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About AFMA

AFMA is the industry association for participants in Australia’s securities and OTC financial markets.
The Association’s Objectives cover policy advocacy, promoting the development of efficient and
competitive financial markets, industry self-regulation in addition to promoting high professional
standards education and data services.

AFMA has over 130 members, including Australian and international banks, all of the leading
stockbrokers, securities companies, state government treasury corporations, fund managers, traders
in electricity and other specialised markets and industry service providers.

AFMA represents Members'interests in dealings with governments and regulatory authorities on
issues that affect the business of members and the capital markets generally.

Promoting Market Efficiency
Market Governance

AFMA’s key mandate is to promote best practice in financial markets so they can continue to
maximise their contribution to the economic health of Australia. We achieve this by promoting
effective self-regulation of the OTC markets through efficient and ethical market practices,
conventions and standard documentation.

Financial Operations

AFMA's market governance role is complemented by the development of widely-accepted industry
standards for transactional processing. This ensures that operational aspects of financial transactions,
in particular confirmation, settlement, reconciliation and risk management processes are globally-
recognised best practice.

Promoting Market Integrity

AFMA recognises the importance of efficient regulation to inspire investor confidence in our markets,
and in this regard plays a leading role in providing industry input to government and regulators

on public policy matters relevant to the financial markets. We seek to ensure that government
regulation of the financial sector is firm enough to inspire investor confidence yet flexible enough

to allow the markets to grow to their full potential. Official regulation is under-pinned by AFMA’s
conventions and other standards which promote best practice.

Promoting Market Professionalism

AFMA encourages high standards of professional conduct in financial markets by delivering
professional development and accreditation programs to improve individual expertise in OTC
and exchange-traded markets. AFMA accords accreditation, recognised by the markets regulator
ASIC, to individuals who achieve the required levels of competence. AFMA provides training and
accreditation for the staff of members engaged in the OTC markets and is a Registered Training
Organisation.

Market Data and Documentation

AFMA administers and publishes the key BBSW benchmark rate and provides
daily market data and documentation for OTC transactions to

international standards. Further information is

available at www.afma.com.au
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1. EXECUTIVESUMMARY

Format of our submission

In this submission, AFMA has made comments about issues raised in the Financial System Inquiry (the
Inquiry) Interim Report July 2014 (the Interim Report) that are significant in the casfté ongoing
development of the Australian financial markets. Our comments relate to those areas that are core
business for AFMA members or which fundamentally affect that core business. This submission
includes further recommendations where we thimle can make a useful contribution. These are
summarised below. AFMA has not responded to all of the issues raised in the Interim Report.

Key points

l Ca! Qad AYAGAFET adzomYAdaarzy (2 GKS wypfdz.de®.ayi y al NI
was based on three core propositions:

9 A strong economic performance by Australia is reliant on-fuekttioning wholesale banking
and financial markes

1 Welkfunctioning wholesale banking and financial markets depend ingragood regulation,
which is the outcome of a capable regulator implementing an objective and- well
substantiated government policy position; and

1 The financial system requires regulatory and tax policy settings that support its development,
including by fotering innovation by industry participantsbut we are not yet on the optimal
pathway to achieve this.

These core propositions continue to guide our comments to the Inquiry in this submission.

l Ca! Qa AYAGALFf &adz YA &aaaA2y cléaf sikadegidderfserin récknt yiearsiokK S NB |
how the Government wishes to see the financial system develop and what policies it will prioritise to

I OKAS@®S Ala 202S0GA0Sa Ay (GKAa NBaLSOilod 2S | fa&:
for the Gvernment to work with industry to prepare a strategic plan for the long term development

of the financial services sector in Australia in a way that balances innovation, competition, stability,
consumer protection and revenusising.

¢ KS Lyl dei Repof & a usefulia®dNdiformative reference for gauging the state of the financial
system, and the sentiment of the participants in the sector (be they industry participants, regulators
or users of financial services). The Interim Report also artesiigsues that are currently topical.
There are a range of matters identified in the Interim report that go to the current structure, regulation
and usability of the financial system that are all worthy of further consideration.

A strong, resilient and brant financial system is a major underpinning for the continuation of
ldzZA GNF £ A Qa SO2y2YAO LINRPALISNAGES IyR O2yaSldsSyit

Financial markets are an integrated part of the chain of production in the national economy. They are
not sparate from the rest of the economyatherthere is a tight interdependency.
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AFMA would therefore urge the Inquiry, as it moves towards the completion of its final report, to also

give significant focus to issues that are currently impacting, and vplatrin the future, the ongoing
RSOSt2LIYSyid FyYyR O02YLISiA@GSySaa 2F ! dzaGONIfAFQa TA
also globally.

Areas such as:

1. Taxation, in the form of direct tax measures, but also otherlitex measures such as cost
recovery;

2. Effective and efficient regulatory and legal structures that are appropriate for the Australian
context and help to build our economyrather than burgeoning regulatory and legal
requirements);

3. Conditionsconduciveto establisling and maintaiting financial serices business in Australia
(particularly given the significant contribution of the financial services sector to GNP and
employment);

4, 1 dzZAONF £ A Qa O2YLI NF GAGS ROyl 3IS Ay GSNya 2°
and trading partners; and

5. TheSELR2 NI 2F ! dzAGNI f Al Qa NBO23yAaSR OSyi(iNBa 27

must be subject to a clear strategic approach by Government that is aimed at ensuring the ongoing
growth and development of the financial system, both domestically and interndtigria the years
to come.

AFMA considers it is vitally important that Government policy making, and decision making by
Government agencies, does not have the effettinadvertently driving busiess activity out of
Australia.The achitecture of the financial system should, within the reasonable bounds of efficiency,
make Australia a more attractive place to do business, rather than a less attractive proposition.

#1171 AT OGAOU 11 OEA Y1 OAOEI 2APT OO0 AT A
recommendations

The Interim report sets out principles for the Financial System, which are:

9 Efficient allocation of resources and risks;
9 Stability and reliability;
9 Being fair and efficient.

The Interim report suggests that our financial markets achieve these outcomegms bf meeting
the needs of Australians and performed well throughout the GFC period. Looking at the available
evidence, AFMA agrees with this judgemefior instance:

1 A steady reduction in transaction costs on financial markets (spreads and charg®s)
example,spreads in the institutional market for interest rate swaps, which are a product
commonly used by financial entities and corporates for hedging, have declireaboy40%
since the time of the Walllis financial system inquiry;
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1 An active equity capital rargy marketg for example, capital raising on ASX in the GFC was
around 7% of GDP (permanent financing equivalent to over 40% value of credit apfoovals
large loans in those years).

Similarly, in the over the counter markets, customer transactions aaege Ipart of the market and
have been growing in proportigtior instance, nofbanks accourgd for over one third and two thirds
of the interest rate swap and government bond markets, respectively, in-2812

That said, it has not all been plain sailingceithe GFG indeed, there have been difficult periods for
those in the financial markets.

For example, trading in cash equities fell sharply in both real and nominal terms following the GFC and
has not recovered sinceMarket velocity fell from 107% ir0@8-09 to 78% in 201-34; meanwhile,

the regulatory burden and associated costs have been rising markedly; for instance, cost recovery for
market supervision now costing the industigproximately$20 million per annum was introduced in
2010.

Some problems have beenepfic to particular markets. For example, policy uncertainty in the lead
up to the elimination of the carbon taourtailedhedging though electricity derivatives contaetisd
greatly restricted market volumes. This experience illustrates the importahpelicy certainty for
the effective performance of markets

Moreover, the cost of implementing regulatory change is high and has the effect of incréaamgjal
intermediation costghrough both banks and financial market¥his is factor that hasbeen openly
acknowledged by central banks.

Looking to the future,ihancial markets must continue to evolve if they are to meet the changing
needs of Australian business, governments and households. For instance:

1 Demographic change will affect the sizelgattern of superannuation savings; and
1 Closing the infrastructure financing gap will require innovative funding solutions.

Hence there are challengethat the Inquirymust address tamprove the vibrancy of our financial
markets This igmportant becausethe forces of economic and regulatory change are expected to
shift the balance of the financial system more towards market based finamntiting future.

The Inquiry could also contribute to future economic and financial sector development by pdimtin
important limitations of financial sector regulation. It cannot address the economic and financial
impact of sustained large fiscal deficits, as experienced by some European countries. Nor can it
prevent the pressures arising from domestic or glob@cro imbalances, such as those that
instrumental in causing the GEGHowever, regulation that creates a resilient financial system is an
important component of measures to contain the impact of such external pressures.

1 Market velocity is total value transacted divided by average market capitalisation

2DrAdrianBlundeff A3yl f X a¢KS ONR&AAAY Ol dzaSasThiatefra § § 88 iy O S 8IS N RIS 6 & 2
ASIC Sumer School 2009
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This does not diminish the impance of financial regulation. While sound fiscal and macroeconomic
policies provide the basis for an effective financial system, financial regulation is an essential response
to the endogenous risks in the financial system.

The International contexti s more important than ever

As we look to the future, economic growth and development in the Asian region drives a need for
greater regional financial market integration, offers new funding sources and provides the opportunity
for financial services exports

Australia must be well placed to take advantage of this and it is welcome that the Inquiry has
recognised these issues.

Equally importantly, the regulation of our financial markets are now subject to global standards to a
much greater degree. Thisagident through traditional channels like the Basle prudential framework
but now also through the work of the Financial Stability Board and IOSCO.

CKAE F&ALSOG A& Ffta2 NBO23IyAaSR FLILINRLINKEGStEe Ay

Government policy settings

Govenment policy settings will be a key influence on financial market development. This includes the
approach that is adopted in relation to regulation, taxation and promoting development of the sector.

Regulation

The financial sector needs policies that designed and then implemented to serve the national the
economy in a costffective and efficient wayGood regulation supports the natural discipline of the
market process, which is the driver of the efficient allocation of capital.

AFMA agreeswith® 20 ASNIIIF GA2Yy o6& (GKS LyIljdzANE GKIF G ! dza G NJ
us well. The right framework is in place and regulators have generally performed well.

Going forward, we need to both protect the quality of our regulatory system and avepiits
performance. In doing this, we need to start at the beginning by ensuring that the right policies are
put into place.

Parliamentneeds to maintain its poliegnaking authority and ensure that it has access to highly
capable and objective policyaice to understand the implications of the laws they are making.

This requires an intellectually strong and welourced policy making capability in the Department
of Treasury. In addition, Treasury is best placed to assess and advise governmentanflibein

3 As market conditions become difficult from time to timegti can becalls to limit practices like short selling and the use
of credit derivativego temper the price signals they provid&hese facilities improve market efficiency by enhancing price
discovery and promoting liquidity, amongst other things and bea delivered in conjunction with regulation to contain any
associated risk to an orderly market.
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policy objectives that can sometimes occur. Treasury must be adequately resourced to aadthis
the Inquiry should seek assurance about this.

The administrative role of regulators is separate to the pain@king role & Treasury and
government. This distinction is necessary both for good policy development and the effective
administration of policy measures. This delineation should not be comproreitiest by design or

by default through differences in the resourcioithe various participants in the policy and regulatory
process

Regulators should be appropriately resourced for their functions, and have clearly defined roles and
SELISOGIGA2ya LXIFOSR 2y GKSY 6AGKAY ofSttemietya 2 7F
of Expectation, which are mentioned in the Interim Report, are a welcome development in this regard.

In addition, AFMA believes there is merit in further considering an Inspector General of Regulation to
NBOASSG | NBIdzZ | (edlnd for adndinisierthy l&gislatignk THiSNd@del has worked

well in the taxation area.

)y T AOOGOOUGO Oi 1T A ET £ET AT AEAT 1 AOEAOO AT A OEA OAC
Industry involvement in the regulatory process, including throughrsgjiilation in appropriate cases
should form part of the future regulatory fabric of the Australian financial system.

Adopted in a flexible and innovative manner, this approach has the capacity to improve market
efficiency, give better regulatory outcomes and reduce the cost of reigulat

For instance, industry bodies can develop best practice for financial market participants in relation to
matters like conduct and risk management, which the regulators can then incorporate into their
assessments of licensees. Done in the right wag,dombines a dynamic and deep understanding of
contemporary business models and practices with the formal authority of the regulators.

Where appropriate, this supporthe regulatory objective ofair and efficient markets. AFMA has
provided best practie guidance to the market on the conduct of market soundings that illustrates the
potential here.

Tax settings and future reform

4

Ly ! Ca! Qa @GASss GKS GIEFGAZ2Yy &aédadasSy KLFLa G22 3INBL
subjectto firmrecommg R GA 2y & Ay GKS LyIljdZANEQa FAYIf NBLR2NI

The efficiency and effectiveness of financial markets are adversely impacted by aspects of our tax
system.

For example, interest withholding tax reform is recognised as a mechanism to improve competition in
the financial system but it has been deferred, delayed and eventually dropped as a policy reform in
recent years. However, Australia must remain an attractive destination for mobile capital, and offer
diversified funding options to Australian based financiatitations and businesses.
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Another related example is the significant progress towards implementation of the G20 objective for
central clearing in OTC derivatives, while there is no apparent progress towards the elimination of
uncertainty in relation tawvithholding tax that conflicts with this regulatory objective.

AFMA believes that it is important to the future development of the financial system fointnery
to recommend tathe Governmenthat it should

1. Srike a balance between taxation and regtibn policy that attaches highpriority to the
future development of the financial systemnd

2. Adopt a coordinated, whole of government approach to policy implementation byaii®us
agencies.

Corporate bond market

The Interim Report has correctlgleintified that a deeper and more liquid corporate bond market
would provide diversification benefits to both issuers and investors.

Australia has an established domestic bond market, but a range of regulatory and tax factors have
limited its developmentg KA OK | NB RSaONAOSR Ay Y2NB RSOGFAf Ay
and in this submission.

At a fundamental level, the goal of developing the bond market will require collaboration by all
stakeholders; Government and the industry have a resibility here in working towards measures
to address the interelated objectives of improving:

T Issuer accesanaking it less onerous to raise funds via the Australian bond market;

T Investor accessetail investors have adequate better access and grecheice;

1 Investor skills and knowledge: ensuring that investors have the necessary skills and knowledge
to understand the importance of utilising corporate bonds in their portfolio, particularly in the
context of an aging population; and

I Tax treatment:more neutral treatmeat of fixed income products vigvis other investment
products.

Consumer outcomes and conduct regulation

Product disclosure

If investors want choice in the management of their financial affairs, there must be a disclosure regime
that supports informed decision making. AFMA is supportive of measures that help investors access
all of the information they need about a product, and to understand that information. This might
include things such as:

1 Comparative disclosure or mechanisms takle investors and their advisers to compare
products;

1 The use of technology to model performance scenarios;

9 Disclosure about a reasonable band of return for a class of products.
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There is no clear evidence to suggest that the equity capital raising régimo¢ working effectively.

We have made some observations about access to equity capital markets in section 3.4.
Financial advice

AFMA strongly supports the introduction of a clearly articulated, compulsory framework to raise
professional standards andmpetency in the financial services industry. Financial advisers should be

NI AaSR G2 GKS adlyRFINR 2F || WiNHZAGSR | ROAASNRO
outcome.

Global regulation

The financial sector, and financial markets intjgalar, are now to a much greater degree dependent
on international regulatory standards, developed by bodies like IOSCO and the Basle Committee on
Banking Supervision.

It is essential to the Australian national interest that our regulators:

w arewell placed to contribute to the development of global standards; and
w have the capability and confidence to make judgements on the way in which these standards
should be applied in the Australian context.

International standards will generally be appropriate the Australian financial system, and adoption

is a key element of our efforts to integrate globally. However, there will be situations where the
timing or form of adoption of an international standard in Australia would make a material difference
to the economic cost and effectiveness of our financial systehis applies to matters well beyond
bank capital issuethat have been the subject of recent public commenta®ur decision making
processn respect of banking and financial marketsist placegreatest weight on the right outcome

for the Australian economy.

Therefore, it is also important to test the relevance and applicability of global standards to Australian
markets through thoughtful and thorough consultation.

The Inquiry also makes referemto the vexing problem of extraterritoriality of regulation. The Inquiry

could highlight to the Governmerits agreement withthe importance of the G20 in providing a

systemic, outcomebased approach to this issu&he Treasurer noted in February the roldhaf G20

in manaingspillovers between countries as they strengthen their financial policy frameworks. He
statedthatDH N O2dzy i NAS& aK2dzZ R | IANBES (2 NBEO23IyArAasS | yR
they achieve equivalent outcomes, noting that countries stidag given the appropriate flexibility in

how obligations are met.
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Competitiveness of Australia
¢KS NB3IdzA FG2NR a2aaGSy A& 2yS F1aLlSOG 2F 1 dzZaG NI £ ALl

Cost recovery is a rapidly growing impost on the seataf there is no apparent consistency of policy

or logic across the various levies and charges. This is in part because the objective of cost recovery is
some cases more fiscahd short termin nature than it is to promote effective financial sector
reguation in a principled and disciplined way.

The Inquiry could contribute to the future development of our financial system by recommending to
the Government a clear policy on cost recovery for regulation that is driven by a focus on the
beneficiaries of rgulation, and on the actual regulatory risks posed by different business models.

Bearing in mind that governments, the broader public and investors are the key beneficiaries of
financial regulation, the Inquiry should recommend the following principléegécdGovernment:

1. The sole objective of a cost recovery mechanism should be better regulatory outcarasts
recovery should not be implemented unless there is a clear positive link between the
associated cost recovery mechanism and the core objectivegafation;

2. A cost recovery mechanism should not be adopted unless the associated moral hazard can be
controlled and effective accountability mechanism are put into plgamoral hazard arises
because neither the regulator nor the Government have to payhfeutilisation of resources
by the regulator, so there is no effective discipline or constraint to support regulatory
efficiency;

3. A cost recovery mechanism should apply in a fair manner and have a neutral effect on
competition, including the provision déchnology and innovative products and services,
within the financial system;

4. Cost recovery should be applied on a consistent basis across the financial sector and take
account of benefits that flow to governmentés agencies and the communifpcluding
higher tax revenues and improved national security;

5. Judgement about the utility of costs recovery within these terms should be made solely in
accordance with the circumstances of the Australian financial system and economy; not by
reference to the situatin in overseas financial systems.

Lastly, the Johnson report on Australia as a Financial Centre is almost 5 years old now, and many of its
recommendations have not been acted on in a meaningful way.

The ingenuity and capability of Australian financialrkess, the quality of our regulatory and legal
systems and the economic development of Asia presents a great opportunity to grow our financial
services exports and related income and employment.

However,Australian governmentsave yet to deliver a convimg message to global institutions that

we are willing to compete that we will do whagéveris necessary to fully leverage off our competitive
strengths in a regional context. This commitment is necessary to build confidence in business to locate
their operations in Australia.
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2. COMPETITION AND CONESTABILITY

2.1 Interim Report Observation : Regulatory capital requirements

The banking sector is competitive, albeit concentrated. The application of capital requirements is not
competitively neutral. Barskthat use internal ratingbased (IRB) risk weights have lower risk weights
for mortgage lending than smaller authorised depaaking institutions (ADIs) that use standardised

risk weights, giving the IRB banks a cost advantage.

Policy options identiéid in the interim report:

1 No change to current arrangements.

9 Assist ADIs that are not accredited to use IRB models in attaining IRB accreditation, increase
minimum IRB risk weights, introduce a tiered system of standardised risk weights, lower
standardisedrisk weights for mortgages or allow smaller ADIs to adopt IRB modelling for
mortgages only.

1 Provide direct Government support to the RMBS market, or allow RMBS to be treated as a
high-quality liquid asset for the purpose of the liquidity coveragto.

AFMA comments

The main area of competitive disadvantage appears to be in the residential mortgage arena, where
the five currentiRBaccredited banks are reported to have a 23 basis point cost advantagetbesr
ADIs using the standardised approach.

Howeve, it is unlikely thatrcreased risk weights for IRBcredited banks willerve the residential
mortgage consumer. While it levels the playing field amongst lenders, it does not result in what
competition is meanto producec¢ namely,lower borrowing csts for the consumer.

The remaining optionlentified in the Interim Repottave the potential to provide a lower cost basis

for the unaccredited banks, however should embody as a core principle the expectation that an
unaccredited bank applying for lief will embark on a course of action designed to acquire IRB
accreditation status.

Absent this principle, any subsequent change in policy which resulted in the revocation of relief would
place upward pressure on the rates paid on impacted floatingmaiggages, thereby increasing risk
sensitivity irrespective of whether market conditions warrant it. Furthermore, deliberatiomghis
issueshould not lose sight of two factors:

1. From 2016 onwards, the four majéwstralianbanks will also be subjec2t I  WKA I KSNJ f

Foa2NbSyoeQ o1 [!0 OF LA G I f NEIj dZA NSYSy i =
systemically important banks {8IBs)and

2. Financial stability requires that banks do not unduly increase their risk appetite or relax
lending standards, given éhpotential for speculativectivity in a low interest rateising
house price environment.
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3.45. %) . I 5 3 BCONQNIC ACIIVITY

3.1 Interim Report Observation : Funding from o verseas

Ongoing access to foreign funding has enabled Australia to susgtierhgrowth than otherwise
g2dzf R KIS 0SSy G4KS OFaSo ¢KS NAxala Faaz20AlGSR
by having a prudent supervisory and regulatory regime and sound public sector finances.

Policy options identified in the latim report:

9 No change to current arrangements.
i Facilitate development of a small and medisimed enterprise finance database to reduce
information asymmetries between lenders and borrowers.

AFMA comments

AFMA generally agrees with the observation, batlerms of

w supporting ongoing access to foreign funding as a fundamental tenet afiANJ £ A Qa FA Y I
architecture;and

w a prudent regulatory system and a strong Government balance sheet can assist in mitigating the
risks associated with reliance on é&gn funding(particularly rollover riskby ensuring that
Australia remains an attractive destination for mobile capital.

However, AFMAelieves thatthe Inquiryshould in its final report, specifically highlight the factors

that increase the cost otihds for Australian borrowers in terms of both debt and equity investment.
¢tKSaS AyOfdzZRSS o6dzi INB y2i tAYAGSR G253 YSI adz2NBa
from a policy perspective, inconsistent with the attraction of foreign damtd equity investment. In

a number of areas we urge the Inquiry to make recommendations on some of the more important
measures as they pertain to tasather thanmere referral to the Tax Reform White Paper.

AFMA notes the increasing pool of capfi@m superannuation savings may mean, over time, that
reliance on foreign investment is reduced. This should not, of itself, alter the regulatory and taxation
settings thatrelate to foreign capital, which should be considered through the lens of promoting
efficient flows and mitigating the costs associated with foreign investment, which ultimately will result
in increased costs for Australian enterprises.

The Johnson Report

AFMA cites the views expressed by the Australian Financial Centre Forum in itsWesbralia as a
Financial Centre: Building @ur Strengths theé) Johnson Repojtwhich noted the cogent reasons

for persistent current account deficits being prevalent in Australia and the necessary reliance on
foreign capital. In broad terms, the JolnsReport concluded that the regulatory settings were
appropriate in terms of balancing the risks of relying on foreign capital against ensuring that Australia
remains an attractive destination for such capital ¢ K SecaNiBieddaNdnir this regdr
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SEGSYR 2yfeée (2 SyKIFIyOAy3d dzy RSNBRGEFYRAY3I 2F | dza G NI
(such as a website) and enhancedardination by regulators.

More importantly, the Johnson Report made two crucial recommendations in respect tixagon
aSiidAy3a GKIFIG adevyasS ONraa o02NRSNI Fft26aa YR F2NJ
FYR O2YLISGAGAGS F2NBAIAY oFyl FYR OoNRBIFRSNJ F2NBA I
Johnson Report highlighted the benefits thateue from providing efficient access to offshore savings

pools, which in addition to the necessary reliance on foreign capital given persistent current account
deficits also enhanceinternational engagement of the financial sector. In this light, the
recommendations of the Johnson Report were:

1 to remove withholding tax on interest paid on foreigaised funding by Australian bks) on
AYGSNBAdG LIAR (2 F2NBAIY olyla o0& !daAadGNIEtAlY
borrowing; and

1 toremovethe LIBOR Cap on deductibility of interest paid on pakeanch funding.

The basis for the recommendation with respect to interest withholding tax was clearly articloated
Johnsoras follows:

@The continuing application of interest withholdingtax®i y I Y OA I f Ay adAddziazyaQ
aAlda dzySraiate gAGK GKS D2@SNYyYSyiQa RSaiANB (2
putting Australia at a competitive disadvantage with respect to overseas financial centres, which
increasinglydo not charge interest withholding tax on such transactibgs

The Johnson Repodisonoted the somewhat fragmented approach to the imposition of interest
withholding tax on interest paid by a financial institution offshore, with exemptionglacefor

pdzo f AOf & 2FFSNBR RSO0 ¢ a afSHonéBaskiyigunit raydinéerest pakl 160 S NB &
an unrelated financial institution resident in a jurisdiction where the Double Taxation Treaty included

an exemption. The Johnson Report also acknoveddigat where interest withholding tax is imposed,

it is generally borne economically by the borrowlera G KS f SYRSNJ gAf OzLE Yy FR &AL 2
the amount withheld.

This issue was recently examined by the Australian Centre of Financial Sithesoted:

oDespite the strength of Australian banks, international deposits are only around $120 billion or 6%
of all liabilities. The imposition of interest withholding tax on the retail deposits efasitents

has potentially resulted in the lowetilization of international deposits by Australian banks, not
only resulting in a less diversified funding base for the banks, but also potentially increasing the cost
of capital. Furthermore, the imposition of withholding taxes onremident depositsnay impact

the ability of international banks to compete in Australia, negatively impacting competition in the
Australian banking sector. There is a need therefore to remove withholding tax eesident
deposits, as recommended by both the Johnson RE@O9) and the Henry Tax review (20460)

4 Ralston and Jenkinsomternational Linkages: Financial Markets and Technglag$4, p8
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On the LIBOR Cap, the Johnson Report opined that it was a policy that was contrary to ensuring access
by Australian institutions to foreign funding sources, particularly in times of financial stress (such as
those exhibited in the Global Financial Crisigurthermore,any tax avoidance concerns could be
adequately addressed through existing transfer pricing mechanisms (which AFMA notes have been
strengthened in the past2 months through the enactment of theemv Division 815 into théhcome

Tax Assessment Act 1997)

Government responsesto Johnson

Notwithstanding the strong recommendations of the Johnson Report, neither the abolition of interest
withholding tax for financial institutions nor the LIBOR Cappnaseeded. Of more concernthere is
no commitment from the Government to implement either Johnson recommendation.

The response from the former Government to the Johnson Report initially set out a timeframe for the
phasedown and ultimate abolition oihterest withholding tax for financial institutions. However, as
set out in amedia release from the now Treasurer and the then Shadow Minister for Finance,
Deregulation and Debt Reduction on 28 August 2013, the phasiwg of interest withholding tax

on financial institutions has been discontinued.

The LIBOR Cap has not been the subject of a Governsteeimentregarding policy intent The
Government response to the Johnson Report merely reqEBteasuryto review the cap, which has

not been complead. Itis noted that the Board of Taxation, in its report on the Taxation of Permanent
Establishments, was asked to provide comments regarding the appropriateness of the LIBOR Cap and
while this report was delivered to Government in April 2013, it hasheen released to the public,

nor has the Government issued any response in relation to the LIBOR Cap.

Functionally s eparate entity approach to taxation of p ermanent establishments

In the intervening period between the publication of the Johnson Reaod the Financial System

Inquiry, a further taxation issue has arisen that has created inefficiencies in terms of attracting foreign

capital to Australia. Thiglates tothe failure of Australia to adopt global best practice (as endorsed

by the OECD) terms of taxing branches as functionally separate enterprises. This approach to branch
GFEFGA2Y 61 &8 SYR2NBSR o6& G(KS h9/5 Ay unamn YR K
trading and investment partners.

Ly ! Ca! Q&4 @ASé63 (i heEdonsistenwit: s¢parktd entitids y6 cdnsistért with the
principles of tax neutrality promotes diversity in the financial systenand enhances the
competitiveness of the system through promoting certainty and alignment with international
standards. His is particularly important for bank branches, which are common conduits to facilitate
the inflows of capital from offshore into Australia.

In practice, adoption of the functionally separate enterprise approach to branch taxation will require
amendmentt (2 (GKS R2YSAGAO GlIEIFIGAR2Yy tS8S3aAratl A2y GKI
Double Taxation Treaties in a manner that enshrines such an approach.
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This issue was the subject of the Board of Taxation review into the Taxation of Permanent
Establishments. As noted above, while this report was delivered to Government in April 2013, it has
not been released to the public and the Government has not issued any response.

Adopting a coherent approach to regulatory reform

In the postGFC environent, the Inquiry would be aware of a significant number of reforms being

driven by the @0 to enhance the transparency of OTC derivative transactions, including the drive for

such transactions to be centrally cleared where systemically import#s.ackowledged in the
LYGSNAY wSLRNILISX GKA&A KlFa KAIKEAIKGSR 'y AYyKSNBy
it strives to attract foreign capital, namely the imposition of interest withholding tax on interest paid

to a central clearing partyutside of Australia.

This is an unintended consequence of the implementation of tH#ommitments and has had a
significantly adverse impact on the Australian derivatives market, vastly in excess of any revenue
arising to the Government.In its jointsubmission to Treasury on this issue in 2013, AFMA, the
Australian Bankers Association and the Financial Services Council estimated that due to the imposition
of Australian withholding tax on interest paid to central clearing parties, the percentage oblarst
derivatives transactions that could be lost to overseas jurisdictions could be in the magnitude of 20
25%. Such a reduction would be enduring.

More generally, the fact that this anomaly has not been rectified evidences a failure by the
Government © adopt a coherent approach to mitigating unintended consequences arising from

regulatory reform, especially where the unintended consequence is perceived as being revenue
accretive for Government over the forward estimates period.

AFMA recommendation

INGSN¥Ya 2F SyadaNARy3a 2LIGAYIE aSidAy3aa F2NI FAYlFyOAy
on foreign capital, AFMA submits that the Inquiry needs to make recommendations on the two
existing policy settings that provide significant impedimetatghe free flow of capitak namely,

interest withholding tax and the LIBOR cap.

AFMA notes the approach adopted by the Inquiry is merely to refer these issues to the Tax Reform

2 KAGS tIFLISNE (2 0SS O2yRdzOGSR Ay ireadth obthe VEnked Sy | C:
t F LISNRAE ¢SNXa 2F wSTFSNBYyOSs 4SS INB O2yOSNYySR (Kl
that these issuearegiven the prominence thy deserve in the White Paper process. Accordingly, we

request that the Inquiry make remmmendations to the White Paper process with respect to interest
withholding tax and the LIBOR Cap in a manner consistent with the Johnson Report.

We further request that the Inquiry make a specific recommendatitoexempt interest paid to or by
a cental clearing party from interest withholding tax.

In addition, we request the Inquity urge the Government to release the Board of Taxation Report
into the Taxation of Permanent Establishments, concomitantly witte@mmendation for the
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Government teendorse the functionally separate entity approach to the taxation of branciues the
enshrinement of the approach in the Australian taxation legislation

Inour viewtheseNE O2 YYSYRI A2y & ¢g2ddZ R 0SS O2yaAradsSyid sAilK
enable the Inquiry to make observations that inform the White Paper, as opposed to merely referring
issues to the White Paper.

3.2 Interim Report Observation : Corporate bond market

Australia has arestablished domestic bond market, although a range glilstory and tax factors
have limited its development.

Policy options identified in the Interim Report:

9 No change to current arrangements.

T1ft2¢ fAaAaGSR A&dadzSNER ol f NBFRe &dzoa2SOi G2 02y idA,)
directly to remil investors without the need for a prospectus.

TwS@ASs G(GKS aAiS FyR ao0OltS 2F O2NLERNIGS WO yAf
prospectus where the offering is limited to 20 people in 12 months up to a value of $2 million, or
for offers of upto $10 million with an offer information statement.

AFMA comments

'da GKS LYGSNAY wSLENI KFa O2NNBOGfte ARSYUAFASRE:
g2dzf R LINPPARS RAGSNBAFAOFIGAZY O0SYySTAdian, AFRA 602 (i K A
noted that in order to achieve this ultimate goal, it is important for all stakeholders to work together

in a consultative and collaborative manner towards solutions that achieve three mainréhéted

objectives:

9 Issuer accessto ensure thait is no more onerous for corporate borrowers to raise funds via the
Australian corporate bond markets, both wholesale and retail, than other sources, including the
Australian equity market, bank finaing and offshore debt markets;

1 Investor access: To sure that investors, particularly retail, have adequate actesand greater
choice in corporate bond marketsand

1 Investor skills and knowledge: To ensure that investors, both wholesale and retail, have the
necessary skills and knowledge to recogiiseimportance and benefits of corporate bonds in
their portfolio, particularly in the context of an aging population.

With respect to issuer access, AFMA put forward a suggestion irnitial submission that the

continuous disclosure regime within t#X should be utilised with respect to retail corporate bonds.

This would make it less burdensome for issuers to raise funds via the retail corporate bond market

than is currently the case, whilst ensuring that consumer protections are maintaihe€ a ! Qa
suggestion is essentially similar to the second option proposed by the Inquiry &boedlow listed
AaadzsSNE Ol t NBFR& adzoa2S0i0 (2 O2ylGAydz2dza RAA&Of 2ad:
retail investors without the need for a prospectus)Consequently, AFMA supports the further
exploration of this policy optiowith appropriate consultation.
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Other alternatives

While the policy options presented above work towards achieving the first objective of issuer access,
AFMA believes that there arother policy options that are worth exploring that could work toward
satisfying the second objective of investor access.

In this regard, the reforms currently before Parliament which allow for simple corporate bonds to be

traded using corporate bond degitory interests go some way towards achieving this objective.

CdzNII KSNJ NBEF2NX¥ax AyOf dzRAYy3d oNRBIFIRSyAy3d (GKS RSTAY
providing improved retail investor access.

Furthermore, and as noted in our initial sulesion, there are other policy options which could be
explored to increase the range of issuers and product types in the market. For ex@mnsenment
initiatives to support bond issuance in the infrastructure sector would not only increase the range of
borrowers that investors could access, but also achieve other policy goals.

The support of social benefit bonds, whose return is based on the achievement of agreed social
outcomes, isanotheroption that could be pursued.

The third objective of improvinmvestor skills and knowledge is also importéomtthe development

of the corporate bond market. In this regard, other policy options could be considered here, as
discussed in our initial submission. These incl@deernment involvement in the discussi about
appropriate asset allocation weighting in superannuation funds, efforts to educate retail investors on
the benefits of corporate bonds, and reviewing the regulations around credit ratings for retail
corporate bonds (see below).

The Interim ReporK I & O2NNB OiGf & YIRS (GKS 20aSNBIGA2y GKI G
02yYR YIN]SGE FfdK2dzZa3K | NIYy3IS 2F NBEIdzZ I éReNE | Y
policy optionscanvassed irthe Interim Report go some way towards addresgisome of the

regulatory factors, there appear to ew or no policy options presented to address taxation factors.

I
R

AFMA notes the approach adopted by the Inqirirthe Interim Report in relatioto taxation matters
which is o listin Appendix Zhe issueghat should be considered by the Tax White Paper.

However, given our expectation as to the breadth of the Terms of Reference for the Tax White Paper,

S I NBE O2yOSNYSR GKIFG | YSNBE | NIOAOdzZ | G ABeyw, 2 F (K¢
hindered the growth of the corporate bond market may not provide sufficiemptetusto ensure that

the issue is considered fully.

AFMA recommendation

To that end, AFMA would encourage the Inquiry to make a specific recommendation to the Tax White
Paper to standardise the taxation treatment of returns from different asset classes, whicssigt
in removing the existing taxation bias against corporate bonds.
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3.3 Other issues

The Inquiry seeks further information @ number of other issues retd to the corporate bond
market (see questions in italics), which we have addressed below.

Q. As a greater share of the population enters retirement, would the demand for fixed income
products increase in the absence of regulation or other incentives?

Asnoted in our initial submission, dsdza G NderfograpRiécontinugto show a shift towards an
aging population, there has never been more of a need for less volatile investment returns to
complement investment portfolios. All other things being eqitabould be expectethat as a greater
share of the population enters tieement, demand for fixed incomproductswould increase.

However, from a wholesale investor perspective, it is arguable that there is already currently a
perennial underweighting ithe fixed income asset class which is not conducive to an increase in fixed
income product demand. Consequently, it is not obvious whether demand for fixed income will
increase as the population ages further.

Regulation or other incentives could be exjdito assist in increasing the demand for fixed income.
As suggested previousligovernment involvement in the discussion about asset allocation weighting,
such as via recommending or publishing appropriate asset allocation weightings for varichesat)je
scenarios, is something that could be considered to assist in increasing fixed income demand.

Also, from a retail investor perspective, it can be argued that fixed income has not loomed large in
investment portfolios, regardless dhe age of the investas. As suggested previously, financial
education may well be a large part of the issue here, and further tsffum the part of industry and
Government in this regard should be explored.

Q.Could enhanced transparency of transactions improve liquiditylia bverthe-counter Australian
corporate bond market, including its attractiveness to retail investors? What commercial or
regulatory impediments are there to the potential development of improved transparency in the
over-the-counter corporate bond market?

¢CKS LYGSNRY wSLE2NI adz33asSada GKFIG aaiayOSthdéiKS O2 N
counter and lacks transparency, retail investors are effectively precluded from investing directly in
0KSaS 02 s stdatement iKdsdentially aect, it is not correctto infer that a lack of
transparency is a reason for retail investors being precluded from investing. This is largely a regulatory
issue, as choice and access for retail investors is limited.

That said, increased transparency oformation with respect to any market has the capacity to
generate additional interest from investors hitherto not associated with that market. It is arguable
whether this would improve liquidity in the wholesale osBe-counter bond market itself, as
transparency of information doesot appear tobe a concern to wholesale investors. Consequently,
we do not see any commercial or regulatory impediments in the wholesale market.

However, increased transparency of information may increigeattractivenessof fixed income
productsto retail investors At the very least, increased transparency waaigrove retail investor
education and decision making. For example, it is arguable that few retail investors have the credit
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assessment skills to determine valirethe market. At this time, most of the major credit rating
agencies providing services in Australia have elected not to hold an Australian Financial Services
Licence that enables them to provide credit ratings on retail products. It is understoaithidas due,

at least in part, to the more onerous obligations that apply to a license of this type, including the
obligation to be a member of an external dispute resolution scheme. As suggested in our initial
submission, these licensing requirements arregulatory impediment which could be reviewed.

Q. Could alternative credit ratings schemes develop in Australia and would this help improve the
appetite for bonds, particularly those of growing mediwsized enterprises? Could alternative
standards of ceditworthiness develop in Australia? What are the barriers to such developments,
and what policy adjustments would assist such developments?

AFMA has no specific view on this question, but please refer the response above with respect to our
suggestion oreredit rating schemes.

3.4 Access to gquity capital markets

Policy options identified in the Interim Report:

1 No change to current arrangements.

1 Review the size and scale of offerings that can be made without a prospectus where the
offering is limited to P people in 12 months up to a value of $2 million, or for offers of up to
$10 million with an offer information statement.

1 Introduce additional protections for investors in relation to use of private placements and
non-renounceable rights issues.

The Inqgury alsoseeks further information on the following areas:

1 Isthere a need to introduce differentiated markets to allow greater access to equity markets
by smaller companies?

9 Should other capitataising requirements be modified to reduce dilution effecié/®uld this
affect the capacity of corporates to raise funds, particularly under conditions of market stress?

AFMA comments

Approximately 70% of ASX listed companies (by number) have a market capitalization of less than
$100 million. Of these44%have a market capitalisation ofess than $20million.> A significant
proportion of these smaller companies operate in the resources sector. The equity raising
considerations faced by these smaller listed companies can differ from their larger counterparts in
number of important respects.

The registers of smaller companies often have lower levels of institutional ownership. Many have one
or more large individual shareholders, often the founder(s) of the business or member(s) of the senior

S1{. [AYAGSR &/ FLAGIHE wlHASAYAYAYTFTNHEHIOKSEADY2ZOELISAAGY DOAL T v
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management team.The immediate implication of this is that the shareholder base may be capital
constrained and/or lack thsophistication or desire to provide equity capital during periods of market
turmoil, or to support complex capital projects.

As smaller companies gmpthey will usually seek to introduce more sophisticated institutietyake
investors with access to significant pools of capital onto their register. This is commonly achieved
through a placement structure, and is therefore limited by the 15% placesgrdcity rule.

This constraint prompted the 3o introduce the concept of fdancedplacementcapacity” in late
2012 under which listed companies with a market cap of $&tillion or less and who are not in the
S&P/ASX30Mdexmay seek shareholder appral by special resolution at its AGM to place up to an
additional 10% of its issued share capital (ie. up to 25%) in a 12 month p&hedssue price of shares
issued under theenhancedplacementcapacity must not be at a discount greater than 25%haf t
volume-weighted average prica/iWAB of the stockfor the 15 trading days before the issue date.

Supporting smaller companies through these kinds of mechanisms is appropriate.

A single market structure, involving common reporting and governance eageints, supports the
development of the equity capital market on the whol&.single market approach also means that as
smaller companies grow into larger companies they already understand and are actively adhering to
the requirements expected by regulagand market participants. This in turn promotes investor
confidence.

AFMA supports modified capital raising rules which recognize and the issues unique to smaller
companies seeking to raise capital.

AFMA also supports all listed companies (small an@)drgding together in a single market to

1 leverage the bespractice currently required of all listed comparniasd
1 promote investor confidence and encourage an active and sustainable investor following.

Access for retail investors to new equity offer s

The use of private placements and remounceable rights issues

The Australian regulatory regime affords Australian companies a range of potential offer structures
that can be used to raise equity capital. The capital raising regime in Australia esni@asurably
against other developed economy regimes in terms of sophistication and flexibility. For example, the
ability to conduct rights issues on an accelerated basis supports both the availability of capital and the
terms on which it can be raised.

This regulatory sophistication contributed significantly to the ability of Australian corpotate
achieve degearing objectives as credit availability tightened up through the global financial crisis
("GFC").During 20090ver half of all ASX listed camnies, and circa 80% of the S&P/ASX 200 index
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(consisting of the larger listed companies), raised equity. Equity issuance by existing listed Australian
companies raised $98.6bn in 2009, 58% above the previous record year df 2007.

The Board of a comparseeking to raise equity has the flexibility to determine the appropriate offer
structure as it exercise its fiduciary duty to make decisions that are in the best interests of the company
as a whole. In determining the appropriate offer structure a conyfmBoard will have regard to a
range of factors including

=

the amount to be raised

shareholder participation

issue pricing

the need for an underwritten transaction

legal considerations including capacityissue new shares;
timetable issues

share egister composition

documentation requirements

any related party mattersand

costs.

= =4 =4 =4 -4 4 A 4

=

AFMA considers that it is appropriate for

1 the regulatory framework to provide Australian companies with structural flexibility in
relation to how they raise equity pital; and

1 the decision on the optimal offer structure to be determined by the Board having regard to
its fiduciary duties, rather than be dictated explicitly by regulation.

Dilution of retail investors is always a relevant and important (but not alway®iHy)consideration

for a company's &rd when considering the appropriate offer structure for an equity raising. The
obligation is on the Board to weigh up these considerations and implement an offer structure which
allows them to satisfy their fiducigrduties.

The Interim Report focuses on two particular offer structureprivate placements andnon-
renounceablerights issues. Australian companies have elected to raise equity under these offer
structures for various reasons, which we outline below.

1. Private placements

Private placements, which are often coupled with a Share Purchase Plan ("SPP"), typically offer
companies the following advantages over a rights issue:

1 Market risk period; a placement structure allows a raising to be conducted on thetebb
possible timetable, often after market close or under a one day trading halt. This short market
risk period may be particularly important during periods of heightened market volatility and

5 Ibid
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investor uncertainty; for example, placements played an essal role in allowing Australian
companies to raise equity on anderwritten basis during the GFC,;

1 Pricing- tighter issue pricing and low cost to execute relative to other offer structures,
resulting in the new equity being raised at an overall lowsst of capital;

1 Access to fundsfunds settle and are available to the company within three business days;

1 New investors- provides a mechanism for bringing new targeted shareholders onto the
register where the Board has such a strategic objective; and

1 Documentationcthe issuer relies on the continuous disclosure regime and the use of cleansing
notices to affirm that there is no material information that has not already been disclosed to
the market.

Advancements in register analytics mean that most exgstinstitutional shareholders can be
identified prior to launch and offered participation (subject to legal restriclionkr many cases,
shareholders are given priority allocations in private placements, such that they have an opportunity
to at least maitain their pro rata shareholding in the company. In addition, there are several
mechanisms for accessing retail shareholders through the raising structure, including:

1 Inclusion of an SPP, which often provides the overwhelming majority of retail shareholde
with an opportunity to increase (rather than dilute) their shareholding interest in the
company. A 15% placement conducted concurrently with an SPP permitting up to $15,000
by definition is nondilutionary to all participants other than those who ovgreater than
$100,000 worth of shares in the company. SPPs are commonly conducted alongside
placements; since the start of 2013 more than half of the material size placements conducted
(>$100m) have been accompanied by an SPP; and

1 Inviting targeted réail brokers into the placement, being those whose sophisticated retalil
client base includes a significant number of existing shareholders in the company. This
strategy increases the number of sophisticated retail shareholders that have an opportunity
to participate in the raising.

AFMA considers that the current placement capacity restrictions under ASX Listing Rule 7.1 are
appropriate. There may be merit in considering further enhancements to the SPP rules, including
further increasing the maximum appditon per shareholder amount beyond the current $15,000
limit.

2. Nonrenounceable rights issues

Rights issues, whether ngenounceable or renounceable, have the advantage of providing a pro

rata offer to all eligible shareholdersHbwever, they involve a énger period of market risk (circa 3
weeks) which typically impacts:

1 The ability to obtain underwriting for the transaction to provide the company with certainty;
1 Theissue pricing achievalgéypically a wider discount than a placement, resulting ingnér
cost of equity to the company; and
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1 The transaction costs involveth the context of an underwritten rights issue, the value of the
put option embedded in the underwriting agreement (in effect the premium paid by the
company in the form of an undeniing fee) increases as the market risk period increases,
and is therefore typically greater for a rights issue than for a placement.

The primary disadvantage of a noenounceable structure relates to shareholders who are unable or
unwilling to participag in the raising.Theseshareholders receive no value for their entittement under
a nonrenounceable structure, whereas underenounceable rights structure they magepending

on market appetite for the entitlements. Nemnounceable rights issues tgpily offer companies
the following advantages over renounceable rights issue structures:

1 Depending on various factors including the nature of the shareholder register, prevailing
market conditions and the facts relating to the equity raising, full undigtimgr may not be
achievable on a renounceable rights issue or it may be achievable but at a significantly larger
pricing discount relative to a narenounceable rights issue. There is more limited retail sub
underwriting appetite for renounceable struckes from market participants. This dynamic is
driven by the fact thatunder a renounceable rights issuthe underwriter (and sub
underwriters) only have financial downside on any shortfall shgriéghere is value in the
shortfall shares it is not capted by the underwriter (or suanderwriters);

1 Renounceable rights issues are more complex and costly to implement as there is a need to
reconcile the entire register between registered holders and underlying beneficial
shareholders to the last share. i$lprocess is not well understood by the market and requires
the engagement of a dedicated analytics firm who must complete the reconciliation before
the ASX trading halt is lifted; and

9 Accelerated renounceable rights issues require an additional daadihg halt compared to
an accelerated nomenounceable structure (usuallydaysversus 2 days).

AFMA considers the current regulatory framework in relation to entitlement structures is consistent
with the approach of providingpoards with flexibility andh range of alternatives to consider when
determining the optimal equity capital raising offer structure.

There are various shareholder protections that exist under the current framework that AFMA
considers to be appropriate, for example

9 limits such as tt maximum 1:1 offer ratio urat a nonrrenounceable structureand

1 the requirement to appoint a nominee to sell the rights of ineligible shareholders under a
renounceable structure and have those proceeds remitted to renouncing shareholders.
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4. STABILITY AND THE PRUDENTIAIFRAMEWORK

4.1 Interim Report Observation : Too big to fail and moral hazard

During the GFC, significant government actions in a number of countries, including Australia,
entrenched perceptions that some institutions are-bigrto-fail. These perceptions can be reduced
in Australia by making it more credible to resolve these institutions with Government support.

Policy options identified in the Interim Report:

9 No change to current arrangements.

1 Increase the ability to impose losses aeditors of a financial institution in the event of its
failure.

T {ONBYy3IGKSYy NB3IdzA I i2NEQ NBazfdziazy LIRoSNAR F2N
planning and prepositioning for financial failure.

9 Further increase capital requirements on thendincial institutions considered to be
systemically important domestically.

1 Ringfence critical bank functions, such as retail activities.

AFMA comments

Having in place a walleveloped failure resolution regime to deal with insolvency and administrative
forms of insolvency management, which reduce to a manageable level the damage to the economy
OFdzaSR o0& | ye& 7, isyfugd@ientdl cofigomeht Of dinarfcial seictdzieBulatidtis

a crucial contributor to confidence in the system.

The alernative is the moral hazard of allowing a financial firm to believe that its failure would be
dangerous to the financial system and that it would therefore likely receive signif@am@rnment
assistance when its solvency is suddenly threatened.

The GF@emonstrated that idiosyncratic or systewide shocks may undermine the viability of ADIs
and other financial institution in any jurisdiction, notwithstanding the presence of sophisticated
regulatory and supervisory frameworks designed to promote theiilience.

This was particularly so in cases where banks were so large and interconnected that their failure had
potential to cause significant dislocation in the financial system, thus undermining the effective
functioning of the economy. The notion ofatbig-to fail (TBTF) following frornthe Lehman Brothers
FILATdzZNB AY wnny FNRaS 2dzi 2F GKFIG o fivdBaotan e a4 SYA
Ol 4S5 -8 %da&h 280ReSN02yySOiSRQ

The emphasis of reforms carried out under th@agenda, particularly in relation to derivatives

markets and complex products, has been to address network connectivity risk to the syktem.

hoped that ketter information feedback to regulators through data collection on transactions and the
concerration of risk into central nodes through the promotion of central cleaviilghelpto address

A 2 4 A ~
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One factor which contributed to failures during the GFC was that owners and creditors expected that
Governments would hay no option but to rescue banks getting into difficulties. In Europe
expectations of rescue were fulfilled and public funds were used on an unprecedented scale. This may
have protectedinancial stability in theshortterm but it also put public financesder considerable

strain.

Where publicly funded baduts occurred, it was on an assessment that the costs, in terms of the
wider impact on society, would have been greater still had individual banks been allowed Thé&se
costs arise because ofdtreliance that individuals and companies have on the financial services
provided by banks, in going about their daily lives and business.

Bank rescues served to shield shareholders, bondholders and other creditors from the costs they
would have faced hatlanks gone into liquidatigrreinforcing the view that some carry an implicit
Government guarantee. Even in Australia, where there was no fateseslopments in international
wholesale funding markets were restricting the ability of financial instingiboth here and overseas

to access funding, with potentially serious implications for liquidity and lending activity.

Prior to the GFC, imnnp | O2YLINBKSyaAgdS NBOASG 2F | dza G NI f

arrangements by the Council of FinancRégulators resulted in recommendations that the
Government introduce a limited mechanism to provide depositors and general insurance
L2t AOK2ft RSNA gAGK | O0S&aa (2 GKSAagthatday Bgthy2 y |
nature of the windup process for a failed institution could create financial hardship for households
and businesses if they could not access their funds in the meantfrtteat occurred, the Government
would be under pressure to make an ad hoc response, as was demonsiraténe failure of the
general insurer HIH in 2001.

This lead the Government in October 2008 to announce temporary arrangenfiemsvn as the
Financial Claims Schemi®) enable the provision of a guarantee for the deposits and wholesale
funding of Australin deposittaking institutions. The Government guarantee arrangements were
designed to promote financial system stability in Australia, by supporting confidence and assisting
authorised depositaking institutions (ADIs) to continue to access funding tima of considerable
turbulence. They were also designed to ensure that Australian institutions are not placed at a
disadvantage compared to their international competitors that could access sifieernment
guarantees on their wholesale funding.

It should be borne in mid that theiffancialdaimsScheme(FCS)vas designed as a minimalist scheme,
to complement depositor preference. As part of its focus on retail depositor$;@t#ap considered
before the financial crisis was in the range of $20,6®(50,000. This was thought to strike an
appropriate balance between protecting retail depositors and avoiding excessive moral hazard.

Today, the legacy of this action is permanent cap of $250,000 per person per institution on deposits
guaranteed underK S C/ { @ ¢tKS RSAONALIIAGS 62NRAYy3I 27F
encourages in the public mind theis-perceptionthat there is a broad implicit guarantee that a big
bank would not be allowed to fail. It is difficult to fully address the morahidh problem that such
policy responses produce.

Page27 of 64 © AUSTRALIAN FINNCIAL MARKETS ASSOCIATION

i



AUSTRALIAN FINANCIAL MARKETS ASSOCIATION
SUBMISSION TO THE FINANCIAL SYSTEM INQNRERIM REPORT 26 AUGUSR014

The FCS is a form of deposit insurance. It aims to provide depositors with confidence that their funds
are safe even in crisis situations. This is intended to maintain confidence in the banking sygtem an
reduce the potential for damaging runs. In the event that an ADI doesdaitpmic disruptiorwould

be minimisedy providing rapid access to funds.

TheFCsi a4 RS&aA3IYySR & + WLl eo602EQ aOKSYSz GKS az2t$ L
failed Australian ADI. The FCS payout relies gmosek funding. If an ADI fails, the Government will

provide funds to depositors through APRA. The Government would then recover funds through a
priority claim on the assets of the insolvent ADI in thaiilqtion process. If the assets were
AYAdzZFFAOASY G G2 YSSO (GKS D2@SNYYSyidQa OflAYZ G(GKS
shortfall.

¢KS C/{ &dzllLd SYSyida !'dzadNItAlIQa YIFEAYy SEAaGAY3T R
preference. This gives depositors a prior claim on the assets of an ADI that has become insolvent.

Prefunded claims schemes face a number of challenges in the Australian context. A primary problem

is how to accumulate adequate pfended resources. The prior claim the Government has on the
FIAfSR !''5L0a aasSia ONBFGSa I RA-uid&NEsylition Sy @A NP
arrangements or insurance schemes. Depositor preference is an important fatherapproachto

resolution arrangementsiAustralia.

Australian depositors have a priority claim on the assets of a failed ADI ahead of other unsecured
creditors, after the Government has been reimbursed for any amounts paid under, and expenses
incurred in relation to, the FCS, rather than gdsit insurance scheme which is favoured in many
other jurisdictions.

CKS FIAESR 1'5L048 NBYFAYAYI aa8Ga Ay ! d&aGNI AL
the FCS cap before they can be used to repay other unsecured creditors. To fdrthitrl® NIi RS L2 a A G
interests, ADIs are required to hold sufficient assets in Australia at all times to meet their Australian
deposit liabilities.

AFMA would agree with the proposition that the most effective way to address the moral hazard issue
is to havein place well developed arrangements for dealing speedily and efficiently with financial
claims and failure resolution. Liquidity losses to depositors can occur when access to their deposit
accounts is delayed or their accounts are frozen. These acti@msform demand deposits
involuntarily into longetterm time deposits or bonds. Liquidity losses also result when credit lines
cannot be relied upon or drawn down to meet business needs. Loss of liquidity thus impairs the
efficient operation of the paymes system.

When regulators close a bank legally, they often also effectively close it physically, at least partially,
until funds are recovered from the sale of assets to start paying depositors on their claims. In many
countries the lack of access to degits and credit lines is more feared than actual losses to depositors
and generates as great, if not greater, adverse externalities. The more likely depositors are to receive
their funds promptly, the less likely they are to engage in runs.
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As we have natd the threat of ad hoc politically driven bailits should be designed out of the system
asfaraspossibe C2NJ 6KA& NBlIazy A4S XrwLES AVSRNREROK O2F
jurisdictions.

In the event of failure, baih converts dét into equity. It uses internal capital rather than taxpayer
dollars to absorb losses and recapitalise the firm.-Ba#peeds up resolution dramatically. It is
generally recognised that approaches which rely on lengthy contractual negotiations darotrw

the real world.Key elements of resolution arrangements need to be executed over a weekend so that
markets can function on the MondayRaitin preserves critical functions to avoid excessive contagion
to financial markets or the real economyt avoids wholesale liquidation, which can impair critical
payment functions, and which can be hugely destructive in a major crisis.

APRAhasbroad resolution options available to it that could enable it to create a bridge bank and

recapitalise afailed ADl. Ca! & dzZLJLI2 NI SR (GKS SyKIFyOSYSyd 27F !t w!
AY HAMH AY NBaALRYyad2yi2dAWlKIIARYIINIYSN (iZna W{ G NBY
al ylF3aSYSyid t26SNARQ® Ly R2Ay3 a2 ¢S Phkdbke2sSR (KN

1 Respect for the group structure when resolving a financial institution failure, and recognition
of home resolution authority actions for Australian entities of international firms;

1 Leaving creditors no worse off than under insolvency;

1 Ensuring cosistent treatment of transactional claims relating to derivatives and other
financial instruments, including appropriate respect for netting and collateral rights, subject
to safeguards to avoid destruction of value.

An important policy objective in thisontext is to promote the integration of Australian crisis
management responses to crebsrder events within a globally consistent regime.

TKS CAYLFYOALFt { WydRt A& NADIHNFEGE 26 C {QReF AtdoutaspS wS A »
provide the framework for a global regime, and they encourage alignment of recovery and resolution
practice and regulation across the2B jurisdictions.

While the focus of the Key Attributes is global systemically important financial institutionSIF1s

the G®SNY YSY (i Qa LINROULIBBYIEAKIWAVIKS! tw! Uad / NRaAAA al yl
paperrecognisehat most of the Key Attributesanhave wider application to SIFIs and other financial
institutions and should provide the benchmark for the Australieesolution framework for

prudentialy supervised financial institutionsThis is an important area for further policy work to be

carried out, as the application of the Key Attributes in the Australian environment to a wider set of
financial institutionsdoes have some practical consequences they need to be carefully thought
through and reconciled with existing regulatory settings.

¢KS C{.Qa 3ASYSNIf 3JdzARIYyOS 2y NBO2@SNE LI I yyAiy3
ADI itself being respoitde for the design of recovery options, is sensible. Indeed, even with
increasing degrees of interaction with APRA, up to the point that\nahbility is declareda failing

FANX Q& Y Ineéds BHPanskifgithe decisiamabout how to run their busirgs in the interests

2F Lttt 2F GKS !'5LQa aidl 1SK2f RSNA®
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The Australian resolution regintmes need to take account aésolution actions of home authorities
where branches of foreign banks are concerned, and separate resolution procestmgd not be
initiated unless that is consistent with the overall resolution strategy for the group.

One of the most important lessons from the last financial crisis was that regulatory bodies around the
world should ceoperate to ensure that they agree on plans to resdivas, and do not act solely in
their domestic interest, to the detriment of other countries and the global financial system.

Crossborder banking has expanded rapidly over the last decadany large banks now rely upon a
global network of branchesna subsidiaries, with centralised funding that is distributed within the
financial group under a global strategic plan. The activities of these groups have expanded beyond
traditional deposittaking and lending to include a range of Aoank financial actities, such as
securities broking and asset management.

LY FTRRAGAZ2Y (2 (GKS&S WdzyAOBSNEI f Q 0 ISWithafoperaeS Ay G S
across borders, in multiple currencies and time zones. While international financial groenzgeo

globally, the frameworks for addressing their distress and failure are local and apply to distinct parts

of the group rather than to the group as a whole.

By allowing financial institutions under their supervision to establish presences in a dnge
jurisdictions, home authorities expose themselves to the reality that the legal frameworks for
facilitating cross border finance in stable periods are typically more effective than thelyoder
resolution arrangements that are available in timeslistress.

TheC { .Ke&ydAttributes address this challenge. They aim for a harmonisation of resolution regimes
across markets. While the institutiespecific ceoperation agreements among regulators that are
contemplated by the Key Attributes are helpfeffort needs to be made to align legislation with FSB
principles.

4.2 Interim Report Observation : Macro-prudential powers

A number of jurisdictions have implemented new mamuadential toolkits to assist with managing
systemic risks. The effectivenesghafse for a country like Australia is not yet well established, and
there are significant practical difficulties in using such tools.

Policy options identified in the Interim Report:

1 No change to current arrangements.

1 Establish a mechanism, such as desdigm by the relevant Minister on advice from the
Reserve Bank of Australia (RBA) or the Council of Financial Reg(GFE&) to adjust the
prudential perimeter to apply heightened regulatory and supervisory intensity to institutions
or activities that jpse systemic risks.

1 Introduce specific macrprudential policy tools.

Page30 of 64 © AUSTRALIAN FINNCIAL MARKETS ASSOCIATION



AUSTRALIAN FINANCIAL MARKETS ASSOCIATION
SUBMISSION TO THE FINANCIAL SYSTEM INQNRERIM REPORT 26 AUGUSR014

AFMA comments

Various ommentators have noted that there are good reasons for Australia not to follow other
countries in making greater use of countyclical, macrgprudential policy nstruments. Kirchner
observesthat policy makers have yet to establish how greater coumtalical use of quantitative
controls over the supply and demand for credit, based in part on macroeconomic conditions, can be
effectively reconciled with a more degulated financial system in which financial market prices now
play the dominant role in allocating capital.

The Inquiry should be&ery cautious about recommending the introduction of any specific macro
prudential policy tools in the absence of a condddiiew about the benefits of such topknd in the
absence of a clearly articulated need to implement these kinds of mechanisms in Australia.

As articulated by th&SBthe defining elements of macrprudential policy are

91 the objective- limiting systenic or systemwide financial risk

1 the scope of analysisthe financial system as a whole and its interactions with the real
economy and

1 asetof powers and instruments and their governanpeudential tools and those specifically
assigned to macrprudential authorities.

According to the FSB, maepoudential policy is a complement to miepsudential policy and it
interacts with other types of public policy that have an impact on financial stability. No matter how
different policy mandates are structed, addressing financial stability and systemic risk is a common
responsibility. Many policies could and should influence financial stability and systemic risk, but not
all such policies should be considered magradential.

However, a 2011 report publied by the Bnk for International Settlementand prepared in
collaboration with the FSB and the I\Mk&id that while there was no widely agreed and comprehensive
theoretical framework for an optimal macigrudential toolkit, it identified three main categies for

such toolsthose that address threats to financial stability arising from excessive credit expansion and
asset price booms; those that address key amplification mechanisms of systemic risk linked to leverage
and maturity mismatches; and thoseahmitigate structural vulnerabilities in the system and limit
systemicspill oversin times of stres$.

The report noted that the instruments most commonly employed to address threats from excessive
credit expansion included timearying capital requireents, ceilings on credit or credit growth, caps

on loanto-value ratio and debt serviem-income ratio and a minimum margin and reserve
requirement. It says that while flexibility for a more tailored and targeted approach was\sdént,

there are alsdlimitations, and that the higher administrative costs may be more susceptible to
circumvention and, if taken too far, could inadvertently result in intrusive credit allocation.

"5 NJ { i SLIK S HustvaiaMIr& ijughfifie gén on macrprudential policg . dza Ay Saa { LISOGF G2NJ wp V

8 Bank for International Settlements, Financial Stability Board and Infemalt Monetary Fund Joint Report
Macroprudential policy tools and frameworgk®rogress Report to G20ctober 2011
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The report said limits on maturity mismatches and caps on foreign currencinéemeere key to
address systemic risks, while additional loss absorbency measures and resolution requirements for
systemically important financial institutions were among the most conventional tools to mitigate
structural vulnerabilities and lim&pill oversfrom stress.

An important caveat in the report was that most countries had calibrated the instruments based on
discretion and judgment rather than rules.

G2 KAET S NXzt & #heyKdn @efp tovoeksBnie dolicy inertia, enhance accountability,
andcreate greater certainty for the industgydesigning them may be difficult, especially when
multiple instruments are being used in combination. This is why rules are often complemented
with discretioné

The result is that there is not obvious guide to wiwols might be placed in the toolkit.

AFMA recommendation

AFMA does not have a recommendation for particular tools, but considers that adoption of a
conceptual framework for evaluating appropriate tools is needed as a starting point.

Identifying the ridpts tools for macreprudential policy requires a model linking the final objective with
the tools needed to get there. Analytical work carried out by the Bank of England and de
Nederlandsche Bank with others, has produced a-Biap plan to provide a sipte framework for
thinking about this issue.

Final Specific

problem

objective

The process begins with defining the final objective of mgraential policy. In the next step, the

kind of risks that pose the main threat to the objective are identifiedstep three, specific problesn

that may be causing the different types of risk are identified in some detail. In the fourth and final
step, the tools that could counteract the specific problems are identified.

Thelnterim Report notes that stress tests have been one of the early tdeldified as part of the
toolkit to evaluate banking systemEvaluating resistance to shocks that can affect normal functioning

is considered of high importance and at the root of the main objectives of m@adential policy.

The guiding principlenithe application of stress tests is that these exercises, considered as a diagnosis
tool, must help to evaluate and formulate regulatory and supervisory policies with the aim of
enhancing the soundness of the banking sector and the efficiency of finametahediation. This is
intended to improve the overall allocation of scarce resources in the economy, with the resulting
positive impact on the health of the financial system.
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In general, the main objective of tegiown stress tests is to evaluate the $asbsorption capacity of a
system under scrutinyThese stress tests aim to identify vulnerabilities while assessing and evaluating
the lossabsorption capacity of a given banking system when these vulnerabilities crystallise and
become real shocks.

Corsequently, macreprudential stress tests should be regarded as a supplementary tool for
supervisory activity, which provide firm and certain criteria to take proactive and reactive measures
to cope with the impact of a prdefined shock to the system.

In particular, a topdown stress test aims to provide an order of magnitude estimate of capital needs.
This is achieved by adding up ADI by ADI results based on a general model of the banking sector, rather
than on specific information and models at the widual bank level, which is the aim of a bottamp

stress test conducted by banks for their own internal purposes.
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4.3 Interim Report Observation : Implementation of international
prudential frameworks

Australia has implemented some aspects of globatlential frameworks earlier than a number of
jurisdictions. It has also used national discretion in defining capital ratios. When combined with other
FaLSOia 2F GKS LINUZRSYGAIFE FNIYS662N] FyR OFf OdzZ |
ratios (common equity tier 1) are around the middle of the range relative to other countries. However,
differences such as those in definitions of capital do limit international comparability.

Policy options identified in the Interim Report:

1 No change to cuant arrangements.
T alAydlrAy GKS OdaNNByid OFfAONIYGA2Y 2F | dzAGNF f Al
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global median. This does not mean that all individagpects of the framewdrneed to be
more conservative.
1 Develop public reporting of regulat@ndorsed internationally harmonised capital ratios with
the specific objective of improving transparency.
1 Adopt an approach to calculating prudential ratios with a minimum of natiosatefion and
calibrate system safety through the setting of headline requirements.

AFMA comments

As the Inquiry has identified, APRA has applied stronger definitions of capital and floors for loss given
default estimates for residential mortgage$tese ariances from the base line can result in Australian
banks appearing less well capitalised than their global pe€hss is particularly relevant given the
current dependence of the Australian banking industry foreign funding from the global capital
markets.

It is seldom the case that a osizefits-all calibration is applied across jurisdictions, rather that the
global prudential standard will serve as the base line against which discretion is applied in order to
compensate for nuances which otherwigkace one jurisdiction at either a competitive disadvantage

to others, or in a worsease scenariefully unable to comply with the global standard.

This was the case with the application of the Basel Il Liquidity Coverage Ratio (LCR), wheredt was cle
that Australia did not have the required stock of high quality liquid assets (HQLA) in order for ADIs to
satisfy the standard In response to this problemthe Reserve Bank of Australia facilitated the
provision of a committed liquidity facility (CL& part of Australia's implementation of the Basel Il
liquidity reforms, thereby ensuring that participating authorised deptedting institutions (ADIs)

have enough access to liquidity to respond to an acute stress scenario, as specified underdite liqui
standard.

This was clearlyrainstances KSNBE y I GA2y+f RAAONBOAZ2Y 41 & NBI dzi N
standards with the global median, and represented a pragmatic rather than conservative approach to
a complex problem.
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AFMA recommendati on

l Ca! 0StAS@®Sa GKIFG ! dza i NI fcbhritimed aridt&geted applidatdomNagd & Ga | N
national discretion when defining capital ratios, and that this discretion should demonstrate a
pragmatic approach rather than onikat is generallynore conservative than the global median.

Given:

1 dza NI f Al Yy depeydeniedn Breighukdihghd
9 local regulatory concerns that any course of action would reduce its national discretion
leading to rules less suited to Ak £ A | Qa dulinskahick Odzf | NJ OA NJ

the development of national reportimgf regulatorendorsed internationally harmonised capital ratios
specifically designed to improve transparency &acllitate the official measurement otheseratios
relative to contemporaries in other judgctionsappears to offer the best compromise and approach
to a complex issue Thiswill serve to ensure that the Australian financial system can be readily
compared and interpreted, and can therefore continue to attract foreign investrasnequired by
the banking community.
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5. CONSUMER OUTCOMES ANCONDUCT REGULATION

5.1 Interim Report Observation : Current disclosure obligations

The current disclosure regime produces complex and lengthy documents that often do not enhance
consumer understanding ohfincial products and services, and impose significant costs on industry
participants.

Policy options identified in the Interim Report:

9 No change to current arrangements.

1 Improve the current disclosure requirements using mechanisms to enhance consumer
understanding, including layered disclosure, risk profile discloanceonline comparators.

1 Remove disclosure requirements that have proven ineffective and facilitate new ways of
providing information to consumers, including using technology and electroniedel

9 Subject product issuers to a range of product design requirements, such as targeted regulation
of product features and distribution requirements to promgisovision of suitable products
to consumers.

9 Provide the Australian Securities and Investnse@ommission (ASIC) with additional product
intervention powers and product banning powers.

1 Consider a move towards more default products with simple features and fee structures.

The Inquiry seeks further information on the following areas:

91 Do similar isses in relation to the PDS disclosure regime apply to prospectuses, and is there
a need to review prospectus requirements?

1 What evidence is there on the effectiveness of financial literacy strategies in enhancing
consumer confidence and decision making artigular points in time, and in achieving
increasing literacy over the long term?

AFMA comments

A view is often gpressed that disclosure documents are defence documamdthat they are too

long, and overly complexdowever, the current form and conmt¢ of disclosure documents is driven

by the regime in the Corporations Act, the regulatory guidance issued by ASIC, (wbmine cases

has required more information than is stipulated in the Act to be provided in disclosure documents)
and by what is casidered to be market best practice in terms of the level and standard of disclosure.
ASIC has a significant influence on this aspect through its stop order and supplementary disclosure
powers. Issuers tend to adjust their documentation in response torgsevhere ASIC has intervened

or required additional disclosure to be made.

A combination of factors affect the overall usability of disclosure documents, incltiténgssuer
behaviour that is driven by the disclosure regime, the quality of financiatagvovided in connection
with financial products andlisclosure documents, the level of consumer literacy and ability to
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understand information about financial products but also more generally information about the
process of investing and the outcomesanfinvestment decision.

It is more likely to be a combination of these factors that have resulted in many of the poor outcomes
for investors that have been documented in recent years, rather than only issues related to the quality
of disclosure othe cortent and presentation oflisclosure documents.

AFMA recommendation

Thefinancial productegime in Australia does not ban m@strict access to particuldypes ofproducts
for retail consumers Even thedistinction in the Corporations Act betweeaetail and nonretall
(wholesalg consumers relates tthe value of the investment or the net worth of therson(ie. the
investor) and not theattributes or the risk profile of any particulgroduct.

Very few if any financial products available to retaiMestors have guaranteeabout performance or
return of capita) exceptfor basic banking products and some forms of general insurance.

The performance of a product cannot be guaranteed because market and economic conditions and
other extraneous factors areutside the control of a product issuer.

In the absence ajuarantessabout performanceA ¥ | LINRP RdzO0G & Tl Af aé GKSNB
of the following factors in play:

9 The product was poorly designeand therefore, unlikely to perform in themanner
anticipated

1 The disclosure was inadequate;

1 The product was not appropriate for the investor given thpgrsonal circumstances
(including their age, risk appetite and so pn)

1 The investor did not understand the product or the disclosure about theysh

1 The investor did not receive appropriate adviaag/or

9 The adviser ditiot understand the producbr the disclosure about the product

A fundamental question for polienakersin considering the design of the product disclosure regime

is how much 8k should investors be allowed to take? The answer to this depends on the nature of
the investor {e. whether they are retail or wholesale), the size of the investment and the
consequences of that investment failing.

The current regime operates on thadis that it is a matter for each investor to determine what their
needs are and how much risk they are willing to accept. The purpose of the disclosure regime is to
assist the investor in making thosedigions @ an informed basis.

Some otthe policy opions outlined in the Interim Report signal the possibility of a shift to a different
regimec for example additional product intervention powers and product banning powersASIC,
or amove towards more default products

AFMA would be concerned aboutiditional powers that enabled ASIC, for instance, to seek to ban a
product or a class of products based on subjective criteria determined by the regulator. There are
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sufficient existing powers in the Corporations Act under which ASIGtmaya product bimg offered
(interim and final stop orders) or require additional information to be included in the disclosure about
the product. ASIC also has powers to take action in relation to advertising, marketing and promotional
material about a financial product.

Ly ! Ca! Qa @ASs> AT ' dzadNItAlF gl a (G2 O2yaARSNJ
banned or have access restrictions placed on them (either in terms of the product itself, or the type
of investor) then large scale reform of the Corporatiéas would be required, including the principles

that underpin the wg the legislation operates. That is, decisions about banning products or
restricting access would be mebfsed, rather than principlelsased.

Defaultstyle products may have a placdlie financiakystemand are possibly a good option in terms
of reducing the overall cost of advice for consumelEar example,tiis likely that default products
would be offered through executieanly platforms, or scaled/limited advice arrangementsis may

be suitable for some consumerglowever, default products can only ever play a limited role as, by
their nature, they are unlikely to be innovative or produce anything other thstamdardisedeturn.

The other policy options in the Interim Rapappear to be aimed at enhancing the existing disclosure
regime.

If investors want choice the management of their financial affaitere must be a disclosure regime
that supports informed decision making. AFMA would be supportive of measures thaglp
consumers access all of the information they need about a product and to understand that
information. Some of these measures might include:

1 Comparative disclosure or mechanisms to enable investors (and their advisers) to compare
products. Product dsclosure documents would need to include some standardised
information to enable comparison to occimr a meaningful way;

9 The further development by third parties of comparison tools or ratings systems to assist
investors and their advisers to understarttbtkey features of financial products, and how a
particular product compares to other products in the same class. Any such tools or systems
must be free from conflicts of interest. The Government should examine whether there are
impediments to the furthe development of these types of services;

1 Use of technology tallow an investorand their adviserjo model product performance
scenarios based on a range of variabld$e modelcould red flag for examplewhen an
investor inputs a&ombination ofvariables that are not realistic, or outside the parameters of
reasonable assumptions; and

9 Disclosure equirementsin relation to areasonable band of return for a product. This is an
area that continues to be problematic for consumers who are not equippé&ddav whether
a suggested or indicative return is realistically achievable. If an investor wants to go outside
that reasonable band or invest in riskier assbigt offer a much higher rate of returrihen
those investments need to be either subject tery stringentregulatorycontrols on the one
hand, orotherwisebe caveat emptoand clearly flagged as such.

AFMA is not aware of any evidence to suggest that prospectus requirements in relation to equity
capital raising need to be amendedhelcurrentregime forequity capital marketandinitial public
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offeringsworks well, iggenerallywell understoodoy the investing publicand should not be interfered
with.

We have made other observations about access to equity capital mankegection 3.4of this
submission.

7

I y20S Fo2dzi ! Ca! Qa t NAYOALX Sa wSft A
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design and distribution of new financial products. In Octad@l2, AFMA issued principles relating to product apprg
for retail structured financial products (the Principlés).

The Principles are intended to support the product development and distribution process within firms that issug
structured financial products by clarifying the respective roles and responsibilities of the various parties involve
manner that promotes the fair treatment of individual investors.

Some of the key elements of the Principles are that:

1 New financial products shoulae subject to a robust internal approval process that requites objective re
and appropriate senior management sign off before they are offered to retail investors; and

1 The internal approval process and the associated procedures should be detailPdaduet Approval Policy;

1 AFMA recommends that members have in place a documented product approval framework which:

o Considers reputational risks in the product development and-sffjprocess, and has arrangemen

in place to identify and respond to repuianal risk issues;

0 Has clear roles and responsibilities to demonstrate accountability for those involved in all asp

the development and approval process;

0 Has clear criteria about what constitutes a new product, and when a streamlined approvat®
may be used (for example, where the firm has previously issued a very similar product), of
framework where such decisions are overseen by people separate from the business unit th
issue the product;

Incorporates effective scrutiny and claige;

Has an effective product suitability framework;

Manages any conflicts between the firm and the investor properly;
Takes account of changes in the external environment; and

0 Is subject to a robust review mechanism.

1  Firms should ensure that the produapproval process allows for review and challenge by the risk, compli
and control functions;

1 Firms should review and update as appropriate the product approval process on a regular basis to ens
it remains robust and fit for purpose;

1  Firms shouldnly offer a financial product that represents a genuine investment opportunity for inves|
although it may still be subject to risks; and

1  Product suitability for the targeted market segment should be considered by the product manager and
managenent at the product design stage;

1  The product should satisfy what is understood to be genuine client interests, and management of the @
dK2dzZ R SyKIFIyO0S G(KS FTANNVQE NBfFIGAZYAKAL gAGK A
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The Principles address the factors that issuers shoaitider in determining the suitability of a product for the targ
market.

Finally, the Principles set out a number of issues that product issuers should have regard to when entering into
distribution arrangements.

°{ 88 I cCa! Quww.gBaccaniailider Codes & Practices.
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5.2 Interim Report Observati on: Financial advice

Affordable, quality financial advice can bring significant benefits for consumers. Improving standards
of adviser competence and removing the impact of conflicted remuneration can improve the quality of
advice. Comprehensive financalvice can be costly, and there is consumer demand for {oostr
scaled advice.

Policy options identified in the Interim Report:

1 No change to current arrangements.

1 Raise minimum education and competency standards for personal advice (including particular
standards for more complex products or structures suclselmanaged sperannuation
funds), and introduce a national examination for financial advisers providing personal.advice

1 Introduce an enhanced public register of financial advisers (includingogew®ladvisers)
GKAOK AyOfdzRS&a | NBO2NR 2F SIFOK FRAaSNnRa O
managed either by Government or industry.

T 9yKFyOS GKS 1 dzaGNItAlY {SOdNARGIASAE yR Ly@Sai
individuals from manging a financial services business.

T wSyIrYS 3ISYSNrf FRGAOS Fa WwWalftSaQ 2N WLINRRdzO
can only be used in relation to personal advice.

AFMA recommendations

Professional standards and competency

AFMA strongly suppts the introduction of a clearly articulatedompulsoryframework to raise
professional standards and competency in the financial services ind#st@ncial advisers should be
NF¥A&SR (2 GKS adFyRINR 2F | & itNairndlist8/Ro athievd this S NE ®
outcome.

The industry has been engaging with ASIC for some time about concerns with the existing training
A0FyRINRA& FTNIYSG2N] ONBFSNNBR (G2 Fa GKS awD mncé
focus on this area tlmugh the Inquiry, the Parliamentary Joint Committee on Corporations and
Financial Services inquinhich is currently open for submissigrand the Industry Working Group on
Professional Standards of Financial Advisers (convened by the Assistant Theasurer

C2NJ GKS NBlFaz2ya 2dzif AYSR Ay ! Ca! Qa AYyAUGAIFf adzoy
submission), AFMA does not support consideration of the introduction of the possible components of

a framework (for example, the national examination prepd by ASIC) in isolation from all the other
components that are necessary to implement an effective professional standards and competency
framework.

New education, qualifications, training and competency standards should béleoed in a holistic

way. Any new framework that is introduced should ensure that the regimes administered by ASIC and
by the Tax Practitioners Board (relating to financial advisers who also provide a tax (financial) advice
service) are cordinated.
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AFMA supports the adoption of model akin to those that are in place for other professions in
Australiag for example, medical practitioners, legal practitioners and accountants. Components of
this type of framework would likely include:

1

Minimum educational qualifications in order fgain entry to the profession, or alternatively, a

minimum number of years of experience to accommodate more mature financial advisers who

may not hold tertiary qualifications. Over time however, it is highly likely all advisers will hold

tertiary qualifi@ations as a preequisite to employment in the financial services industry;

The successful completion of an assessment that would be applicable across the industry
regardless of the nature of the adviser or their employer, or the kind of advice business th
employer/licensee operates. The assessment might include a core component plus additional
Y2Rdz Sa GKFG NBEFGS G2 GKS FROAASNDRA | NBlFa 2F
Additional assessments that must be successfully completed in order to become a more senior
adviser,or advise on more specialist, niche or complex prodiatsn to a specialist medical
practitioner, or an accredited specialist or a senior counsel in the legal practitioner context)

Ongoing professional development and continuing education forthewhdle G KS | ROA & SN 3
AY 2NRSNJ (G2 YIAYyGFAYy GKS aF OONBRAGFGAZ2YE GKSe@ |
A strong focus on ethical behaviour and conduct, both atatheiser and the licensee levahd

Effective and stringent monitoring and review of the framework to ensucentinues to deliver

good outcomes for advisers and consumers

It is important that the framework applies across the whole industry to ensure the universal lifting of
standards.

AFMA is also of the view that advisers who give personal advice toetaihcustomers who are not

corporates or institutionstfat is- holders of AFSLs, listed companies and Government bodies) should

also be subject to the professional framework. KS a ¢S+ f 6 K¢ oySia |aasSdiaz A
investor is not always a gdgroxy for the level of sophistication of that investor, or their ability to
understand information in relation to financial decision making. Advisers who advise these types of
non-retail customers should be expected to be equally as competent and igaalis advisers who

advise retail customers. In that sense, the professional framework should be designed with the needs

of the customer in the forefront.

Register of financial advisers

The Inquiry is no doubt aware that the Government has convened astiydworking groupin which
AFMA is a participantp make recommendations on the implementation of a register of financial
advisers. The working group reported to the Governmen2rAugust 2014and we understand a
further announcemenby the Governmantis imminent.

The working group is also tasked with examining the options for the introduction of a broad framework
to improve the professional standards of financial advisers and is due to report to the Govermment
these issuefater this year.
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ASICpowers to ban individuals from managing a financial services business

LY LINAYOALX Sz ! Ca! Kla y2 202S00GA2Yy (G2 SyKIyOSY:
from managing a financial services businesthject to the normal procedural fairreprocesses and
natural justice.

Labelling of general advice

On balance, AFMA is of the view that general advicerientlyadequately distinguished from person
advice under the law. It may not always follow, though, that consumers fully understand the
difference.

Equally, it is not always going to be appropriate taxé | 3 aA F& 3ISYSNIf | RFAOS I a
0S aSttAy3a 2F I LINRPRd2OG Ay@2f @SROX GLINRBRdAzOG Ay
conditions, not a product) or one of a mattial myriad of other categories. This runs the risk of being

even more confusing for consumers. There is also the risk that information that should be categorised

as advice will be branded as something other than advice.

Ly ! Ca! Qa @A Sne b ingeSarsiaBodtIthR 4cap® 6f #hé attvice they will receive, what

the adviser is able to advise on, the approved product list of the licensee, and whether the licensee is
associated witlor is itself a product manufacturer will be of more assistanceasumers than re
labelling of general advice. The Future of Financial Advice (FOFA) reforms have made substantial
changes in relation to these areas.

5.3 Independence

The Inquiry seeks further information on the following areas:

1 Is there a case to morelearly distinguish between independent and aligned advisers, and what
options exist for doing this?

9 Would consumers be likely to understand the difference between aligned and independent
advisers and, if so, to what extent would this be likely to fagtodiz I O2y adzySNDRa RSO,
the advice?

1 Would consumers be likely to be sensitive to differences in the price of independent or aligned
advice?

AFMA comments

The discussiorabout independent versus aligned or vertically integrated advice businesisriee
move away from focussing on ownership structurésstead, the key issues to consider are whether
aninvestor receives good quality advice and products that meet their investment needs.

Consumers who receive advice from an adviser who is part afigimmed or integrated structure are
just as likely to receive good quality advice, even if this entails recommendatimng products
issued by an entity who is related to the adviser.

Page4?2 of 64 © AUSTRALIAN FINNCIAL MARKETS ASSOCIATION



AUSTRALIAN FINANCIAL MARKETS ASSOCIATION
SUBMISSION TO THE FINANCIAL SYSTEM INQNRERIM REPORT 26 AUGUSR014

Provided that

1 the investor understands the relationship between tdviser andanyproduct manufacturer
to whom they are related

f theadvice ancproducsYSSiia (KS Ay@dSadz2Nna ySSRa

9 the advice and theproducts do not costany more thancompletelyindependent advice or
unrelaed producs;and

1 the advice and the productse@not subject to conflicts of interest or conflicted remuneratjon

then from an overall perspective, that invessitouldnot be any worse off by dealing with an aligned
adviser rather than a completely independent adviser.

The costs of operating a congpbly independent advice business will be different to the costs of an
aligned business which might be subsidised by product manufachusome cases, an aligned advice
business may be able to offdinancial services taonsumers on a lower cost basbah an
independent adviser. This is probably not well understood by consumers. There is a-bfide
between offering financial services at a lower cost, and the likelihood that those consumers may be
offered products that are issued by a product manufaet related to the adviser.

AFMA recommendation

Industry needs to build on the reforms introduced under FOFA to ensure that consumers fully
understand the nature of the adviser with whom they are dealemgd what that meagin terms of
the financial serices that can be provided
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6. REGULATORY ARCHITEGQIRE

6.1 Interim Report Observation : Regulatory perimeter

The regulatory perimeters could be-egamined in a number of areas to ensure each is targeted
appropriately and can capture emerging risks.

Policyoptions identified in the Interim Report:

1 No change to current arrangements.
1 Introduce specific refinements to the existing perimeters, including:
o Prudential regulationt consider the case for prudential versus conduct regulation of
superannuation funds.
0 Retail payment systents consider a simplified and/or graduated framework with clear and
transparent thresholds.
o Conduct regulatiort consider the case to extend regulation to fund administrators and
technology service providers of sufficient scale, anghggelect market integrity rules to
securities dealers

AFMA comments

Ly | Ca! Qa3&egdekofy gysteniakersas Bivholdas grownconsiderablyin complexity such
that institutions need to be of a minimum scale in ordehBve the capacity taneet their regulatory
and compliancebligations.

Animportant regulatory perimeter issue that needs to be addressed is the one between financial
sector regulation and competition law. In a number of areas financial sector rules and policy are used
as the primay means to control competition for financial market infrastructure and financial
institutions. Examples of this are the moratorium on equities clearing and thepftdars policy in
respect of major Australian banks. Financial sector regulation aklsssraignificant barriers to entry.

The future development of the financial system, and wholesale banking and financial markets in
particular, will be substantially driven by the response of industry participants to the competitive
pressures they face in ¢hmarket place. Because the financial system is one of the most highly
regulated sectors of the economy, future policies adopted by the Government and the operation of
the regulatory and tax regimes will necessarily also be significant factors in shiagifigure design

and operation of the financial system.

The great practical challenge for government is to intervene in markets only in situations where this
is warranted by a market failure and this intervention will improtae butcome. Overcoming this
challenge requires a disciplined process that enables an objective and clear sighted review and
assessment of policy and regulatory proposals.

Competition in financial markets should work to the benefit of market participants and investors by
delivering lover prices, innovation and better market access. Therefore, AFMA supports the provision
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of an open, competitive environment for market infrastructure where it is of benefit to market users,
while giving the regulators the tools necessary to manage systéskic

Having regard to the above, the Government should work in conjunction with the industry to adopt a
strategic approach to the ongoing viability of the broader financial services sector in Australia that
balances the interests of innovation, competitiaregulationand consumer protection, and revenue
raising.

Since the Walllis Financial System Inquiry in 1997, Audtadiallowed a path of levelling the playing

field across financial services providers and financial products to enables@ttaralcompetition
following the principle of convergence. This proved to be quite effective and remains the cornerstone
of competition policy in the Australian financial sector.

Regulatory oversight was refoadto allow for convergence both among financiahgces providers

such as banks, smaller deposit takers, life insurance companies, superannuation funds and asset
managers so that functionally equivalent types of produetshether called banking, insurance, or
capital markets products could be superged under a coherent system and rulesd not be
regulated differently depending on what type of financial institution provides the service.

The policy objective of the regime was to not just to increase competition, but also to avoid regulatory
arbitrage and to reduce differences in the net overall regulatory burden of products. The increased
creation of complex financial products that straddle various markets and institutions was seen as
necessitating a common regulatory approach.

The soundness of thisonceptual approach was demonstrated by theblems highlighted with
diffuseUS financial sector regulatiavhich resulted in inadequate supervision of financial institutions
like AIG

The rapid evolution of financial market infrastructure around the glalrsiven by a huge volume of
financial regulation reform in many jurisdictignand commercial competition driven by the
reordering of global economic activity mean that careful attention needs to be paid to the broad policy
framework for financial markenfrastructure within its overall economic and competition context.

AFMA recommendation

AFMA has consistently supported the need for a holistic policy review of financial market
infrastructure regulation, particularly with regard to clearing and settlemiefrastructure which
integrates market integrity goals with consideration of competition issues and market efficiency. This
is in order to produce a strategic policy framework that provides clearly articulated principles to guide
law reform and governm& decisions affecting ownership and control of financial market
infrastructure, in a way that provides long term consistency and predictability for the market.

Discussion of competition in the financial sector has traditionally focused on the effects of
globalisation and the impact of foreign market entrants. Integration into globalised financial markets
is now an established feature of the Australian economy and competition policy should fully factor
this fact into the policy framework.
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Attention now neels to be directed to the question of complexity. Complexity is increasing due to
the changing nature of financial services provision and the intensity of regulation. Financial services
industries are continuously changing, not just due to the removdlanfiers and increased role of
non-bank financial institutions, but also due to increased globalisation and technological progress,
which are all affecting the degree and type of competition. Even in market segments where
competition has been intense andbefits in terms in access and costs have been veryfate,

such as wholesale and capital markets, hew competition policy challenges are arising nationally and
internationally. The consolidation of financial services industries, the emergence of ¢doba)
players, the large investments in information technology and brand names necessary to operate
effectively and to gain scale, and the presence of large sunk costs make it difficult to assure full
competition. The increased importance of networksaiso affecting the nature and degree of
competition.

Account needs to be given to the impact of the greatly increased level of regulatory intervention into
financial market activities since 2008. The great increase in the intensityolfation means thia
large scaleorganisations are more and more the only ones able to have the resources to meet
requirements of financial sector regulation. Overtime this will have an impact on competition in our
market for existing players and significantly raises besrie entry.

6.2 Interim Report Observation : Independence and
accountability

Australia generally has strong, wedlgarded regulators, but some areas of possible improvement have
been identified to increase independence and accountability.

Policy optionsdentified in the Interim Report:

1 No change to current arrangements.

1 Move Australian Securities and Investments Commission (ASIC) and Australian Prudential
Regulatory Authority (APRA) to a more autonomous budget and funding process.

1 Conduct periodic, legiled independent reviews of the performance and capability of

regulators.

Clarify the metrics for assessing regulatory performance.

Enhance the role of Statements of Expectations and Statements of Intent.

Replace the efficiency dividend with tailored butdgecountability mechanisms.

Improve the oversight processes of regulators.

= =4 =4 =

AFMA recommendation

Existing arrangements provide regulators with the right degree of independence and autonomy.
AFMA does not agree with the idea of moving APRA and ASIC taator@mous funding without a
complete rethink on the issues of cost recovery and ad hoc industry levies. In our first round
submission AFMA highlighted the overall ad hoc nature of the cost recovery process across the
financial system. Th@vernment preess for establishing and reviewing recoverable costs should fit
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within a coordinated economic policy framework that takes into account the econeitly impact
of multiple service charges.

Funding

Cost recovery is a rapidly growing impost on the sectorthatk is no apparent consistency of policy

or logic across the various levies and chardgdss is in part because the objective of cost recovery is
some cases more fiscal and short term in nature than it is to promote effective financial sector
regulaton in a principled and disciplined way.

The Inquiry could contribute to the future development of our financial system by recommending to
the Government a clear policy on cost recovery for regulation that is driven by a focus on the
beneficiaries of regalttion, and on the actual regulatory risks posed by different business models.

Bearing in mind that governments, the broader public and investors are the key beneficiaries of
financial regulation, the Inquiry should recommend the following principles td@3breernment:

1. The sole objective of a cost recovery mechanism should be better regulatory outcarosts
recovery should not be implemented unless there is a clear positive link between the
associated cost recovery mechanism and the core objectives ofatemy

2. A cost recovery mechanism should not be adopted unless the associated moral hazard can be
controlled and effective accountability mechanisare put into place; moral hazard arises
because neither the regulator nor the Government have to paytfentilisation of resources
by the regulator, so there is no effective discipline or constraint to support regulatory
efficiency;

3. A cost recovery mechanism should have a neutral effect on competition, including the
provision of technology and innovativequiucts and services, within the financial system;

4. Cost recovery should be applied on a consistent basis across the financial sector and take
account of benefits that flow to governments, including higher tax revenues and improved
national securityand

5. Judgement about the utility of costs recovery within these terms should be made solely in
accordance with the circumstances of the Australian financial system and ecoaonhyot
by reference to the situation in overseas financial systems.

Cost recovery meases should be subject to effective governance and accountability arrangements
to ensure that administrative costs are reasonable and contained over the long term. Attention needs
to be paid to the general policy concern that without effective checkslatdnces in the design of

the system, the ability to cost recover can make it easier for agencies to justify inefficient practices,
because by virtue of making no net call on Ba/ernment budget they do not face the same level of
official scrutiny. Thelality to raise revenue that is deemed to be partly sheltered from budgetary and
Parliamentary scrutiny because of its dedicated sourcing and application reduces incentives to be cost
effective.

In relation to the proposition that regulatory costs should proportionately borne by those
contributing to the need for regulation or benefiting from that regulation, this is one of the most
problematic areas of the current cost recovery arrangements.
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In relation to much of financial sector regulation it is mark¢ermediariesy 2 & G KS a0 Sy STA OA
the regulation who bear much of the cost recovery burden. Too ofterarket intermediaries are

seen as easy points for revenue collection and made to bear the burden of cost recovery revenue
collection.

New Government costs and charges are an impost on business that affect how the competitive
environment and the relative attractiveness of doing business in Australia, compared to other
jurisdictions, are viewed. Most charges associated W@tlwernment activites, particularly those
related to regulatory activities, are paid by firms rather than individuals. To the extent that they are
then passed on to counterparties (including retail clients), increased prices or a reduction in the range
of products or serviceavailable will result.

Independence, autonomy and oversight

The creation of separate regulatory agencies with a high degree of autonomy from governments has

been a recommendation of institutions such as the IMF and is a point raised in FSAP assedsments 0

the Australian financial systemTheserecommendations are prompted by the laudable desire to

protect financial regulation from corrupting influences, cronyism and-iintdfested business and

pressure group influences driving political interferenc@ngistency and objectivity are to be highly

Gl fdzSR Ay GKS TRYAYAAUGNIGA2y 27F NB 3 dah bxdeledty ® I dz
track record andeputation in this regard. Proper systems of accountability are a key reputational

factor.

In considering how accountability should be approached, the work of Quintyn and *faglor
commended to you. They describe a set of principles to follow:

w Agency independence is never absolute. The executive brawtich, in a democracy, is
accountable & voters delegates power to the agency. The agency therefore needs to give
an account of its activities and, if necessary, to take action to redress its shortcomings.

w Accountability is not synonymous with control. It entails a network of complementary and
overlapping oversight mechanisms and control instruments under which no one actually
O2yGiNRfa GKS AYRSLISYRSyd |3SyoOes &Sd GKS | 3S,
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independnce by giving its actions legitimacy. The agency builds its reputation by explaining
to the public how it is pursuing its mandate and allowing the public to express their views
about its policies. A regulatory agency with a good reputation is more lifxddg trusted by
the public and given the benefit of the doubt in controversial cases. And a good reputation
Ffaz2 o02faidSNBR GKS | 3SyOeQa AYRSLISYRSyOSo®

10 Eva Hiipkes, Marc Quintyn, and Michs¢. TaylocrL aC 2 2NJ Ay 3 t | LISNJ npkpmE a¢KS 1 002 d:
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Clarify metrics for assessing regulatory performance

While simple metrics, such as the number of enforcatractions provide attractive public reporting
opportunities for regulators, one needs to be cautious and avoid placing too great a rediarbes
asameasure of performance atscan result in misplaced incentives to regulators which can misdirect
their efforts.

C2NJ SEFYLX S Ay NBftIGA2y dpordiohFl@masndrg pravision©vith 2 v & =
high penalties deterring market misconduct whidgh effectively administered through steadfast
surveillance should deter misconduct in thiirst place- leading to a low incidence of cases being
detected and followed up. A low number of enforcement actions may actually demonstrate a vigilant

and effective regulator.

Lid Aa GeLAOlIffte Y2NB RATFTAOAA { agdirst ityrBandatdaNa it I Y I NJ
is to measure the performance of a monetary authority, such as a central bankelldefined
aGrddzi2aNE 202SOGAGS | 3FAyald 6KAOK (KS F3SyoOeQa L
a key requirement for holding ingeendent agencies accountableFor central banks this is,
increasingly, price stability, and central bank performance can be readily measured against this stated
objective.

For market regulators, the issues are more complicated on three countgeegiudator@goals may not

be explicitly or clearly articulated in the lawlarket regulators often face multiple objectives such as
protecting investors and maintaining market integrity and these objectives are typically hard to
measure.

6.3 Interim Report Observation : Regulator cooperation and
coordination

5dz2NAy3 GKS DC/ FyR 0S@2yRX !dzadNIfAlFQa NBIdzZ I
although there may be room to enhance transparency.

Policy options identified in the Interim Report:

1 No change toarrent arrangements.
1 Consider increasing the role, transparency and external accountability mechanisms of the CFR:
o Formalise theole of the CFR within statute;
0 Increase the CFR membership to include Australian Competition and Consumer
Commission, Australh Transaction Reports and Analysis Cerangl Australian
Taxation Office;
0 Increase the reporting by the CFR.
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AFMA comments

Functioning of CFR

Ly !'Ca! Qa FANBRG &adzoyYAiaarzy ¢S [FINBSR $6AGK GKS
financial secto regulation which brings the relevant parts of government together. AFMA believes
this existing arrangement can be built upon to provide the forum for strategic policy coordination of
the financial sector regulators.

We also pointed out the importance a@bordination between financial sector regulators under a
process that provides for coherent and integrated policy guidance to them. In conjunction with our
emphasis on the importance of the distinction poliapaking and creating law from the administiati

of law by a regulator and primacy role of the Treasury in patieking, wesuggestedhat the Inquiry
should considela recommendation tgout the Treasury in a position to fulfil its core function to
provide coherent and integrated policy guidance thgh chairmanship of CFR. This proposal was
predicated on our other recommendation that Treasury needs sufficient resourcing to do policy
properly and have an upgraded capability. We are concerned now that the policy capacity of the
Treasury is being sexady curtailed by cuts to its budget with consequent loss of experienced #taff

a consequenceéreasury does nappear tohave the ongoing capacity to provide adequate secretariat
support and direction to CFR.

AFMA recommendation

The creation of a sepate, independent secretariat for CFR we feel would demand additional
government resourcing that would detract from more efficient use of resources in the policy area. In
this context, we believe that continuance of the current arrangement under whicRB® chairs CFR

and provides Secretariat support should continue. This recommendation is based on the belief that
the RBA is best placed to provide the resources to give economy and system wide strategic direction
to the work of the CFR.

We do not recommad that the processes of the CFR should be overly formalised. However, the public
reporting approach it has adopted towards its work on OTC Derivatives Reform provides a sustainable
and practical model to follow in relation to other areas of work it erggam. For example, the
publication of market assessment reports and the holding of public forums alongside the maintenance
of its website would be a good approach to follow.

Expansion of CFR membership

AFMA agrees with the proposal that the CFR membershould be expanded to include all financial
sector regulators, including ACCC and AUSTRAC. Coordination of regulatory activities is an important
part of improving the efficiency of regulation. Alongside this reason, bringing regulators together to
think from a system wide perspective how their activities relate to economy and system wide policy
objectives should be of benefit to the financial system.
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6.4 Interim Report Observation : Regulator mandates
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to emphasise competition matters. In addition, ASIC has a broad mandate, and the civil and
administrative penalties available to it are comparatively low in relation to comparable peers
internationally.

Policyoptions identified in the Interim Report:

1 No change to current arrangements.

9 Strengthen competition considerations through mechanisms other than amending the
NEJdz F i2NBQ YIYyRIFIGISao
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1 Review the penalty regime the Corporations Act.

AFMA comments

In section 6.1we noted that perimeter boundary for competition regulation needs a more fully
developed strategic framework in which to work in order to delineate the objectives and roles of
regulators between the ACG&th general competition policy and sector specific role of the other
financial sector regulators.

It is the objective of the ACCC to promote competitid¥e suggesthat the aim should be to pursue
adaidsSy STFFTAOASYO& NI (K Siddquipkdd y¥ind dtQuatdmelStd dealiRg2wf © ¢ |
many sectors and to applying the law in a way that reflects each of their special characteristics;
competition law can already be interpreted sufficiently flexibly to take the special traits of the financial

secta into account. The adoption of different standards is not required.

In considering the role of competition in the context of financial sector reguiat is relevant to
consider features of financial markets that may justify different treatment compsaredher sectors

and the question of whether there are any special economic features of financial markets that would
justify different treatment.

The balance between competition and stability is an important consideration, and the extent to which
competition policy should be applied to the financial sector where systemic stability is important is an
area that needsnore thoroughpolicythinking.

This leads to theguestionof to what extent stability considerations should influence the design as
well as he application of competition policy. The application of competition policy presupposes stable
market conditions. Competition policy is meant to address the potential anticompetitive effects
stemming from individual cases rather than from a generalisadhdn. Competition policy in the
financial sector needs to take account of systemic risk and the need for decisive action in the event
that APRA needs to stepto resolve a failing ADI.
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6.5 Interim Report Observation : Talent management

To be able to péorm their roles effectively in accordance with their legislative mandate, regulators
need to be able to attract and retain suitably skilled and experienced staff.

Policy options identified in the Interim Report:

1 No change to current arrangements.
1 Review nechanisms to attract and retain staff, including terms and conditions.

AFMA comments

AFMA supports wellesourced regulators with highly qualified and experienced staff.

AFMAwould not agree with suggestiorthat regulators are staffed by public servanthiavhave
neither carenor regard for the work they do. In fact, employees with strong regmaéxperience
are highly sought aftewithin industry. This interchange pérsonnel is valuable in the long run both
for regulators and industry.

This issue islearly linked to funding of regulators. However, it is debatable whether the same or a
smaller number of more highly paid staff within a regulator would result in tangibly different
regulatory outcomes.

Ly ! Ca! Qa @ASs3I (KS D2 0 E&ydawrs sfd adeq@a@IR d@souiced wih/ & dzZNB
sufficient staff to perform their functions, rather than continuing to cut back resources with the
expectation of the same or a higher work output. It is more likely this issue that has a greater impact

on the ability of regulators to retain staff.

AFMA recommendation

Regulators should be adequately resourced with sufficient staff to perform their functions.
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7. TECHNOLOGICAL OPPORNITIES AND RISKS

7.1 Interim Report Observation : Regulation in a digital
envir onment

Technological innovation is a major driver of efficiency in the financial system and can benefit
consumers. Government and regulators need to balance these benefits against the risks, as they seek
to manage the flexibility of regulatory frameworkasdathe regulatory perimeterGovernment is also
well-positioned to facilitate innovation through coordinated action, regulatory flexibility and forward
looking mechanisms.

Policy options identified in the Interim Report:

1 No change to current arrangements.

1 Amend regulation that specifies using certain technologies with the aim of becoming
technology neutral. Amendments should enable electronic serd@®ery to become the
default; however, they should include oput provisions to manage access needs for
segments of the community.

9 Adopt a principle of technology neutrality, for future regulation recognising the need for
technologyspecific regulation on an exceptions basis. Where technedpggific regulation
is required, seek to be technology neutral kit that class oftechnologies.

1 Establish a central mechanism or body for monitoring and advising Government on
technology and innovation. Consider, for example, a pyiiicate sector collaborative body
or changing the mandate of an existing body tclille technology and innovation.

i Establish a wholef-Government technology strategy to enable innovation.

AFMA comments

Technological innovatiois one of the majoinfluences ofchange in the financial system in Australia
Innovationimproves efficiengy and competitionwhich benefis individual consumers, corporate and
Government bodies.

The pace of technological change that effects business and markets ateunsuchfasterrate than
regulatory change.This is also true for segments of the communithere it is difficult for them to
absorbchangesand the implications of those changes. This may not méaat more regulationis
needed, but rather, could include stronger and deeper collaboration and engagement with the
industry via market wide bodieend associations to enhance visibiktyd understandingf change in

a timely manner. Regulatoshoulduse market based forums to ensure they are able to balance the
benefits of technological innovation with the challenges tbhangealso bring, via ron-traditional
ways of doing business.

Page53 of 64 © AUSTRALIAN FINNCIAL MARKETS ASSOCIATION



AUSTRALIAN FINANCIAL MARKETS ASSOCIATION
SUBMISSION TO THE FINANCIAL SYSTEM INQNRERIM REPORT 26 AUGUSR014

AFMA recommendation

A principlesbased approach to technological change and sponsorstafher than assigning
regulationto specific pieces of technologwould be a more practical approach to market wide
delivery am adoption. A technologyneutral approach will ensure that there is a broader application
of the intent of the application of a change orein the first placeandwill helpto maintainrelevance

of that regulatorystance in the longer term.

It has keen noted by a number of economic commentators that because of the fast pace of
development of new products, a principleased approach to regulation using broadly applicable
concepts has been advocated in a number of submissions timtjugry. Howeveras alluded to in the

Interim Report, regulation that is broad and general (taking as an example Chapter 7 of the

I 2NLI2 NI GA2ya ' O0 IyR GKS 02yOSLIi 2F AGaFAYIYOALlf
interpretation, a comprehensive exceptions @@ anddetailedguidance from regulators.

As innovation and technological change occurs at a faster pace than regulatory chaargiet
participants, trade bodies and regulatarsust at the very least have insight into trends and events.
Thelag in the &ility of regulators and the market to keep up with technological change does not mean
that innovation and technological change should be stifled or controll&de principlesbased
approach along with continual engagement between market participadsyernment bodies and
regulators will ensure enough information is availagbethatinformed decisioamaking can occur at

all levels.

The key is to ensure that technological innovation is fostered and thacurstransparentlywithin
the perimeters of tle financial systento enable choicandlimit unnecessary riskvhile ensuringhat
it can drive efficiencies and benefits to consumers.

Innovation suppoi and encouragesew entrants to the marketwhich will drive competition and
produce a more diversproduct offering as well as helping to produsigarper, more competitive
pricingfor the consumer.

7.2 Interim Report Observation : Managing information

Access to growing amounts of customer information and new ways of using it have the potential to
improwe efficiency and competition, and present opportunities to empower consumers. However,
evidence indicates these trends heighten privacy and data security risks.

Policy options identified in the Interim Report:

1 Review and assess the new privacy requiremesmtsyears after implementation to consider
whether the impacts appropriately balance financial system efficiency and privacy
protections.

1 Review recordkeeping and privacy requirements that impact on crbesder information
flows and explore options famproving crossorder mutual regulatory recognition in these
areas.
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1 Implement mandatory data breach notifications to affected individuals and the Australian
Government agency with relevant responsibility under privacy laws.

1 Communicate to APRA continuimglustry support for a principlesased approach to setting
cloud computing requirements and the need to consider the benefits of the technology as
well as the risks.

AFMA recommendation

A two year review period after implementation to consider the impaofsthe new privacy
requirementson the financial system would seem to be the right direction to ensure thard¢iselts
of the changsarein line with expectations.

Importantly, there must be a review to ensure that tkbanges havaot inadvertentlystifled business
growth - in particular any impacs on those firms wishing to locate or establish themselves in
Australig where they have cross border business and dealings that require an open flow for their own
internal use (as opposed to the open tsdar of financial data between companiesjingapore is a
good example of a location where there aict data privacy rulesadministered by he Monetary
Authority of Singaporeto protect their local businesses and consumérs where there isalsoclose
market engagement and monitoring to ensure adherence to regulatory requirements.

In their submissions to the Inquiry,any market participantBave noted the desire by multiple bodies

to access data, especially in the context of cogsler mutual egulatory recognition, and the costs
that result from compliance with these requirementSimilarly, it has been suggested that there
should be a more formal cost benefit analysis of mandatory requirements prior to implementation.
Increased access to ¢omer information, or data breach notifications may enhance efficiency and
competition for the benefit of consumers, however there is merit in maximising effectiveness of
changes via a rigorous analysis prior to implementation.

The benefits of cloud tectology are understood within the financial servicesctor, but such
G§SOKy2t23e LIXIFOSa | FTANYQa O2yiNRf 2@0SNJ 6GKSANI A
accountability should there be a breach in securithis may be compoded where aarvice provider

resides offshore.

7.3 Interim Report Observation : Security

¢CKS FAYlFIYOALI € aeaiusSyQa akKATO G2 Fy AYyONBFaay3ate
the need to improve digital identity solutions. Government has the abilityaddithte industry
coordination and innovation in these areas.

Policy options identified in the Interim Report:

1. Review and update the 2009 Cyber Security Strategy to reflect changes in the threat
environment, improve cohesion in policy implementation amdgvess publigprivate sector
collaboration.
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2. Develop a national strategy for promoting trusted digital identities, in consultation with
financial institutions and other stakeholders.

AFMA comments

In the context of increasing threats to cyber security, litterim Report notes that new entrants with
f S4a a2LKAAGAOFGSR RFEGF &aSOdzNRAGe LINRPGSOGA2ya YI &
cybersecurity purposes.
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as well as increasingonfidence Government could assist in developing a centralised system of
trusted digital identities, or could facilitate the development of such identities by guiding commercial
providers, for example by setting stdards for interoperability.

Any national strategy for promoting trusted digital identities shoulddegelopedin the context of
global initiatives such as the debate surrounding Legal Entity Identifidrese types ofonsidered
deliberations shoul also assist in minimising potential costs as noted in our resparsection 7.2

Page56 of 64 © AUSTRALIAN FINNCIAL MARKETS ASSOCIATION



AUSTRALIAN FINANCIAL MARKETS ASSOCIATION
SUBMISSION TO THE FINANCIAL SYSTEM INQNRERIM REPORT 26 AUGUSR014

8. INTERNATIONAL INTEGRATION

8.1 Interim Report Observation : Impediments to financial
integration

lf 0K2dAK StSYSyda 27F ! dza G NI §iktégted, anurgbernbf@dtdntial a & a G S
impediments have been identified. Financial system developments in the region will require continuing
Government engagement to facilitate integration with Asia.

The Inquiry seeks further information on the following ase

w What are the potential impediments to integration, particularly their relative importance, and
the benefits to the broader Australian economy that can be demonstrated if they were
removed?

w Where is future Government engagement needed to facilitategragion with Asia?

AFMA comments

Australia has benefited significantly from economic integration with the rest of the world and financial
markets have contributed significantly to this outcome. International capital markets and financial
institutions playa vital role in funding our economy and financing business investment. In addition,
market based pricing for foreign exchange and interest rates help the economy to absorb the effects
of changing conditions in key trading and investment partners. Thketsalso provide a wide range

of cost effective hedging and risk management facilities to business that need to manage the
associated price volatility.

While international integration provides valuable diversification opportunities for funding and
investment by Australian entities, the corollary of this is the risk of contagion, as events in other
economies will have some impact on performance of the Australian financial system and economy.

By its very nature, the risk of contagion is not unique to Nustt A I = &2 A0Qa y2d & dzN
regulatory reform of the banking and financial markets industry has in part been directed to reduce

this risk!! The effect is to weaken the connectivity between global banks and also between global
markets and redted infrastructure. These constraints introduce unavoidable business and market
efficiency costs but the judgement has reasonably been made that the financial stability benefits will
exceed these costs.

However, the implementation of national financiaform programs in jurisdictions such the US and
EU have been conducted in a manner that has introduced avoidable costs and, thus, has reduced

11 For example, one of the challenges is that most banks have significantenates operatiors to meet the needs of their
business clients and this connection can be a conduit for contagion. Specific measure like the Basle liquidity reféoms seek
address this risk require the local operations to maintain a minimum local pool of liquidity sefiama the other parts of

the parent bank. Thus, banks are limited in their capacity to manage liquidity on a centralised basis.
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market efficiency and placed a brake on desirable integration of financial marketsexample, the
International Svaps and Derivatives Association (ISDA) has publishddree that OTC markets have
fragmented along geographical lines since the start of the swap execution facility (SEF) regime in the
US in October 2013.

More generally, thre is a failure to deeslop and implement global standards consistently, or
coordinate effectively, on the evolution of rules at the development stage, resulting in growing
incoherence and conflict surrounding rights of access and the regulation ofluwodsr business
Thisis impeding the desirable integration of international markets.

TheCrossBorder Regulation Forum (CBRFhich is a global industry group that AFMAct@irs,is
providing significant input into the work being undertaken by the IOSCO Task Force ebocdess
regulation®* CBRF &s written a Reporthat provides comprehensive practical examples of harmful
disconnects between key national regulatory regimes s@id out specific recommendationfer the
development of common regulatory standartts

The failue by the global governments to overcome these problems will have adverse implications for
Australia, as a highly open economy with significant reliance and connectivity to foreign financial
markets.

Australia is well placed through its leadership rol&i 20 the active participation of our regulators in

the key global regulatory forums to promote progress towards a more sensible and coherent approach
to challenge of ensuring fully effective international integratié¢iar example, upcoming G20 Finance
Ministers meetings will consider the proposals of the Financial Stability Board to achieve greater
financial market regulatorgoordination. This approach would improve international integration
without compromising Australian standards for financial dtgband conduct.

There is also an Asian dimension to this issue that should be reflected in the Australian response.
Gonsistent with their need for more sophisticated financial systems to support their economic growth
and development, many Asian couiels are deregulating and expanding their financial markets, which
necessarily involves greater international integration. Australia has great common interest with Asian
countries in ensuring that the global financial regulation reforms are appropriatthéoregion.
Therefore, it is important that an Asian regional perspective be taken into account in the Financial
Stability Board and with standard setters like the Basle Committee.

12 Revisiting CrosBorder Fragmentation of Global OTC Derivatives:-)éiar 2014 Update, ISDA, 24 July 2014.

13 The CrossBorder Regulation Forum was created by an international group of financial services trade associations,
including AFMA, investment banks, brokerage houses, market infrastructure operators and consumers of financial services,
to help improve and encourage theatbgue on international regulatory standards to engage at an industry level with the
IOSCO Task Force.

14 The Report is available at the following liBBRF Report 28 May 2014
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AFMA recommendation

The Inquiry should recommend that the Government snciapacity as a G20 member should actively
promote and support initiatives to achieve greater international coordination of financial market
regulation.

The Inquiry should recommend that the Australian regulators Governmastralian regulators
should cotinue to be active participants in international standard setting bodies and use their
influence to support measures that support the effective coordination of internaticegallation.

The Inquiry should recommend that th&ustralian Governmentand reguators should work in
conjunction with relevant Asian counterparts to ensure that the regional view and the economic
interests of the region are most effectively represented in global political and regulatory forums.

We note that the above analysisand2e¥ YSY Rl GA2y & | NB &dzLJLX SYSy i NB
first round submission to the Inquiry.

AFMArecommendedn our first round submission that:

1. The Government should give a firm commitment that it will give a high priority to measures
necessary to susta an internationally competitive financial sector and communicate this,
together with expectations and targets, to its relevant agencies.

2. A Treasury Minister should be given responsibility to champion Australia as a financial services
centre, both withingovernment and externally and to work with State counterparts to
O22NRAYIGS LRtAOASE (G2 LINRPY2:GS ! daAadNY Al Qa 7.

3. The regulatory and tax recommendations in the Johnson Report should be implemented and
other measures since sought by industryXoy LINE @S ! dza i NJF ft Al Q& O2Y LIS
examined.

The AustraliarGovernment and the industry have a proven capacity to develop the policies required
to build on the opportunities provided by Asian economic growth and developmidotvever, we
have rot made this outcome a priority in the past and by falling short in our execution we have lost
business to overseas locations

The offshore banking uniDBU) regime is a good example. Australia needs an effective regime to
compete with centres like Spapore and Hong Kong. However, we still have not eliminated
uncertainty about expense allocatipeven though that issue was identified@seding to be resolved

as far back as 199More recently, interest withholding tax reform was promised on a def@gibasis

in 2010, then put back for another year in 20and now the reform has been dropped.

This record of announcing good policy intentions but then failing to deliver has dented industry
O2yFTARSYOS Ay (KS RSLIIK 2 T etpoaiofifiNandiah derGices ahd/iis Sy G G
commitment to maintain a competitive regime in the long run. The Government has the capacity to
OKFy3aS GdAlGdzRSEa LRaAGAGStE e (261 NRA ! dzAGNI T Al Q&
This must be donentough a number of concrete steps that demonstrate its intention. First order of
business in this context should bmplementtion ofthe Johnson Report reformsthe report was

issued in 2009 but many of its recommendations have yet to be implemented
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International business is conducted within an integrated framework of trade, investment and taxation
agreements. To take greatest advantage of the Asian opportunities, the Government will need to
commit resources to ensuring that our international agreenseand supporting relationships are
contemporary and effective.

This involves a broad range of activities but, to illustrate their importance, some relevant current
example of relevant matters:

I Maintenance of tax treaties

(a) Negotiating a tax treaty with HapnKongg Australiadoes not have a tax treaty with Hong
Kong, despitextensiveand growing commerciaélations Hong Kong has in recent times
engaged in a concerted effort to expand its Treaty network, such that since 1 January 2010
the number of Trea@s concluded has increased fromto 30, with a further 14
jurisdictions currently in negotiationsAFMA understands representatives from Hong
Kong have approached Australian Government officials to commence negotiations on a
Double Taxation Treaty butig yet to materialise. This tax treaty would be an important
step in enhancing the effectiveness of the Investment Manager regime, a key
recommendation of the Johnson Report;

(b) Negotiating a tax treaty with Luxembourg in a similar vein, Australia has ngéet
commenced negotiations on a tax treaty with Luxembourg, notwithstanding regular
overtures from Luxembourg government officials. A tax treaty would be similarly useful
in the implementation of the Investment Manager regime, given the significant ool
funds that are held in Luxembourg;

(c) Updating the tax treaty with ChinaThe current treaty dos not effectively provide relief
from Chinese capital gains tax in respect of the disposal of portfolio investments in
Chinese companies. Renegotiation shqullite Australian investors on an equal footing
vis-a-vis investors from other jurisdictions and is an important step in allowing access to
the Chinese capital markets.

1 Maintenance offree trade agreements
Negotiatinga free trade agreement (FTAJith Chna - Australia and China agreed in 2005 to
commence negotiations on a Free Trade Agreement (BiiAle basis that it could deliver
significant economic benefits for both Australia and ChiNagotiations are ongoing.

9 Building government and industry tationships
The Asian capital markets are becoming more integrated and forums like ASEAN and APEC are
promoting this processThe overall objective for Australia should be to promote development
of Australian financial markets through participation in fim@cess of Asian financial market
integration. Australia has played an active role in promoting the A%&aific Financial Forum
agreed to by the APEC finance ministers in IndonesisSksiember. Ongoing commitment
by the Government at this level witluild understandings and relationships that provide
framework for the development of policy and regulatory positions to assist Asian financial
market integration.
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As a general comment, we would advocate closer integration between the negotiation aridsionc

of free trade agreements and tax treaties. We have seen instances where the best intentions of free
trade agreements have been frustrated by either the absence of a tax treaty, or a treaty that does not
exhibit current international best practiceAs noted above, a prime example would ne that to the
extent a free trade agreement is concluded with China, there would still not be significant investment
from Australia into the Chinese equity market due to the tax treaty not effectively relievingeltaibl

on the disposal of Chinese securities.

8.2 Interim Report Observation : Cross border regulatory settings
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have been successful. Domestic regulatorycesses could be improved to better consider
international standards and foreign regulation, including processes for collaboration and consultation

about international standard implementation, and mutual recognition and equivalence assessment
processes.

Poicy options identified in the Interim Report:

1 Improve domestic regulatory process to better consider international standards and foreign
regulation T including processes for transparency and consultation about international
standard implementation, and mual recognition and equivalence assessment processes.

AFMA comments

As we outlined in our first round submissiohetfinancial sector, and financial markets in particular,
are now to a much greater degree dependent on international regulatory standaesg|aped by
bodies like IOSCO and the Basle Committee on Banking Supervision.

C2NJ Iy 2Ly SO2 ylabdéntedratiqnéhd thedmssdcitbdiglbbalQtandaigsh given
and we have to decide how to best use this situatitins essentiald the Australian national interest
that our regulators are both:

1 well placed to contribute to the development of global standards; and
1 have the capability and confidence to make judgements on the way in which these standards
should be applied in the Ausiian context.

2S |INBS 6AGK GKS LYUGSNRY wSLENIQa 20aSNBIGAZ2Y
international bodies and that this has benefited the Australian financial syateheconomy in some
signficant matters; the Committed Licdity Facility and the treatment of margin on uncleared cross
currency swaps come to mind.

International standards will generally be appropriate for the Australian financial system, and adoption
is a key element of our efforts to integrate globally. Howetleere will be situations where the timing

or form of adoption of an international standard in Australia would make a material difference to the
economic cost and effectiveness of our financial systérhe Inquiry process has generated debate
about theoptimal approach in respect of bank capital requirements. However, the issue pervasive
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across the financial system reaching into areas of regulation affecting things like financial market
operations and financial benchmarks.

Our decision making processrespect of the adoption of international standanmisist place greatest
weight on the right outcome for the Australian econonifhese matters are not cleaut but rather
require careful consideration and judgmentherefore, it is also important to ¢ the relevance and
applicability of global standards to Australiinancial institutions ananarkets througha thorough
consultationprocess

Where such matters may have broader policy implications and impact across the financial system,
then these méers should be considered by the Council of Financial regulators. For instance, the
introduction of the Basle liquidity framework has significant implications for systemic stability and
financial markets and is appropriate for such discussion (as werstiaghel it has been).

8.3 Interim Report Observation : Coordination of financial
integration

I 22NRAYFGA2Y 2F 1 dZAGNIfAlFIQa AYOUGSNYlFGA2y L+t FAYLyC
Policy options identified in the Interim Report:

1 No change to current arrangememnt
1 Amend the role of an existing coordination body to promote accountability and provide
economyg A RS | ROAOS (G2 D2@SNYYSyd | o2dzi ! dzaGNI £ Al

AFMA comments

Regulatorycoordination

The Council of Financial Regulator&R(E is the coordinating body for Australia's main financial
regulatory agenciesnd it has operated effectively. We have provided comments on potential
improvements to CFR in Section 6.3 above; the current arrangement with RBA as Chair should
continue andts membership should be expanded to include all financial sector regulators.

l'a YSYOGA2YySR 1020Ss /Cw Aa 0KS FLIINBLNRFGS o02Re
international regulatory changes are properly coordinated by domestidasgs. CIFR should enable

the financial regulators to consider jointly developments in relation to global regulatory standards and

the potential manner of their incorporation into the domestic regime.

CFR should incorporate the Government objectiveseiation to the strategic development of the
financial system and its international competitiveness into its work stream. However, CFR has a
regulatory focus and it does not have the authority or capability to make the policy decisions necessary
to achieve an internationally competitive sector.
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The Governmentis the only body with the authority to lead efforts to build and maintain
internationally competitive financial sectoiThe responsible Minister playkeay role in Government

by pressing for priority to be accorded to financial system development and in championing the
international competitiveness of Australia both in Australia and overseas. As part of this process, the
Government shouldommunicate ths priority to its relevantregulatoryagenciesand ask them to act

onit.

In this regard, it is relevant to observe that a government that has a demonstrated commitment to

the development of the financial system is of itself an important component oi AINJ f A | Q&
competitiveness. Stakeholders in Australia and overseas look to the Government to provide an
absolute commitment to maintain the policy and regulatory setting for an internationally competitive
financial system, as only it has the authority take decisions on and implement the policy measures
required to deliveron such a commitment.

Industryinput to Governmenttrategy

l Ca! Q& K2 LIS A & &nalkdpart will Krévide_tieljgdezkriident with a clear strategic
framework through whiclit can manage its policy priorities to best support the further development

of the financial system. Industiknowhow and experience must be incorporated as inputs to the
D2O@SNYYSyiQa RS@OSt2LIYSyd &dNF GS3ebeWetdedighgdSnd T A y | y O
have any chance of being successful. The Government must be able to receive this industry input
directly at Ministerial level and unfiltered through a bureaucratic process.

In this regard, we agree with the proposal from Mark Jolmand Geoff Weir to the Interim Report
of the Inquiry, which advocated the formation of an appropriately resourced standing advisory body
to liaise between the financial sector and policy advisers.

There is certainly scope and need for a waltdentiabd advisory body that would include industry
leaders. The body should have an independent and properly resourced secretariat to ensure that its
work program is actively managed, with follow through on the agreed initiatives and actions. Industry
participants would give of their time and experience freely and contribute in a material way to the
work of the body. Matching this commitment, the Government should fund the secretariat; both to
illustrate its real commitment to the policy and related procesd &mreflect the broad community
benefits that would flow form success in this area. If the Government cannot commit to this level of
input, then the substance of its commitment may be questioned. Moreover, many of the businesses
that would be targeted oder this strategy would not currently form part of the Australian industry.
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