
REGULATOR TARGETS INAPPROPRIATE 
PRODUCTS AS CORONAVIRUS REVEALS 
SHORTCOMINGS

Markets have been on a wild ride as the coronavirus 
pandemic has made investors question their most basic 
assumptions.

Question marks have been raised about poorly performing 
yield-chasing products, hedge funds, and super products 
that invested heavily in illiquid assets ahead of the COVID-19 
early release super scheme.

The corporate regulator’s planned product design and 
distribution obligations now take on added emphasis 
(although fortunately for some funds, MySuper products 
are carved out).

The proposed requirements, initially prompted by the 
fallout from the financial services Royal Commission, 
call on product issuers and distributors to take greater 
responsibility to ensure that consumers invest in 
appropriate financial products. 

Disclosure is no longer enough; proactive steps are 
necessary. But while the regulations are intended to 
help eradicate the worst mis-selling, there may also be 
unintended consequences that hit useful products.

PRODUCT ISSUERS NEED TO THINK MORE 
ABOUT THE CLIENT
A key component of the requirements is for issuers 
(product manufacturers) and distributors (dealer groups 

and planners) to show that product design and distribution 
is consistent with the likely objectives, financial situation 
and needs of consumers in an identified target market1.

This is nothing new for most of the industry. But the new 
requirements go further – among other things, issuers 
must make an appropriate “target market determination” 
for each financial product they issue, which distributors 
must follow.

The challenge for product issuers is how to determine the 
suitability of their fund without knowing the client or the 
suite of other investments they hold. 

These issues are still being debated in Australia, with 
the requirements now set to take effect in October 2021 
(delayed from April 2021 due to the impact of COVID-19). 
International practice may provide some solutions. 

In Europe, MiFID II regulations also ensure products are only 
sold to the correct target market, but this obligation falls on 
the distributor rather than the product issuer. This makes 
more sense as an adviser knows their clients far better than 
any product issuer.

Product issuers still use a template that defines the target 
market by client characteristics and whether the product is 
suitable for them (“Yes”, “Neutral” or “No”). The distributor 
reports any sales to non-targeted clients back to the 
issuer who incorporates that feedback into their product 
governance process.

The intent of the new obligations is good – to increase the 
number of products that are fit for purpose and deliver 
good consumer outcomes – although there are far too 
many products on the market already. 

Australia’s $3 trillion super industry caters to more than 
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1 Some products are excluded, notably MySuper funds

https://www.apra.gov.au/covid-19-early-release-scheme-issue-5
https://asic.gov.au/regulatory-resources/find-a-document/consultation-papers/cp-325-product-design-and-distribution-obligations/
https://asic.gov.au/regulatory-resources/find-a-document/consultation-papers/cp-325-product-design-and-distribution-obligations/
https://www.moneymanagement.com.au/features/expert-analysis/design-and-distribution-obligations-–-putting-consumer-first
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40,000 investment options2. Retail investors face a similarly 
baffling array of product choices, even though less than 
one-third receive financial advice3. Among these, there 
are still thousands of poorly-designed products being sold, 
often direct to investors, without a clear market. 

The value of an adviser is rarely in sifting through so many 
products. However, the difficulty is always in the way 
new non-prescriptive requirements are interpreted (as 
we have seen with the way best interests duty has been 
misinterpreted4). 

TARGET MARKET QUESTIONS
While defining a target market for diversified portfolios 
is relatively straight-forward, there are many instances 
where they won’t satisfy all of a client’s requirements. For 
instance, an investor may have multiple goals over multiple 
timeframes, and therefore varying levels of risk that they 
can tolerate or have the capacity to take on.

Some advisers may use single asset class funds, such as 
Australian equities, to create tailored portfolios. These are 
highly volatile stand-alone products, but may be suitable 
for retirees as part of a bucketing strategy within a broader 
portfolio. 

In this case, the product issuer still has to manage the risk 
of the product being sold to consumers who do not have a 
diversified portfolio.

“We are also mindful that some products, even if acquired 
as part of a diversified portfolio, may still be unlikely to be 
consistent with the likely objectives, financial situation and 
needs of a consumer (e.g. because the product is inherently 
flawed, or does not serve a genuine investment purpose),” 
ASIC says in its consultation paper.

Even some diversified super funds that had fixed asset 
allocations failed to recently meet the needs of investors 
through the COVID-19 crisis. As investors withdrew billions 
of dollars, assets were sold indiscriminately whether those 
assets represented good or poor value. A better approach 
(which we take at Innova) is to proactively manage asset 

allocation, using cash flows to allocate to or from attractive 
and non-attractive assets. 

Advisers are best placed to help investors understand 
these issues more than product providers. We believe the 
value of an adviser is far more than building portfolios 
piece-by-piece, and includes strategies around cash flow 
management, tax minimisation, structures that protect 
assets, insurance, and many others.

Everything starts with the goals of clients, which is why 
we created the Innova goals-based managed account 
range (Innova’s Lifestyle Preservation, Wealth Creation and 
Aspiration portfolios). 

This type of product doesn’t define a target market, rather 
the client’s personal goals define the product.

For example, our Lifestyle Preservation portfolio goals-
based portfolio may be suitable for retirees but also for a 
young investor in their early-30s expecting to buy a house 
in the next couple of years.

FIRST, DO NO HARM
While ASIC’s non-prescriptive guidance has merit, another 
potential unintended consequence is  that risk profiling 
takes on even greater prominence to determine the target 
market. This is similar to the way that fees and investment 
performance have become a simplistic proxy for meeting 
the ‘best interests duty’. 

While risk profiling has a place in advice, we know that 
many systems are not based on a scientific approach and 
ignore clients’ other needs5.

If a client’s risk tolerance determines how their portfolio is 
allocated, then the outcome will be box-ticking compliance 
over good consumer outcomes.

Perhaps a better question to ask is how the industry 
forces out those inappropriate products (such as geared 
illiquid high-yield funds in recent times) that prey on 
unsophisticated consumers rather than ask all funds to 
strictly define their customers.

1 Some products are excluded, notably MySuper funds. 2 APRA is also attempting to reduce these numbers by pressuring underperforming funds to merge. See https://www.
apra.gov.au/news-and-publications/deputy-chair-helen-rowell-speech-to-investment-magazines-chair-forum. 3REP 627 Financial advice: What consumers really think 
| ASIC - Australian Securities and Investments Commission. Retrieved from https://asic.gov.au/regulatory-resources/find-a-document/reports/rep-627-financial-advice-
what-consumers-really-think. 4See our Portfolio Insight from December 2018: https://www.innovaam.com.au/portfolio-insights-december-18-best-interest-duty/. 5 See our 
Portfolio Insight from May 2019: https://www.innovaam.com.au/portfolio-insights-may-2019-the-misunderstood-role-of-risk-tolerance/.

https://download.asic.gov.au/media/5243978/rep627-published-26-august-2019.pdf
https://www.innovaam.com.au/portfolio-insights-december-18-best-interest-duty/
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