank entities quite well.  Members generally report that they have a sound dialogue with APRA on regulatory matters, which is assisted by APRA’s ADI relationship mangers.  Points of difference have arisen with APRA in relation to the detail of proposed prudential standards, but these have been dealt with within the framework of its consultation processes.  

In managing our priorities, we have decided to limit our comments on APRA, given its relative performance as a regulator and the limited exposure that many of our members have to APRA’s prudential supervision within the framework of the Basel Accord.  

Australian Securities and Investments Commission

ASIC is a key licensing authority for all of IBSA’s members and the scope of its regulation across member’s business in the wholesale markets has expanded with the introduction of the FSR regime.  

FSR implementation was a major test of ASIC’s administrative capability and also for industry’s capacity to adapt to policy changes that have a significant impact on their business activities.  Members reported variable experiences in the licensing process.  FSR transition costs were high and could have been reduced had the degree of flexibility that subsequently emerged been available during the transition phase.  To a large extent, these were failures of policy and priority of focus that have only recently been remedied in the FSR Refinements package.  IBSA’s members acknowledged the pressure placed on ASIC during the implementation phase and appreciated the significant effort by ASIC staff to achieve as smooth a transition to the FSR regime as possible in the circumstances. 

With the pressure of FSR implementation substantially removed, ASIC’s relationship with business has gravitated towards what we expect will be the long-term equilibrium.  ASIC now appears to have a few extra degrees of freedom in its management of licensing and conduct issues, which has become evident in greater sensitivity to industry concerns.  However, a number of process issues require attention to ensure ASIC’s administration is efficient and compliance costs for financial services business are contained to a reasonable level.  Matters that require consideration in this context include:

	The absence of ASIC relationship managers for individual licensees that are key players in the financial services industry;

ASIC’s understanding of parts of the wholesale financial services business, including the business practices and operating standards adopted, needs further development;
ASIC’s tendency to adopt a rather conservative and legalistic approach in its administration of regulation;
ASIC’s potential to manage its monitoring and surveillance activity with less cost and disruption to business;
A lack of consistency at times in ASIC’s messages to industry.

In short, a working relationship between ASIC and wholesale market licensees that more closely reflects our shared interest in financial market confidence and integrity would improve its administration of regulation.  As it stands, banks that are willing to go to APRA to discuss relevant business issues are less inclined to take similar issues to ASIC.  Also, licensees must meet ASIC’s expectations in relation to their compliance with the law and their risk in this regard could be reduced. 

To a large degree these issues reflect a number of significant challenges for ASIC in completing its tasks, not least of which is the constantly evolving and complex nature of financial markets.  The great advantage of self-regulation is the infusion of industry know-how and experience into the regulatory process, which can help to direct regulation more assuredly to the areas of greatest risk and more readily identify technical solutions that are most efficient.  In the absence of a self-regulation, the regulator must be well placed to close this information gap through its dialogue with industry.  We have a number of suggestions below to help address this issue.
Another challenge for ASIC (and other regulators) is to manage the natural bias towards regulatory conservatism.  The British Prime Minister, Tony Blair, referred to this phenomenon in a widely reported speech in May this year, Speech on Compensation Culture, delivered at the Institute of Public Policy Research, 26 May 2005. and suggested that because it is in the interest of a regulator never to be accused of missing a problem, they tend to err on the side of caution.  

Against this backdrop, we make a number of suggestions to help lift ASIC’s understanding of institutional markets and licensees’ business, to deepen and open out its relationship with regulated entities and resist the temptation to err on the side of caution too often.

Recommendations:
	To enhance ASIC’s internal financial markets experience and complement its strength in legal expertise, appoint a Commissioner with high-level business management in the financial sector and executive staff with experience in the financial markets who can broaden its base for business and economic analysis;

To enhance ASIC’s communication with its regulated constituency and improve access to intelligence on financial market developments, establish an independent Advisory Council comprised of senior industry representatives;
	To improve regulatory efficiency and enhance ASIC’s dialogue with key licensees; introduce relationship managers to whom complex licensees can refer their individual queries from time to time;

To promote constructive interaction between regulated entities and ASIC; introduce a charter that informs regulated entities of their rights and obligations in dealing with ASIC and issue protocols to govern practical matters in the conduct of surveillance campaigns, compliance and enforcement activity etc.;
To identify areas for potential improvements to its practices and assess its ongoing performance, ASIC should commission an annual independent survey of regulated entities to obtain their feedback on its performance (in a manner similar to the ATO’s professionalism survey);
To promote better informed compliance, ASIC should be prepared to provide guidance by offering its view on significant areas of the corporations law;
	Draw on external experience, by engaging outside experts to provide independent input on matters of law interpretation or in ASIC policy.  


Having been through a period of reform involving substantial law change, the emphasis of ASIC’s activities will switch from transition tasks more towards surveillance and compliance activity.  A number of initiatives suggested above would improve the effectiveness and efficiency of regulation in this environment.  

We see benefit in ASIC taking advantage of industry expertise through a number of channels in the conduct of its operations.  An Advisory Council comprising senior business representatives from the financial markets would enhance the potency of its dialogue with industry and provide a good sounding board for emerging issues for all participants.  This suggestion expands a proposal recently put to IBSA by the ASIC Chairman to conduct a workshop at CEO level to improve ASIC’s insight into the wholesale banking and financial markets.  IBSA has embraced this idea and we hope to organise a workshop with ASIC early in 2006.

Turning to administration practices, ASIC does not have the equivalent of a “Taxpayers Charter”, nor has it issued protocols for the management and conduct of its surveillance activities.  Licensees accept that ASIC must conduct compliance checks to meet its responsibilities under the ASIC Act, however, there are no obvious procedures or protocols to govern the conduct of this activity.  It would assist licensees to manage their compliance issues in a cost effective manner, if they better understood ASIC’s expectations and its way of doing business in this area.  

ASIC has declined to present its interpretation of the law in some instances.  While we acknowledge that licensees should take external advice on the law as it affects them in many cases, there are generic issues that ASIC could assist the market with more generally by publishing its interpretation of the law.  The ‘frequently asked questions’ that ASIC publishes are a considerable help and could be supplemented by additional guidance where there is agreement with industry bodies that it is a significant matter.

ASIC might be able to tap into industry expertise in a similar way to the ATO’s inclusion of external experts on its tax rulings panels and its proposed use of industry expert panels in relation to compliance matters.  Though it is pitched at a different level, with a legislated place in the architecture of the regulatory system, the success of the Takeovers Panel illustrates both the goodwill of industry towards inclusive arrangements of this type and the benefit from external input on regulatory matters.  The initiatives we suggest would help to deepen ASIC’s relationship with financial markets and lower compliance costs by dealing with emerging issues in a more efficient manner.

We have asked ASIC to consider the introduction of relationship managers to whom complex licensees could refer their individual queries from time to time to streamline their administrative dealings with ASIC.  Members’ experience with the ATO and APRA suggest this would improve the efficiency of the regulatory system.  An additional benefit would be the potential for ASIC to gain insights into the industry and to develop a rapport with the industry that would support mutual trust and an awareness of each other’s objectives.  

ASIC expressed concern about their capability in this area, given the number of licensees that it regulates.  As an alternative measure, it introduced industry contact points, but our members report this has not been effective in practice.

We appreciate that it is not possible to provide relationship managers for each and every financial services licensee given the numbers involved.  However, we do not believe there is a widespread demand for this service.  Rather it would be cost effective for ASIC to selectively manage its relationship with a small number of complex licensees who collectively represent the major part of our financial markets.  In effect, the ATO adopts this selective process through its ‘key client manager’ program for large business, which is highly regarded in the industry.  

Business Input and Self Regulation

As the Parliamentary Secretary to the Treasurer, Hon Chris Pearce MP, has pointed out, the source of the problem of excessive business regulation is not purely within the domain of regulators.  There is a role for business in helping to guide and contain regulation through the promotion of appropriate conduct and self-regulation.  Indeed, we think there is a positive obligation on the industry to assist the regulator to promote the objectives of financial sector regulation in the most efficient manner.  This is reflected in our recommendations above, which would require industry to actively contribute through a number of means.  IBSA has always promoted a positive role for industry in the regulatory framework.

The Australian regulatory system for financial services does not formally ascribe a particularly significant role to industry self-regulation.  However, properly designed and enforced industry self-regulation has the potential to improve the efficiency of regulation, especially in the wholesale markets area.

This is illustrated by the leading role taken by the Australian Financial Markets Association (AFMA) in establishing operational standards and protocols for the conduct of business across a range of wholesale, off-exchange financial markets including fixed interest, derivatives and cash markets.  The outcome is a clever interaction of market discipline and mutual interest to promote sound market practice that is in keeping with the maintenance of market integrity.

Self-regulation has many advantages; the main one being that it brings the expertise and know-how of industry professionals to bear on regulatory issues that may be complex or technically difficult to resolve.  It also reduces the demands on the regulator’s resources.  An issue with self-regulation that must be managed effectively is the potential for conflict of interest between the business interests of participants in the markets with their self-regulatory role.  This can be managed through effective and accountable governance. Of course, self regulation is of no benefit if the regulator does not accept its place in the regulatory structure and there is consequential duplication of regulatory effort.

We believe that self-regulation can contribute towards efficient regulation in the wholesale financial markets area, especially because market participants are sophisticated and need less regulatory protection than retail clients.  This provides scope for the combination of market rules and natural market discipline to condition the behaviour of participants to meet the underlying objectives of regulation.

Having regard to its advantages, we believe self-regulation should be considered as an option for wholesale markets when new forms of regulation are being proposed.  It may not be appropriate for many issues, but it should be on the table for consideration for issues where it would assist regulatory efficiency; for example, with principles-based law.

Principles-based law provides the regulated community with flexibility to meet the objectives of regulation in a manner that minimises the cost of regulation to them by having regard to their own particular circumstances.  However, as discussed above, it also creates a risk for regulated entities given the likelihood of uncertainty about the detail of the minimum operating standards expected by the regulator.  Self-regulation could be particularly helpful in this context, by offering an accepted set of industry operating standards that is endorsed by the regulator.  Thus, the regulator would not set the detailed operating rules, but it would provide a safe harbour for entities that meet the endorsed industry standard.

Australian Taxation Office

The ATO is the regulator with the most pervasive reach into the economy.  The application of tax law to financial transactions is particularly complex and member banks report a significant and growing tax compliance cost.  While it is accepted that significant tax compliance costs must be incurred as part of doing business, there is pressure to contain these costs to an acceptable level.

Tax Administration

IBSA has a long established formal liaison process with the ATO, which has been an immensely useful forum to identify operating and interpretational issues arising from its administration of the tax law. Its effectiveness has been dependent on commitment to the process at senior executive level in the ATO. 

However, there are areas of the law where the ATO could improve its performance and its senior officers seem alive to this potential.  

To assist taxpayers manage their tax obligations efficiently the ATO (like other regulators) needs to provide:  
	Adequate taxpayer guidance – Through tax rulings and determinations, website advice, information releases, etc that target issues of concern to taxpayers;
	Efficient administration processes – Efficient information reporting and fair tax collection processes;
	User confidence – Taxpayer confidence that the tax administration process will deliver an equitable and balanced tax outcome as well as government confidence that appropriate tax revenue is collected.


We have identified areas for improvement in each of the above during our discussions with the ATO.  Notwithstanding a generally constructive dialogue, a number of issues remain unresolved (for example, the timing and availability of rulings and under-utilised potential to interpret the law in a manner that eases compliance costs for business), but the dialogue is continuing. 

In addition, the establishment of the Board of Taxation and the Inspector General of Taxation has been helpful with initiatives to deal with systemic issues that arise in the design of tax law and its administration by the ATO.  Thus, there is now a structure in place to promote the development of a more efficient tax system.  It is important that adequate resources are made available to support these bodies.

The recent Report by Kevin Burges on “the concerns of a number of the largest companies in the Large Business Segment, with ATO audit, investigation, and advice procedures” is a useful insight into the tax compliance concerns of large companies.  The Report raises some serious issues and the Commissioner of Taxation responded by announcing a set of proposals to address these issues, when he released the Report in October.  IBSA views this as a positive development and our members will take a great interest in the development of practical measures to implement these proposals.

The Taskforce could contribute usefully by recognising the findings of the Burges Report, acknowledging the Commissioner’s response to it and encouraging the ATO to implement measures to improve the compliance arrangements in a thorough and prompt manner.

Measuring Tax Compliance Costs

Excessive tax compliance costs are a deadweight loss to the economy, so it is an important objective of tax reform to lower compliance costs.  However, progress on this front cannot be assessed, as no data are available to reliably indicate the full cost of tax compliance and its trend over time.  

Member banks report that cost of tax compliance has increased significantly in recent years, because of the GST and the growing complexity of tax law.  This is of concern as estimates for taxpayer compliance costs for the mid-1990s (see table 1) found that the tax system at that time placed a heavy compliance burden on the community– especially business taxpayers.

In practice, we have found the tax authorities are willing to consider taxpayer compliance cost issues that are put to them in recommending tax law changes to the Government – for example, reduced taxpayer compliance costs provide the rationale for recent change last year to the financial record keeping requirements for permanent establishments.  

Table 2 - Australian Tax Compliance Costs 1994-95
Federal Government Taxes
Personal Taxpayers
Business Taxpayers
All
Taxpayers
Relative to relevant tax revenue



Social compliance cost
4.0%
17.9%
11.8%
Taxpayer compliance costs
4.0%
9.3%
7.0%
In dollar terms



Social compliance cost
$1.5 billion
$8.9 billion
$10.4 billion
Taxpayer compliance costs
$1.5 billion
$4.6 billion
$6.2 billion
Source: A Report into Taxpayer Costs of Compliance, Evans et al, ATAX, UNSW 1997.
Note:  Social compliance cost is the gross economic compliance costs, whereas Taxpayer compliance cost is the aggregate net compliance cost to individual taxpayers (eg net of tax offset for external tax advice).

The Treasurer’s recent request to the Board of Taxation to undertake a scoping study of tax compliance costs facing the small business sector and to identify the more important areas where compliance costs might be reduced is a welcome first step.  However, the compliance costs generated by the tax system for the business community more generally need to be assessed on a regular basis to promote an informed debate on policy options to optimise the efficiency of the tax system and, ultimately, enhance the competitiveness of the economy.

Recommendations:
	Insert a general objective into tax law requiring the Tax Commissioner to administer the law in manner that has regard to taxpayer compliance costs, which should be minimised within the framework set by the tax policy measures;

	Significant tax reform measures should include an analysis of the associated taxpayer compliance costs;
	The Government should commission regular, periodic estimates of the real cost to the economy of the tax system and publish the results.


International Regulatory Bodies 

The Australian Government and our regulators need to ensure that international regulatory standard setters we participate in, like IOSCO, OECD and the Bank for International Settlements, play a positive and balanced role in the development of Australia’s regulatory system.  These bodies are not accountable to Parliament (here or overseas) and, thus, do not have the same oversight mechanism as our regulators.  The Government should ensure Australia maintains an influential position within these international bodies to protect our national interests and promote the recognition of differences between jurisdictions.  

International bodies have the potential to deliver significant benefits by improving the consistency of international regulation and assisting the further integration of global markets.  However, they also create a risk that inappropriate or unnecessary regulation may be imposed on financial markets in a particular jurisdiction.

It is important to crystallise the potential benefit from international regulatory consistency, while ensuring that international bodies do not:
	Unduly impinge on the Government’s role in determining policy, or

Have an undue influence on Australia’s regulatory priorities – we must give priority to the specific needs of our markets.

Australian regulators should be encouraged to continue to develop their influence in these bodies through active participation and by critically assessing proposed initiatives at the forums.  It is important that the particular features of Australian markets are recognised, especially those that differentiate them from events that may occur in those foreign markets.  The latter point is pertinent to the control of compliance costs, as it may prevent the conduct of unnecessary surveillance activity that is prompted by events overseas.  

*****


