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About The Financial Inclusion Centre

The Financial Inclusion Centre (FIC) is an independent, not-for-profit research and policy innovation centre dedicated to promoting financial inclusion and greater financial security amongst UK consumers. 

The Financial Inclusion Centre’s core activities include:

· undertaking research into the underlying demand and supply side causes of financial exclusion and underprovision amongst UK consumers;

· developing alternative business models and products to improve access to financial services for consumers who are not commercially viable for mainstream financial providers;

· promoting solutions to policymakers and opinion formers;

· working to build the capacity of the third-sector to meet the needs of vulnerable and excluded consumers.

Structure of FIC’s response

FIC’s response is structured as follows:

· Part 1: Introduction (p2); Summary of FIC’s views on DP07/1 (p4); FIC’s proposals for reforming the market (p9);

· Part 2: Response to the specific questions contained in DP07/1 (p16).

For further information, contact Mick McAteer, Director, The Financial Inclusion Centre, mick.mcateer@inclusioncentre.org.uk
PART 1: INTRODUCTION AND SUMMARY OF VIEWS

Introduction 
The scale of consumer detriment in the UK’s long term savings and investment market over the past two decades has been such that reforming the market is one of the most important tests FSA has faced in its existence. 

There have been numerous and diverse examples of market failure over the past two decades but these can be categorised into two broad themes:

· the litany of high profile misselling scandals that have left a legacy of mistrust and undermined consumer confidence in the market; and

· lower profile, yet high impact market failures such as overpriced products, distorted competition, churning of products, and huge oversupply of products and providers in the market. 
The lack of consumer confidence and market inefficiencies have been major contributory factors in the worrying levels of financial exclusion and underprovision in the UK.

The Retail Distribution Review (RDR) on its own won’t deliver the necessary reforms to the savings and investment market. However, the RDR can make a significant contribution to the challenges. Just as importantly, great care needs to be taken to ensure that the outcomes from the RDR complement, not jeopardise, other market reforms.

High level aims and objectives

From FIC’s perspective, the RDR should have several high level aims. It should:
· make retail markets fit-for-purpose;
· contribute towards efforts to tackle the massive level of underprovision and outright financial exclusion in the UK;
· extend access to unbiased financial advice. 

FIC has a particular interest in consumers who are excluded from the market. Separate policy interventions are needed to create access to unbiased financial advice and alternative fair and affordable products for consumers who are not commercially viable for the retail financial services industry. However, the RDR can make a major contribution to promoting financial inclusion by: promoting confidence in the market; making the market more efficient; and reducing distribution costs thereby bringing more consumers within reach of providers.
To assess whether the proposals in DP07/1 would meet these aims, FIC has developed a number of tests. The RDR must:
· align the interests of shareholders, primary product providers, distributors/ intermediaries and consumers by introducing the necessary incentives and deterrents to ensure the market treats customers fairly;
· tackle the aggressive remuneration practices (such as commission and other practices that reward volume of sales rather than quality of sales) that cause the conflicts of interest in the market;

· improve access to quality advice, and appropriate financial products for all consumers;
· promote effective distribution/ competition, not the illusion of choice, leading to lower unit costs, and better value products. To do this, it must force providers to compete on consumer value not on the basis of incentives for intermediaries;
· help consumers make effective choices by introducing greater clarity into an already complex market;
· promote the confidence and trust in the market necessary to encourage consumers to provide for the future;
· raise professional standards in the industry;

· promote more efficient and coherent regulation to reduce costs where possible; and 

· promote financial inclusion. 

The FSA must create an effective, coherent regulatory regime that fits with other market reforms. It is critical to avoid a ‘silo’ approach and any reforms that result from the RDR must work with the ICOB review to avoid complexity. 
The key message for the FSA is that intervention, not encouragement, is needed to reform the market. The FSA must use the RDR to proactively engineer a market distribution structure to meet these challenges, not simply rely on creating the conditions for the market to deliver. 
Summary of FIC’s views on DP07/1
FIC has responded in detail to the questions (see Part 2) but we thought it would be helpful to summarise our views.

Positive aspects

There are a number of very positive proposals in the discussion paper. For example, the analysis of the market dynamics is accurate as it recognises the underlying imbalances and distortions that give rise to so much detriment in the market – particularly the conflicts of interest caused by commission and other aggressive remuneration practices. 

Furthermore, the measures aimed at raising standards of professionalism in certain parts of the market are also very welcome.

Moreover, restricting the term ‘independent’ to fee-charging advisers would also be a positive step. Although, much more needs to be done to differentiate between independent channels and non-independent channels.   

Negative aspects
However, there are many very negative and disappointing proposals in the market. Some of the proposals, if adopted, could even be counterproductive. The major concerns relate to: 
· the failure to tackle conflicts of interest in the non-independent distribution channels. Commission and other aggressive remuneration strategies will remain at the heart of the distribution system. Providers will not be forced to compete on value as we had hoped;

· the introduction of yet more complexity into the advice market through new types of advice and remuneration ie. the Customer Agreed Remuneration concept (CAR);

· Primary Advice – this is unnecessary, will reduce consumer protection, and nullify the benefits of stakeholder product price caps. It would a huge retrograde step if introduced.
Policy development

To begin with, we must point out that the make up of five RDR groups was unacceptable. Of the 42 members in the five groups, only one was a dedicated consumer representative (although to be fair there were some observers from the consumer sector).

We are concerned that this has affected policy development and, as a result, the overall set of proposals reflects the existing interests of the various parts of the financial services industry, not consumers’ interests.  

Partial intervention

The overall impact of the proposals could be to reduce access to truly independent advice. While the proposals try to address conflicts of interest caused by commission in the independent adviser channel, they do not deal with the similar causes of detriment in the non-independent sector - ie. the remuneration models that reward volume of sales, not quality of sales, prevalent in bank branches and direct sales forces. 

The FSA cannot leave it to market forces to address this detriment. It is overly optimistic to expect banks and direct sales forces to voluntarily move to fairer remuneration policies. As a consequence, consumers will be left exposed to detriment and the independent sector will be at a disadvantage. 

It is difficult to see why the FSA’s proposals would lead to product providers competing on value. Providers will still be able to use aggressive incentives and remuneration practices to grab market share in the intermediary sector or using the bancassurance model. Firms or advisers that attempt to compete fairly will be at a considerable disadvantage in the market (given the nature of competition in the sector) and will be compelled to return to the more aggressive distribution strategies.  Therefore, it is difficult to see where the downward pressure on costs will come from.

Experience shows that information solutions such as commission disclosure have very limited impact in controlling market behaviour in complex financial markets.  A new, robust rule dealing with all types of remuneration that cause conflicts of interest needs to be introduced to align the interests of intermediaries and consumers and create a level playing field between different advisory channels.  

Unnecessary complexity

One of the major concerns relates to the proposals for new types of advice – primary advice, focused advice, and assisted purchases. This must result in greater confusion into an already complex post-depolarised market. Under the proposals in DP07/1 we could end up with seven different types of advice/ information in the investment sector – as well as the various permutations and combinations in the mortgage and insurance sectors: 
· full advice; 
· focused advice;
· primary advice; 
· generic advice; 
· basic advice; 
· assisted purchases; and 
· information only/ non-advised sales.
We should say that we support the intention behind the proposals in DP07/1 – that is, to make the distribution system more efficient and reduce unit costs so that access is extended to more consumers.

But it is difficult to see, given the increase in complexity, why these proposals would lead to consumers making more effective choices or result in reduced distribution or regulatory costs. Therefore, we would conclude that the proposals are unlikely to lead to more competitive markets, better value products or greater financial inclusion (as we do not see how unit costs will be reduced). 
The Customer Agreed Remuneration (CAR) proposals also threaten to introduce even more complexity. It is not at all clear from DP07/1 how the FSA is actually defining CAR. The way the proposals are set out suggests that there might three types of remuneration:

· fee based advice – where the remuneration is agreed between client and adviser with no influence from the product provider;

· existing, traditional commission based sales ; and

· the new CAR model.

But it is not certain whether, under a new CAR arrangement, product providers would still have a say in the level of remuneration. As we explain in our response to Q3, the CAR model would allow product providers to develop new methods of remuneration which would have exactly the same effects as commission – even if was called something else.

If the FSA does intend that providers could influence in some way intermediary remuneration, then it is misleading to say that this is any different to commission. The fact that this remuneration needs to agreed or ‘acknowledged’ by the client is a separate issue.  

However, if the intention is that product providers should have no say at all in determining intermediary remuneration under the CAR arrangement, then it is difficult to see what there is to be gained by introducing another definition of remuneration. There would need to be just two forms of remuneration to avoid confusion – fee based advice; and commission based sales (regardless of whether this is through traditional commission models or any new models such as the service cost model outlined below in Q3). 

Therefore, the CAR concept is a flawed one. It will either be:

· misleading as it will retain the essence of commission but allow intermediaries/ product to disguise it as a seemingly more consumer friendly version; or

· introduce an unnecessary, additional complicating factor into the market to add to the confusing kaleidoscope of types of advice/ advisers
Primary Advice

The justification for Primary Advice is difficult to understand. It reads like an artificial regulatory construct to suit existing commercial models rather than suit consumers’ needs. 
It is not clear how Primary Advice would work in practice. For example, it is difficult to see how advisers could make a judgment as to whether a potential client is suitable for primary advice without first having undertaken an assessment of financial circumstances, needs or attitudes to risk. 

Moreover, as the FSA found with the survey it commissioned from Deloittes
 much of what is required by regulation is in fact just good business practice. We would urge caution on the FSA about the potential for Primary Advice to reduce regulatory and distribution costs. Of course, costs could be reduced for firms but this would simply involve a transfer of regulatory risk and costs from firms to consumers. So, Primary Advice itself would not produce an overall reduction in system costs.
Furthermore, as mentioned, these proposals are likely to result in greater complexity, less efficient choices, and consequently no reduction in overall distribution costs. 

It is not even clear why Primary Advice is needed. It should be remembered that the existing regulatory regime already allows the industry to tailor advisory services to meet the needs of different consumer segments. Therefore, these particular proposals for Primary Advice could simply become a ‘Trojan Horse’ for risky deregulation rather than an attempt to meet the needs of excluded consumers.
To summarise, Primary Advice would lead to two possible outcomes for advice:
· it could either involve a significant transfer of regulatory risk to consumers through reduced suitability requirements (see para 4.32 of DP07/1) – it would be naïve to expect firms to adopt Primary Advice unless there was a significant regulatory dividend in the form of consumers having restricted access to redress; or

· it simply puts a ‘tag’ on a process that is already possible under the existing regulatory system. In that case, the creation of another form of advice would lead to additional and unnecessary complexity in the market.  
Primary Advice would undermine consumer protection even further given that the FSA envisages that the products sold under the Primary Advice banner would not be subject to price caps (see para 4.27). This would result in the stakeholder price cap regime being bypassed and allow the industry to achieve what it failed to do when it lobbied for the removal of price caps on stakeholder pensions and the abolition of the RU64 rule
.  

Unfortunately, Primary Advice could result in a combination of reduced consumer protection (in terms of suitability) and higher prices. This would be quite a retrograde step. There is a risk that the FSA will be seen to be condoning ‘second-class advice’ for lower income consumers, which would further undermine consumer confidence in the market.
However, we should stress that we fully support initiatives to: improve the efficiency of the regulatory system (see our proposals for New Model Regulation, below); make the advice process more efficient; automate fact finding processes; introduce portable fact finds; and clarify regulations (eg. the interaction between savings and welfare benefits). 
If the FSA is concerned about extending access to excluded consumers it should concentrate on these efficiency initiatives, and promoting effective competition in the retail market so that unit costs are reduced. This artificial Primary Advice category adds no value for consumers, and indeed risks undermining other initiatives aimed at promoting access to advice such as the national generic advice service.

Summary of concerns

Unfortunately, our assessment suggests that the proposals in DP07/1 in the round would fail most of the key tests set out in the Introduction: The proposals would produce the following outcomes:

· greater complexity and confusion introduced into the market, making it more difficult for consumers to make effective decisions or get access to objective advice;

· the proposals could even undermine the proposed national generic advice service;

· an increased probability of consumer detriment in the form of misselling or reckless selling as a result of the complexity and confusion, and reduction in consumer protection through Primary Advice;

· no improvement in competition or distribution costs – therefore, no benefits will accrue in terms of financial inclusion or overall market efficiency;

· the DP proposes few significant incentives and deterrents that will change the behaviour of market participants or align better the interests of consumers, intermediaries and providers;

· the proposals would keep commission at the heart of the retail distribution system retaining the conflicts of interest in the system;

· there are no meaningful proposals for the non-IFA channels ie. banks, or insurance companies and other primary product producers – this will undermine access to independent advice and competition;

· rather than lead to more efficient regulation and a regulatory dividend for firms and consumers, the complexity inherent in the proposals could require more intrusive regulation leading to further increase in distribution costs;

· the proposals could promote regulatory arbitrage leading to misselling/ reckless selling – which in turn would undermine consumer confidence and trust.

FIC’s proposals for reforming the market
FIC supports the intentions behind the RDR. However, we believe the approach set out in DP07/1 will not result in: consumers getting access to better quality advice; more efficient market structures; more effective competition and reduced distribution costs; or greater financial inclusion.
There is a better alternative. FIC’s proposals consist of three main strands:

· National Financial Advice Service: set up on a not-for-profit basis to complement private sector advice capacity. Importantly, this must not be undermined by the proposals in DP07/1;

· Consumer focused advice market: built around the needs of consumers(see below); and
· New Model Regulation: a new robust, targeted, cost-effective system of regulation (see below). 
The National Financial Advice Service is outside the remit of this review so we have not elaborated on these proposals. However, we have summarised our proposals for a simplified consumer-focused advice structure, and new model regulation. 

Consumer-focused advice market

Rather than introducing the complex market proposed in DP07/1, FIC suggests that firms, advisers and intermediaries need only be differentiated according to two basic distinctions:

· level of training and competence (based on qualifications/ specialism), and 
· status (based on relationship with consumers).
Qualifications/ specialism

With regards to qualifications/ specialism, we suggest there needs to be just two main categories of advice and adviser/ intermediary: 
· professional financial planners: these would be qualified/ trained to a higher level and would be able to offer full advice or develop specialisms (tax, pensions etc). It would be up to the professional bodies to develop the appropriate definitions and grades for professional financial planners; and 
· general financial planners/ advisers: these would be qualified to minimum requirements and offer general advice on financial matters. 

The basic analogy is with para-legals and solicitors, or para-medics/ nurses and doctors. 
Firm and individual status

With our proposals, there needs only to be two main types of adviser and firms:

· independent financial advisers and independent practices; and

· sales agents/ financial representatives and sales firms. 

These are suggested terms. The important issue is that the terms should reflect the true nature of the intermediary – ie. if an intermediary’s product recommendations are open to influence by product providers in anyway, then that intermediary is acting as a sales agent on behalf of the product provider paying his/ her remuneration, not as the agent of the client. 
This is a critical distinction. Any other intermediate distinctions are misleading and unnecessarily complicated.
The influence providers have on intermediaries does not have to take the form of existing commission payments. The proposals in DP07/1 would allow variations on commission (which we call the service cost model – see response to Q3, below). These models would have the same effect as commission and allow providers to have the same influence on intermediary behaviour. 
Therefore, the defining characteristics of the two main types of adviser and firms can be summarised as follows:
	Independent


	Sales agents/ financial representatives



	Characteristics: 

the individual and/or firm
· offers advice from the whole of the market;

· charges a fee (defined as remuneration agreed between adviser and client or set out in clear price tariff, and where product provider has no influence whatsoever in determining remuneration);

· any product transaction should be conducted using ‘factory-gate’ pricing;

· consumers should be offered a choice of paying one-off fee or in instalments.
	Characteristics: 

the individual and/ or firm
· basically the rest of the market;

· individual or firm does not offer advice from whole of market (regardless of whether panels are used etc);

· product provider is able to determine in any way intermediary remuneration whether through traditional commission models or variants such as service costs (the issue of whether customer agrees or acknowledges remuneration is largely irrelevant)




The FIC advice model would promote more effective competition bringing overall costs down. But the fact that it would allow for fees to be paid in instalments retains the benefits of affordability claimed for commission-based sales.

The other main advantage of this system is clarity. The permutations consumers would be faced with are restricted to:

	Adviser matrix


	Status

	
	Independent
	Sales representative/ agents

	Competence level
	Professional/ specialist
	X
	X

	
	General financial planner/ adviser
	X
	X


With this model, firms could be:

· independent firms employing professionals/ specialists or general financial planners - or more likely a mix;

· sales firms employing professionals/ specialists, general financial planners or a mix of individuals. 

This clear distinction reflects the reality of the relationships between consumer, intermediary and product provider. It is also much easier to communicate to consumers. In terms of disclosure to consumers, there are only four permutations to be disclosed. Examples could include:

‘I am an independent adviser qualified to provide advice on complex products and services’; 
‘I am an independent general financial planner; 
‘I am a sales agent qualified to provide general financial advice’;
‘I am sales representative qualified to provide advice on complex products and services’.

Independent advisers would then explain how the fee structure works. Sales agent would then be required to explain to the consumer that his/her salary and recommendation may be influenced by the product provider (or employer in the case of direct sales forces or banks).

Similarly, with regards to advertising and promotions, firms would be able to clearly communicate the particular service they offer. 

Moreover, we believe that this model would address the level of unnecessary complexity and differentiation that has occurred as a result of depolarization.

This would also allow for an easy-to-understand referral service where the general financial planner could undertake an agreed set of duties and refer the client to a professional/ specialist if it transpired this more complex advice was needed.

This simple model would dovetail with generic financial advice provided by not-for-profit channels as part of the national generic advice service.

The term independent should be used only where the adviser selects from the whole of the market, not a limited range. The adviser may of course in practice operate a ‘preferred panel’ of providers – as long as this panel is selected completely free of influence from providers.

However, to reiterate, the key distinction is that advisers should only be called independent of they are completely free of provider influence.

New Model Regulation – effective interventions
The main underlying causes of detriment in the retail market are the absence of effective competition and corporate governance mechanisms acting to align the interests of various stakeholders in the supply chain – from shareholders, to product providers, to intermediaries, through to end-user consumers.

As with directors of UK companies generally, the directors of major financial services provider firms eg. insurance companies or banks, have an explicit duty to shareholders under UK Company Law. The shareholder interest is further enforced by powerful institutional shareholders who intervene to ensure that shareholder value is maximized in terms of enhanced revenue of profits growth.

Of course, if competition in the retail savings and investment market worked as effectively as it does in other consumer sectors (such as the high street clothing market, supermarket sector) then market forces would act as a natural countervailing force to ensure that directors balanced the interests of shareholders and consumers. But, as we know from experience (and one of the key reasons for establishing the RDR), competition in the sector has not been effective – what competition there is, is for distribution not for the end-user consumer.    

Therefore, in the absence of effective competition, some other form of intervention is needed. Regulatory authorities, in effect, need to act as an agent for consumers to:

· ensure consumers are treated fairly;

· where necessary, become a proxy for competition by setting standards of acceptable behaviour that should apply in the market if competition was working; and

· promote effective competition by leveling the playing field between various market players and ensuring that product providers actually compete on value rather than distort competition through the use of aggressive tactics (ie. commission and other aggressive remuneration practices).

In effect, FIC argues that if the FSA is to protect consumers and make markets work it needs to intervene in a radically different way. 

We advocate a radical system of regulation called New Model Regulation. The key features of this robust, targeted, cost-effective system of regulation are:

· a small number of core, high level principles complemented by guidance set by independent standards boards;

· an explicit rule addressing the conflicts of interest caused by aggressive remuneration practices (not just commission in the IFA channel);

· tougher enforcement including a robust fines tariff to ensure that regulatory breaches hit the bottom line; and
· new rights of access to information for consumers.
Core high-level principles and rules

Regulation should focus on the root causes of consumer detriment. The overall high level principle requiring firms to treat consumers fairly is an important one and should be retained but it needs to be underpinned by a small number of core high-level principles/ rules relating to the following areas:

· Fair, honest and timely communications: a simplified, short disclosure document covering the key features and risks of a product, and intermediary status needs to be produced. The contents and presentation of the information needs to be mandated by the FSA to ensure consistency and comparability to help consumers make effective choices. Similarly, minimum standards relating to the disclosure of post-sale information and communications should be mandated. The use of past performance data needs to be revisited to prevent misleading information being used; 

· Understanding and advising on consumers’ needs: the FSA should mandate a core set of suitability requirements to ensure intermediaries and firms gather enough information to make a proper assessment of consumers’ needs, and recommend appropriate solutions;
· Authorisation and status: minimum authorisation requirements and definitions of the ‘independent’ term should be mandated to ensure integrity and honesty of market operators,;
· Training and competence: similarly, the FSA should mandate and oversee the structure for assessing minimum training and competence requirements for the two main categories of market operator – general financial planners and professional financial planners. The detailed monitoring and implementation should be left to professional bodies;  
· Governance and accountability: one of the root causes of consumer detriment in the market is the absence of meaningful governance and accountability mechanisms which oblige directors to factor in the consumer interest alongside shareholder and other interests. Therefore, there should be a new principle/ rule requiring directors to introduce mechanisms for representing consumer interests at board level; 
· Conflicts of interest/ remuneration: a new, specific, rule needs to be introduced to force providers to compete on value and control the abuses and conflicts of interest caused by commission and other aggressive remuneration practices that reward sales staff according to volume of sales rather than quality of sales. The existing high level principles are clearly not sufficient and have not driven these aggressive practices from the market;

· Consumer rights of access to information: the other key weakness in the UK’s system of governance is the glaring difference in the rights of access to information afforded to shareholders and the rights afforded to consumers under the UK’s regulatory system.  Consumers should have a right of access to any information which may affect their decision to use a particular provider including information on complaints, persistency, performance data, remuneration details and so on. This would equalize to some degree the rights of shareholders and consumers.  
Standards boards

From experience, many firms are clearly having difficulty interpreting high level regulatory principles. Therefore, FIC suggests that ‘standards boards’ be created to develop guidance or codes of practice for each product sector. These standards boards would consist of consumer advocates, industry representatives, FSA and FOS representatives. These standards would not create ‘safe-havens’ for industry but would help firms interpret the intent behind the principles.   

We suggest that these standards boards would provide the ideal forum for taking forward initiatives to make the advice process more efficient such as automating fact finding processes, developing portable fact finds and clarify regulations on the interaction between savings and welfare benefits.
Streamlined rulebook

FIC is confident that this approach would allow a focused, principles-based system of regulation to be created. Therefore, we would urge the FSA to convene working groups consisting of consumer advocates and industry representatives to streamline the rulebook using the following simple criteria:
· has the regulation prevented/ likely to prevent consumer detriment?
· does the regulation act as proxy for competition?
· is regulation proportionate?
· is the objective of the regulation covered by another regulation (duplication)?

We work on the principle that unnecessary regulation benefits neither industry or consumers and successful outcomes can be achieved with fewer prescribed rules which can help cut costs and promote financial inclusion. 
Tougher enforcement and fines
Regulatory interventions are only ever partially effective unless they are accompanied by tough enforcement action.

However, the low level of fines imposed by the FSA (say compared to those fines imposed by the competition authorities) and absence of other sanctions means that institutional shareholders and, therefore, directors of firms have never really felt the need to pay the same attention to treating customers fairly as they do to maximising shareholder value. 
A good illustration of this is the fact that we are not aware of a single case of a director of a major financial services firm having to resign as a result of treating consumers unfairly – but there have been numerous cases of directors resigning for failing to meet shareholder expectations.

The conclusion must be drawn that the corporate governance of the industry is unlikely to improve unless fines start to impact on the bottom line.
Therefore, we recommend that the FSA adopts a new, clear fines tariff. This tariff would be based on the frequency and severity of regulatory breaches. The FSA should also take powers to award fines up to a maximum of 30% of annualised annual turnover. This is not an unreasonable demand as it would provide the FSA with powers similar to those available to competition authorities. And it would difficult to argue that the scale of the detriment in the financial services industry caused by breaches of regulation any less than the detriment caused by breaches of competition laws.     

Conclusion

We are confident that the proposals for a new consumer-focused advice market and New Model Regulation outlined above would be a better way of achieving the desired outcomes for the RDR ie. aligning interests in the supply chain, addressing root causes of consumer detriment, forcing market operators to compete – ultimately, leading to a more efficient market for consumers. 
PART 2: RESPONSE TO SPECIFIC QUESTIONS
Chapter 2 – The Future of Retail Distribution

Professional Financial Planning and Advisory Services – Full Advice

Q1: How will increased requirements and consequential higher costs of providing full professional financial planning services affect advisory firms? Could the impact be significant enough for them no longer to offer these services, and, if so why?

FIC supports the initiatives in DP07/1 to improve levels of professionalism in the sector. 
If ‘professionalism’ is to be recognised a number of conditions have to be met:

· a transparent fee structure must be in place; 

· advisers must achieve a meaningful level of qualifications or equivalent; and

· these qualifications must be recognisable and understood by consumers to promote confidence and trust. 

Increased professionalism may lead to an increase in costs in the short term. However, increasing levels of professionalism should lead to improved levels of confidence and trust in the market which in turn should lead to improved volumes of business for the industry. 

Therefore, if the market begins to work more effectively this should attract firms to the market rather than deter them. In addition, the emergence of professional advisers operating with a clear fee structure, should allow consumers to understand the value of independent financial advice thereby creating further demand. 
Furthermore, greater professionalism should provide a better career structure for advisers which should make the role more attractive to younger advisers.

However, the critical point is that the FSA should take care not to create an incentive for advisers to move away from professional services by creating a parallel advice sector which operates to lower consumer protection standards.
Moreover, if a market in professional financial planning services is to be encouraged then simplicity and transparency is key (see below).  

Q2: Is it helpful to re-define the term ‘fee-based’ to mean any advisory remuneration derived in discussion with the customer, and not influenced by the product provider? How would this work in the different market sectors?
Q3: Do you agree with defining ‘independence’ in terms of freedom from bias, even if the adviser only selects products from a limited range? How far should this be taken, if at all? Would an independent label still have value, if these ideas are implemented?
The term ‘fee’ should only be used in the following circumstances: 

· it should be used only by truly independent advisers; 

· where the remuneration for the service provided is agreed with the consumer; and

· where product providers cannot influence or determine in anyway the adviser’s remuneration.
We strongly disagree with any attempts to redefine some forms of commission as fees. 
An intermediary whose remuneration is influenced in anyway by a product provider cannot be said to be independent in the natural sense of the word. 
It is important to realise that providers could achieve the same effect as commission by developing other remuneration models. So, the fact that an intermediary did not receive commission in the traditional sense would not mean that s/he was acting independently in the interest of the consumer.

The essence of commission is the fact that a product provider is able to influence or determine the decisions of an intermediary by influencing his/ her remuneration. The actual payment mechanism used to remunerate the adviser (eg. commission) is not the key issue here.  

It is this ability to influence intermediary decisions, through offering higher payment incentives to ‘recommend’ certain products, that introduces the conflicts of interest and competitive distortions in the market. 

Even if the term ‘commission’ was removed from the market, it is all too easy to envisage remuneration models developing which play the same role as commission. For example, product providers could develop pricing models which split costs into two main elements:

· ‘factory-gate’ costs to reflect the underlying costs of manufacturing a product; and

· ‘service’ costs to reflect the distribution and ‘advice’ costs.
Providers could then compete for distribution by offering higher ‘service’ costs which would take over the role currently played by commission. The fact that the customer was able to approve or agree the remuneration package on offer from providers would clearly offer limited protection.  

Therefore, if the FSA intends that providers will still be able to influence or determine in anyway intermediary remuneration, then CAR is just commission by another name and should be known as such.
Furthermore, any intermediary who ‘buys in’ a product with in-built service costs should be known as sales agents/ financial representatives. The term ‘independent’ should be reserved for advisers who agree a fee with the client and, if a product is recommended, the transaction should be arranged at factory gate costs. 

However, it is not clear from DP07/1 how the FSA is actually defining CAR. The way the proposals are set out suggests that there might three types of remuneration:

· fee based advice – where the remuneration is agreed between client and adviser with no influence from the product provider;
· existing, traditional commission based sales ; and

· the new CAR model.
But it is not certain whether, under a new CAR arrangement, product providers would still have a say in the level of remuneration. The fact that this remuneration needs to agreed or ‘acknowledged’ by the client is a separate issue.  

The actual mechanism for payment whether by fee or by tacking the ‘advice’ charges onto product charges is not the key issue here (although, offering consumers the choice of paying a true fee up-front or in instalments would be beneficial in terms of encouraging access to independent advice).

However, if the FSA does intend that product providers should have no say at all in determining intermediary remuneration under the CAR arrangement, then it is difficult to see what there is to be gained by introducing another definition of remuneration. There would need to be just two forms of remuneration to avoid confusion – fee based advice; and commission based sales (regardless of whether this is through traditional commission models or any new models such as the service cost model outlined above). 
Therefore, the CAR concept is a flawed one. It will either be:

· misleading as it will retain the essence of commission but allow intermediaries/ product to disguise it as a seemingly more consumer friendly version; or

· introduce an unnecessary, additional complicating factor into the market to add to the confusing kaleidoscope of types of advice/ advisers (under the proposals in DP07/1 we could have seven different types of advice and information 
). 
Defining independence

Firms, advisers and intermediaries need only be differentiated according to two basic distinctions:

· level of training and competence (based on qualifications/ specialism), and 
· status (based on relationship with consumers).
Qualifications/ specialism

With regards to qualifications/ specialism, we suggest there needs to be just two main categories of advice and adviser/ intermediary: professional financial planners; and general financial planners/ advisers. 

The basic analogy is with para-legals and solicitors, or para-medics/ nurses and doctors (see below for more details).

Firm and individual status

With our proposals, there needs only to be two main types of adviser and firms:

· independent financial advisers and independent practices; and
· sales agents/ financial representatives and sales firms. 

These are suggested terms. The important issue is that the terms should reflect the true nature of the intermediary – ie. if an intermediary’s product recommendation is open to influence by product providers in anyway, then that intermediary is acting as a sales agent on behalf of the product provider paying his/ her remuneration, not as the agent of the client. 

This influence does not have to take the form of existing commission payments. The same influence can be achieved by variations of commission such as the ‘service-cost’ model outlined above. 
This is a critical distinction. Any other intermediate distinctions are misleading and unnecessarily complicated.  
Therefore, the defining characteristics of the two main types of adviser and firms can be summarised as follows:
	Independent


	Sales agents/ financial representatives


	Characteristics: 

the individual and/or firm
· offers advice from the whole of the market;
· charges a fee (defined as remuneration agreed between adviser and client or set out in clear price tariff, and where product provider has no influence whatsoever in determining remuneration);
· any product transaction should be conducted using ‘factory-gate’ pricing;

· consumers should be offered a choice of paying one-off fee or in instalments.
	Characteristics: 

the individual and/ or firm
· basically the rest of the market;

· individual or firm does not offer advice from whole of market (regardless of whether panels are used etc);
· product provider is able to determine in any way intermediary remuneration whether through traditional commission models or variants such as service costs (the issue of whether customer agrees or acknowledges remuneration is largely irrelevant)



A clear advice system

These advantages of this system means that the permutations consumers would be faced with are restricted to:

	Adviser matrix


	Status

	
	Independent
	Sales representative/ agents

	Competence level
	Professional/ specialist
	x
	X

	
	General financial planner/ adviser
	x
	X


With this model, firms could be:

· independent firms employing professionals/ specialists or general financial planners - or more likely a mix;

· sales firms employing professionals/ specialists, general financial planners or a mix of individuals. 
This clear distinction reflects the reality of the relationships between consumer, intermediary and product provider and is much easier to communicate to consumers. 
In terms of disclosure to consumers, there are only four permutations to be disclosed. Examples could include:

‘I am an independent adviser qualified to provide advice on complex products and services’; 

‘I am an independent general financial planner; 

‘I am a sales agent qualified to provide general financial advice’;

‘I am sales representative qualified to provide advice on complex products and services’.

Independent advisers would then explain how the fee structure works. Sales agent would then be required to explain to the consumer that his/her salary and recommendation may be influenced by the product provider (or employer in the case of direct sales forces or banks).

Similarly, with regards to advertising and promotions, firms would be able to clearly communicate the particular service they offer. 

Moreover, we believe that this model would address the level of unnecessary complexity and differentiation that has occurred as a result of depolarization.
This would also allow for an easy to understand referral service where the general financial planner could undertake an agreed set of duties and refer the client to a professional/ specialist if it transpired this more complex advice was needed.

It also means that the FSA would not have to worry about how the definition of ‘fee-based would work in different market sectors. 
Indeed, it is crucial that the FSA avoids tailoring definitions to meet the existing needs of different intermediaries/ product providers. 

The definition we use for ‘fee-based’ includes the option of allowing the consumer to pay the agreed fee up-front or in instalments. This has the advantage of removing the conflicts caused by commission while at the same time retaining the perceived attractions of commission – ie. the cost is spread keeping advice affordable and accessible.

Finally, this simple model would dovetail with generic financial advice provided by not-for-profit channels as part of the national generic advice service.

The term independence should be used only where the advisers selects from the whole of the market, not a limited range. The adviser may of course in practice operate a ‘preferred panel’ of providers – as long as this panel is selected completely free of influence from providers.

However, to reiterate, the key distinction is that advisers should only be called independent of they are completely free of provider influence. 
Q4: Should we allow, in principle, the grandfathering of advisers to the new professional financial planner role if they do not have the necessary minimum qualifications or an equivalent? If we did allow this, what might be the consequences and how should we then encourage advisers to secure relevant qualifications? If you think we should not allow grandfathering, why not?

As we outline above, with regards to qualifications/ specialism, there needs to be just two main categories of adviser/ intermediary:
· professional financial planners: these would be qualified/ trained to a higher level and would be able to offer full advice or develop specialisms (tax, pensions etc). Of course, it would be up to the professional bodies to develop the appropriate definitions and grades for professional financial planners;

· general financial planners/ advisers: these would be qualified to the minimum requirements and offer general advice on financial matters. 

In relation to professional financial planners, two issues need to be balanced – the need for greater professionalism and the potential impact on access to advice.
As mentioned above in the response to Q1, greater professionalism should contribute to improving confidence in the sector.

However, concerns have been raised that an overly rigorous approach to qualifications may restrict supply to financial advice by causing advisers to exit the market. The argument goes that some form of grandfathering mechanisms should be allowed to minimise market disruption.

Overall, it would seem reasonable on balance to allow a period of transition so that advisers are able to meet these minimum standards. However, this should not be voluntary and the FSA would need to set strict deadlines for any transitional arrangements.  

General Financial Advisers

Q5: Do you agree with the proposed distinction between professional financial planner and general financial adviser? If greater distinction is needed between general financial advisers and professional financial planners, how might this best be achieved?
As mentioned above, advisers and intermediaries need only be differentiated according to two basic distinctions: level of training and competence (based on qualifications/ specialism); and status (based on relationship with consumers).
With regards to qualifications/ specialism, there needs to be just two main categories of advice and adviser/ intermediary: professional financial planners; and general financial planners/ advisers. 

In the FIC model, the prefixes ‘professional’ and ‘general’ denote the adviser’s level of training and competence and/ or specialism. It does not reflect the adviser's relationship with the client. 
This is a much clearer model which matches more closely how other professions operate – for example, the legal or medical profession.

As the matrix above shows, under the FIC model there is no reason why general financial planners couldn’t work for independent advisory firms or sales firms (or indeed as part of the national generic advice service).

Q6: Is there sufficient incentive for advisers to want to be professional financial planners? What further restrictions should we place on the permitted activities of general financial advisers, if any, and why? Should they have to offer a fee option?
The clear model we set out above would reflect more accurately the differentiation between professional advisers and sales agents/ financial representatives. This would make it much easier for consumers to recognise the value of professional, independent advice. This in turn would provide an incentive for advisers to seek professional level qualifications.
However, the model set out in DP07/1 does not provide an incentive because of the unnecessary complexity and potentially misleading definitions of fee based and independent. The incentive to qualify as a professional adviser and become independent will be reduced as it will be very difficult for individual advisers and firms to differentiate themselves in the market envisaged by DP07/1.
Under the FIC model, firms would have the option of offering general financial planning services on a fee basis or commission/ CAR basis. But clearly firms offering the former option (fee based) would be known as independent whereas firms offering the second option (commission/ CAR) would be known as sales firms.  
Q7: Do you think that this two-tiered approach is desirable and, if so, should this be a transitional feature of the market or more permanent? Should there be any other classification of adviser offering full advice services beyond professional financial planner or general financial adviser?
We do not see a need for any further classifications other than professional and general financial planners. Although the industry could, if it wanted, develop the professional/ specialist category along specialist lines such as tax planning/ pensions advice or have tiers of professionalism (eg. having equivalents to degrees, MBAs etc).
Q8: What are the arguments for and against mandating the use (or preventing the use) of particular remuneration methods, for instance requiring the use of fee-based remuneration according to our wider definition by all advisers? What might be the market consequences if we took such action? How else might we encourage firms to adopt particular remuneration methods (or discourage the use of some others, for instance traditional indemnity commission)?
The question seems to imply that the FSA might consider banning traditional commission based arrangements (or equivalent variations) – even for non-IFA channels. This would of course be hugely beneficial for consumers as it would remove the main conflict of interest between advisers and consumers. 

Any adviser operating on a proper fee-basis would become de facto ‘independent’ as the product provider would have no influence over the adviser’s recommendations.  The distinction between independent financial advisers and multi-tied intermediaries would in effect disappear. This would leave the market defined along clear lines:
· independent distributors/ intermediaries;

· single firm distributors; and

· product manufacturers.

However, we presume that the FSA does not intend this question to mean that it might consider banning commission outright. Rather, we presume that the question means that the FSA is seeking views on the consequences of mandating terms to define adviser status. 

Unfortunately, the definitions outlined in DP07/1 will lead to increased complexity and could result in consumers being misled. The multi-leveled distinction between full advice, focused advice, primary advice, existing basic advice, and the forthcoming generic advice for the retail investment market must lead to major confusion for consumers. This is even before the distinctions in the mortgage and insurance markets are factored in.
New concepts such as Customer Agreed Remuneration (CAR) should still be known as commission if providers/ product manufacturers have any role in determining the intermediary remuneration. Indeed this new CAR concept will be misleading if it allows providers a role in determining intermediary remuneration.

However, as we explain above it is not clear from DP07/1 how the FSA is defining CAR. 

It is not certain whether, under a new CAR arrangement, product providers would still have a say in the level of remuneration even if this was then agreed or ‘acknowledged’ by the client.  

The essence of commission is the fact that the product provider is able to influence the remuneration of the intermediary – it is this which introduces the conflicts of interest and competitive distortions in the market. Therefore, if the FSA intends that providers will still be able to influence intermediary remuneration then CAR is just commission by another name.

The actual mechanism for payment whether by fee or by tacking the ‘advice’ charges onto product charges is not the key issue here (although, offering consumers the choice of paying a true fee up-front or in instalments would be beneficial in terms of encouraging access to independent advice).

However, if the FSA intends that product providers should have no say in determining intermediary remuneration under the CAR arrangement, then it is difficult to see what there is to be gained by introducing another definition of remuneration. 

We have set out a model for defining fee-based advice and independence (see above Q3, Defining Independence) which would overcome the confusing proliferation of advisers and types of advice envisaged in DP07/1.
This clear model we believe would have considerable benefits for consumers. It would introduce clarity into the market making it easier for consumers to make effective choices and promote effective competition by forcing product manufacturers and providers to compete on real value, not distribution.
Of course, the FSA would also need to mandate these definitions. Encouragement is unlikely to work given the way prevailing distribution models are embedded in the market.

Moreover, the FSA would also have to target directly similar practices in the non-IFA sector. DP07/1 focuses too much on the impact of commission on the relationship between product manufacturers and intermediaries in the distribution/ supply chain. However, the same distorting effects are caused by aggressive remuneration practices common in banks for example that reward sales staff according to volumes of sales rather than quality of sales.
Q9: Should we allow, in principle, the grandfathering of advisers to the general financial adviser role if they do not have the necessary minimum qualifications or an equivalent? If so, how should we encourage (or require) any up-skilling to the necessary standards?
We suggest that, with regards to qualifications/ specialism, there needs to be just two main categories of advice and adviser/ intermediary: professional financial planners; and general financial planners/ advisers.
We take the view that the FSA should use this opportunity to ensure that all advisers are trained and competent to a minimum level. While there may be a case for allowing transitional arrangements for the professional financial planner category, we do not see a case for allowing the same transition for the general financial planner role. It is important that the FSA ensures that there is a minimum standard of training and competence in the market.
Primary Advice

Q10: What are likely to be the characteristics of the target consumer segments for Primary Advice?

It is very difficult to see what benefit would be gained by introducing Primary Advice. The assumption seems to be that the creation of a new ‘type’ of advice would create the conditions for the industry to ‘reach-out’ and meet the needs of consumers on lower incomes. 
However, any objective consideration of the economics of the industry would suggest that this is unlikely to happen. The critical point here is that Primary Advice does nothing to change the underlying economics of access in the retail savings and investment market. 

We think two alternative scenarios could result. Firms will either:

· use the reduction in consumer protection associated with Primary Advice to recklessly sell high volumes of products to the lower-medium income mass market safe in the knowledge that consumers would have restricted access to redress; or 

· more likely, firms will use the reduction in consumer protection coupled with the removal of price caps (see para 4.27) to obtain higher margins by selling greater volumes of products to medium-income consumers.  

Stakeholder pensions (SHPs) provide a good illustration of the inherent barriers in the market. SHPs were introduced with three key objectives in mind:

· to limit the potential for misselling/ reckless selling of unsuitable or inappropriate products;

· to introduce a degree of competition into the market by putting downward pressure on costs; and

· improve access to fair and affordable pensions for consumers on lower-medium incomes.

SHPs have been a great success on the first two counts. However, there has been limited success on the third objective, because SHPs did not change the underlying economics of access.
The FSA will be aware that consumer groups strongly supported the Government’s decision to introduce personal accounts
 as it was clear that the retail pensions model is fundamentally unsuited to meeting the needs of lower-medium income consumers on commercial terms that made sense for both consumers and providers.

The decision to introduce personal accounts followed sustained efforts by the industry to remove price caps on SHPs. The government rejected the arguments for removing price caps. However, the industry did not give up its attempts to increase prices in the market. The FSA will be very familiar with the attempts to circumvent price caps through its lobbying to remove the RU64 rule
. Again, this effort was rebuffed - for now.

The industry attempted to justify removing price caps and abolishing RU64 by claiming that these regulatory requirements prevented firms reaching out to excluded groups. Consumer advocates took the view that these arguments were disingenuous and argued that the industry would use these deregulation measures to increase prices for consumers on medium incomes, not extend access to consumers on lower incomes. 

Looking at the argument objectively, the returns on capital from selling to medium-higher income consumers are significantly greater than those available from selling to lower income groups. Put simply, if the price cap or RU64 had been abolished, shareholders would have expected that firms focus selling activities on medium-higher income groups – not lower income groups where the margins are lower and reputational risk is higher (due to the interaction of state benefits). 

It would appear that the same arguments are being made in DP07/1. The FSA suggests that the range of investment products sold through primary advice channels would not be subject to price caps as this might limit the margins available (see para 4.27). This suggests that the FSA has been persuaded by yet another attempt by parts of the industry to increase prices and at the same time reduce consumer protection.     

As with the arguments on SHPs price caps and RU64, we struggle to understand why the FSA believes firms would choose to sell these investment products to consumers on lower-medium incomes. Higher margins would be available by selling products to medium-higher income groups – particularly if these could be sold with lower consumer protection.
The alternative scenario is that the introduction of Primary Advice and removal of price caps would allow less scrupulous firms/ advisers to transfer regulatory risk to vulnerable consumers. There is a risk that the FSA will be seen to be condoning ‘second-class advice’ for lower income consumers, which would further undermine consumer confidence in the market.
The primary advice proposals are difficult to understand, and read like an artificial regulatory construct to suit existing commercial models rather than suit consumers’ needs. 

As well as resulting in unintended consequences, it is not clear how Primary Advice would work in practice. It is difficult to see how advisers could judge whether a potential client is suitable for primary advice without first having undertaken an assessment of financial circumstances, needs or attitudes to risk. 

Furthermore, as the Deloittes
 study on the regulatory costs found, much of what is required by regulation is in fact just good business practice. Therefore, in practice the scope for genuinely reducing costs through the primary advice model may be very limited. 

Costs could be reduced overall for the industry but consumers would pay a high price. This would involve a transfer of risk and, therefore, costs from industry to vulnerable consumers. 

Moreover, as we outlined elsewhere the overall impact of the proposals in DP07/1 would be greater complexity, less efficient choices, and consequently no reduction in overall distribution costs. Primary Advice would be a false economy.

It needs to be reiterated that the existing regulatory regime already allows the industry to tailor advisory services to meet the needs of different consumer segments. Therefore, the particular proposals for Primary Advice could simply become a 'Trojan Horse' for risky deregulation rather than an attempt to meet the needs of excluded consumers.

We are concerned that Primary Advice could also undermine the national generic advice service. It depends on how far consumer protection is reduced, but aggressive marketing of primary advice by banks and insurance companies could result in consumers getting potentially biased advice rather than objective advice from not-for-profit generic advisers. 

However, we must stress that we fully support efforts to make the advice process more efficient, automate fact finding processes and clarify regulations on the interaction between savings and welfare benefits. But we do not believe this artificial primary advice category is necessary and adds any value for consumers.

Q11: Do you think there is enough potential benefit suggested by this DP for Primary Advice to become a significant advice channel in the UK? If not, what else might be done to encourage firms to enter such a market?
Primary Advice could indeed become a significant advice channel. But, we believe it could do so for all the wrong reasons. 
It is pragmatic to expect that more unscrupulous providers will see Primary Advice as a way of selling large volumes of products under weak regulatory conditions. 

Unfortunately, the FSA risks promoting regulatory arbitrage. The consequences of introducing Primary Advice could be a race to the bottom as other firms will not be able to stand by and watch aggressive providers steal market share. 
The fundamental point is that trying to create artificial regulatory constructs such as Primary Advice will not alter the basic economics of access which mean that the retail financial services industry is unable to extend access to excluded groups who are not a commercially viable proposition. Alternative solutions are needed for this group of consumers.

If the FSA wants to extend access safely, then it should focus on two clear objectives:

· it should concentrate on making the market more efficient so that unit costs come down – this will result more consumers becoming commercially viable;

· it should avoid anything that undermines the delivery of the national generic advice service.

Unfortunately, the proposals in DP07/1 are likely to increase overall distribution costs and/ or encourage reckless selling of products with lower levels of consumer protection. And the proposals for primary advice are likely to undermine the generic advice initiative. As we outline above, the main barrier 
Q12: What should be the conditions for Primary advisers to be called independent?

We urge the FSA not to proceed with the Primary Advice concept as it introduces major risks without adding any value for consumers. 

However, if the FSA insists on implementing these proposals then a number of safeguards would be necessary to limit the damage.    

Primary Advice will introduce an unnecessary layer of differentiation which will exacerbate an already complex market. To minimise this complexity, the same conditions outlined above should apply to primary advisers if they wish to represent themselves as independent – ie. they should select from the whole of market and their remuneration should not be influenced or determined in anyway by providers.

Q13: Is Primary Advice the right name? Would use of the term ‘information’ instead of ‘advice’ give consumers more confidence to use these services? What might be the implications of using the term ‘information’?

It is not clear that consumers generally differentiate between ‘information’ and ‘advice’ when they engage with the financial services industry - for many consumers, the terms information and advice are interchangeable. 
Nor is it clear why the FSA thinks that using the term information rather than advice would provide consumers with more confidence to use these services.

It is likely that the overall impact of the proposals in DP07/1 will be to create further complexity in the market, which will make it harder for consumers to make effective decisions (whether with the help of advisers or on an execution-only basis). 

Furthermore, it must be reasonable to assume that the additional complexity will provide the ideal conditions for intermediaries to create the perception that they are giving consumers advice when in reality a sale is being made on an information-only basis (or assisted-purchase basis) – with all the attendant reduction in consumer protection.  

The critical factors that will determine whether consumers receive objective, quality advice are the regulatory conditions and obligations set down for advisers by the FSA, not the use of terminology.

Non-advisory services

Q14: What issues in relation to non-advisory services should the Review consider, and why?
Under the proposals in DP07/1, there could be six different types of advice operating in the market. This must introduce yet more confusion into an already complex post-depolarised market.
It is must be obvious that these additional, unnecessary types or grades of advice will increase the risk that the line between regulated advice and non-advisory/ execution-only services will become even more blurred for consumers. 
This would not be a good outcome for the RDR as more consumers could end up misbuying products on a false premise believing wrongly that they were protected by regulation. 
Moreover, there must be a risk of regulatory arbitrage as less scrupulous firms could use the reduction in consumer protection resulting from these proposals and the greater complexity in the market to mislead consumers into purchasing inappropriate or expensive products. This could lead to these firms winning market share from more scrupulous firms who would be forced to respond by competing on the same terms.  

Other implications of service propositions

Q15: What are the possible implications for consumers, if the proposed market for advice is introduced?
Q16: Would the ideas put forward help more consumers to access financial advice relevant to their needs? Do you have other ideas?

FIC believes that the implications for consumers, if the proposed market for advice is introduced, would be as follows:

· greater complexity and confusion introduced into the market, making it more difficult for consumers to make effective decisions or get access to objective advice;

· the proposals could even undermine the proposed national generic advice service;

· an increased probability of consumer detriment in the form of misselling or reckless selling as a result of the complexity and confusion, and reduction in consumer protection that seems to accompany Primary Advice;

· no improvement in competition or distribution costs – therefore, no benefits will accrue in terms of financial inclusion or overall market efficiency;

· the DP does not propose any significant incentives and deterrents that will change the behaviour of market participants or align better the interests of consumers, intermediaries and providers;

· the proposals would keep commission at the heart of the retail distribution system retaining the conflicts of interest in the system;

· there are no meaningful proposals for the non-IFA channels ie. banks, or insurance companies and other primary product producers – this will undermine access to independent advice and competition;

· rather than lead to more efficient regulation and a regulatory dividend for firms and consumers, the complexity inherent in the proposals could require more intrusive regulation leading to further increase in distribution costs;

· the proposals could promote regulatory arbitrage leading to misselling/ reckless selling – which in turn would undermine consumer confidence and trust.

Overall, FIC believes that the proposals in DP07/1 would fail all the key tests outlined in the Introduction.

The FSA seems to question the view that the proposals contained in DP07/1 would result in more confusion for consumers
. We struggle to understand this view. 

The creation of yet more spurious distinctions between different types of advice, adviser/ intermediary, and remuneration models must lead to greater confusion for consumers. There can be no other outcome.
The introduction of the national generic advice service will counteract this additional complexity to a limited degree. Indeed, it is fairly certain that the six different types of advice, new adviser definitions, and remuneration models will make it more difficult for the generic advice service to operate. 

It must be remembered that the case for introducing a national generic advice service was recognised even under existing market conditions. A national generic advice service should not be used as an excuse by the FSA to introduce reforms that suit the needs of industry, not the needs of consumers.

The attitude pervading the DP seems to be one of expecting consumers to adapt their behaviour to artificial conditions and constructs created to meet the interests of the industry, rather creating a market which reflects the needs of consumers.   

We have put forward a set of proposals that we believe would stand a much better chance of meeting the financial advice needs of consumers and make the market fit-for-purpose. These are set out in the Introduction and Summary of Views and in our response to Q17. It must be said that FIC’s proposals are very different to those set out in DP17/1.   

Conclusions

Q17: Do you think that the view of the future distribution market for investment products set out in this DP can address the current market problems? If not, why and what could?
From the responses to the previous questions (Q15 + Q16), it will be obvious that FIC has serious reservations about these proposals. Unfortunately, DP07/1 does not represent the radical approach needed to reform a market that has been chronically dysfunctional over the past two decades.  
Moreover, far from improving the market for consumers, the proposals set out in DP07/1 are likely to be counterproductive and exacerbate market failure – primarily because of the additional complexity that would be introduced into the market.

The FSA must take a radically different approach if the market problems are to be addressed. 
FIC’s proposed reforms for making the market work in the consumer interest consists of three key strands:

· the national generic financial advice service must be set up on a not-for-profit basis to complement private sector advice capacity – importantly, this must not be undermined by the proposals in DP07/1;

· a new simplified, advice structure must be introduced (see Summary, above); and

· robust, targeted, cost-effective regulation. The key features of this new approach to regulation are:

· core high level principles complemented by guidance set by standards boards;

· an explicit rule addressing the conflicts of interest caused by aggressive remuneration practices (not just commission in the IFA channel),
· a robust fines tariff to ensure that regulatory breaches hit the bottom line, and
· new rights of access to information for consumers (see Q40 and 41 below). 
These measures we believe will create the necessary incentives and deterrents to align the interests of consumers and providers.    

Q18: Will many firms make significant changes to their business models? If so, why and how? If not, why not?

It is not possible to say at this stage. Some firms are likely to migrate to the high-ticket professional end of the market. But the key issue will be the extent of the reduction in consumer protection and removal of price caps that will result if the Primary Advice proposals are implemented. 

If these proposals are introduced as presented, then we would expect that firms would change business models but for all the wrong reasons as outlined above ie. there will be a race to the bottom in terms of reckless or aggressive selling.  
These proposals do not provide the necessary incentives and deterrents to re-engineer the market, or encourage the market to move towards more consumer-focused commercial models. 
Making the transition

Q19: We welcome views on what would represent a sensible transition period for the industry.

Q20: In what ways could we help firms to change their business practices and standards to adapt to new requirements that might emerge from this review?
With the exception of certain proposals (for example those regarding professionalism), the outcome of these proposals will be negative for consumers. Therefore, we would rather the FSA didn’t ‘help’ firms move towards business models outlined in DP07/1.
Chapter 3 – Professional financial planning and advice

Higher standards of competence and behaviours

Q21: Do you agree that these qualifications are at the right level for the roles described?

Role profiles

Q22: Do you agree that there would be clear benefits for consumers of introducing role profiles?

Q23: What role should regulation play in helping to make the necessary changes to qualifications and behaviours?
Better labelling of services

Q24: Do you agree that better labelling of available services would help in building the professionalism and reputation of the sector and in making services clearer to consumers?

Enhanced role and focus of professional bodies

Q25: Do you agree with these proposed measures to enhance the role of professional bodies and do you think these would make a difference to the professionalism of the financial advice sector?

Q26: Do you agree with the overall recommendations of the Professionalism and Reputation Group?

Q27: Do you have other suggestions for how the overall aim of raising professional standards and enhancing the reputation of the market could be met?

Q28: What role should we play in raising professionalism as opposed to relying on the professional bodies? Or can the industry lead the way in delivering improvements?
We have no specific comments on the issues of professional standards except to say that the measures contained in DP07/1 aimed at raising standards of professionalism in the market are very welcome.

Ensuring there is a clear distinction between general financial planning standards and professional planning qualifications should:

· encourage a greater degree of professionalism, 
· provide a more attractive career path for advisers,  
· allow consumers to differentiate more clearly between types of adviser, and
· help consumers appreciate the value of advice.

The specific suggestions in paras 3.8/3.9 that the benchmark for general financial advisers should rise from the current Certificate in Financial Planning/ Advisers and that professional financial planners should be accredited to at least the CII’s Chartered Financial Planner status (or equivalent) seem sensible. 

With regards to the FSA’s role, this should be one of ensuring that standards of training and competence reach certain levels. The detailed determination and monitoring of standards and qualifications should be left to professional bodies.  

Regulatory and prudential standards to manage liabilities

Q29: Do you agree with the group’s view that a system of risk-based financial resource requirements for personal investment firms, with a higher minimum requirement than at present, and which includes regulatory dividends, will contribute to better outcomes for consumers and a more sustainable distribution sector?

Q30: Do you agree that firms that give financial advice should be required to make some provision or arrangement for liabilities to customers which may come to light after they have ceased trading?

Q31: Do you agree that giving small firms incentives to employ compliance service providers will help increase the quality of their advice? Do you have other ideas on enhancing supervision of small firms and what are they?
Yes. We agree that a risk-based approach to financial resource requirements should be adopted. 
Better targeted prudential regulation (along with our other proposals set out above for a more robust fines tariff), should promote a more effective system of incentives and deterrents to encourage firms to be well run.

We also agree that firms should be required to make provision for liabilities that come to light after they have ceased trading. This is fairer on consumers. It is also fairer on better managed firms as it could prevent more unscrupulous directors off-loading liabilities. 

Q32: Do you agree that we should consider changing the time limits we set for the periods within which cases can be referred to the FOS by introducing a 15-year ‘long-stop’, such as applies in the courts?

Q33: What do you consider to be the risks and benefits of introducing a 15-year ‘long-stop’?

Q34: Should this 15-year ‘long-stop’ apply to business undertaken before and after the introduction of this ‘long-stop’?

Q35: Do you agree that stakeholders should try to identify circumstances that may prompt valid complaints at an earlier stage, and within a ‘long-stop’ period?
FIC is against the idea of a ‘long-stop’. There is a real risk that this approach could deny consumers access to redress in cases where misselling or the scale of detriment only comes to light at the end of a contract. A good example would be contracted-out misselling where the loss can only quantified at retirement. 
The myth of retrospective regulation is much over-hyped by industry as well. FIC is not aware of any case where firms were left liable for redress as a result of regulation being changed retrospectively. 

We take the view that there are already sufficient time limits in relation to access to FOS (3 years from when the consumer became aware or should have become aware of the loss). 
The financial services industry does not have a good record of prompting consumers to complain. Therefore, we think two outcomes would result from the introduction of the long stop. The long stop will either:
· affect significant numbers of consumers thereby denying access to redress and resulting in consumer detriment; or

· affect few consumers. In this case, it is not clear why it is thought necessary or being proposed as all it will do is send a message to consumers that the industry is attempting to evade its responsibilities with regards to long term products.

Q36: Do you agree that stakeholders should seek ways of ensuring that measures taken by the industry to prompt valid complaints are taken into account when deciding whether a consumer was aware that he or she had grounds for complaint?

No. 
Of course, it is natural to expect that all stakeholders (FSA, industry and consumer representatives) should co-operate to raise consumer awareness of the right to redress. 
However, this should not be used as a justification for denying consumers access to redress. There are already enough barriers in place preventing consumers getting access to due redress – especially vulnerable, excluded consumers.
Again, there is a risk that these proposals will seem like a ‘back-door’ way for the industry to reduce its regulatory liabilities by transferring the risk of misselling/ reckless selling to consumers.

Q37: If it is not possible to agree on consumer responsibilities, would it help to agree on a set of ‘sensible consumer actions’ when buying a retail investment product, which could be made available to customers and taken into account when considering  complaints, even if these are not legal obligations on consumers? Do you have other suggestions?

The implication of the argument in paras 3.41-44 leading up to this question is that the current regulatory framework allows consumers to avoid responsibility for their decisions. This of course is far from the reality. 

The approach followed by the FSA, FOS and the law makes it clear that consumers are generally expected to take responsibility for their decisions if firms have behaved according to legal or regulatory obligations. 

With regards to this idea of a set of ‘sensible consumer actions’, we do not see how this could work in practice. This set of sensible actions seems like an attempt to try and define caveat emptor. But experience tells us that is nigh on impossible to define ‘caveat emptor’ in complex financial markets as the interpretation depends on the individual circumstances applying at the time. Moreover, as mentioned the FOS will in effect take into consideration what it considers to be reasonable behaviour on the part of the consumer – but the key point is that this must by definition depend on the particular set of circumstances. Therefore, we do not see how this can be defined in advance.

However, it may well be that the FSA could develop this set of sensible consumer actions as a helpful consumer education or awareness tool.

Q38: Do you agree that preparing a record of good contemporary market practice, by a group with strong industry and consumer representation and credibility, would lead to greater certainty about the standards against which advice will be judged?

Q39: What do you think the cost of preparing a record of good contemporary market practice, and revising it annually, might be?

From discussions FIC has had with firms, many market practitioners seem to be encountering real difficulty interpreting the FSA’s high level principles based/ Treating Customers Fairly approach to regulation. Therefore, there is real merit in using ‘standards boards’ to develop guidance on best practice as an aid to firms. 
Indeed, the use of standards boards consisting of consumer, industry and regulators to issue guidance on the interpretation of core regulatory principles is one of FIC’s core recommendations (see Summary of FIC’s views, above). 
However, this should not undermine the ability of FOS to judge cases on their individual merits.

We are not in a position to provide an indication of what the costs might be of preparing an annual record.

Q40: What regulatory incentives, in addition to risk-based prudential requirements, do you think would encourage financial advisory businesses to improve the quality of their advice?

See above our response to Q17. The most effective intervention by the FSA would be a robust fines tariff to promote the necessary system of incentives and deterrents to align the interests of consumers and market practitioners. To put it bluntly, there will be little commercial imperative for firms to treat customers fairly unless the cost of treating them unfairly in the form of robust penalties hits the bottom line. 

Of course, robust fines need to be accompanied by other interventions which directly target the aggressive remuneration practices which distort competition in the market. 

Attempts to change the behaviour of advisers are to be encouraged. But this is likely to have only a marginal impact on overall market behaviour unless the FSA tackles detriment at source ie. the behaviour of shareholders and product providers up-stream in the supply chain.

To put it another way, advisory firms are unlikely to change their behaviour unless the behaviour of the firms supplying them with products also changes.   
The main underlying causes of detriment in the market are the absence of competitive forces and effective corporate governance mechanisms acting to align the interests of various stakeholders in the supply chain – from shareholders, to product providers, to intermediaries, through to end-user consumers.

Just like directors of UK companies generally, the directors of major financial services provider firms eg. insurance companies or banks, have an explicit duty to shareholders under UK Company Law. The shareholder interest is further enforced by powerful institutional shareholders who intervene to ensure that shareholder value is maximized in terms of enhanced revenue of profits growth.
However, set against these powerful agents ensuring that the shareholder interest is fully represented, directors of firms have a fairly abstract duty to treat customers fairly under the FSA’s approach to principles based regulation. 

Of course, if competition in the retail savings and investment market worked as effectively as it does in other consumer sectors (such as the high street clothing market, supermarket sector) then market forces would act as a natural countervailing force to ensure that directors balanced the interests of shareholders and consumers. But, as we know from experience (and one of the key reasons for establishing the RDR), competition in the sector has not been effective – what competition there is, is for distribution not for the end-user consumer.    
In the absence of effective competition, some other form of intervention is needed. Regulatory authorities, in effect, need to act as an agent for consumers to:

· ensure consumers are treated fairly;

· where necessary, become a proxy for competition by setting standards of acceptable behaviour that should apply in the market if competition was working; and

· promote effective competition by leveling the playing field between various market players and ensuring that product providers actually compete on value rather than distort competition through the use of aggressive tactics (ie. commission and other aggressive remuneration practices). 

But the low level of fines imposed by the FSA (say compared to those fines imposed by the competition authorities) and absence of other sanctions means that institutional shareholders and, therefore, directors of firms have never really felt the need to pay the same attention to treating customers fairly as they do to maximising shareholder value. A good illustration of this is the fact that we are not aware of a single case of a director of a major financial services firm having to resign as a result of treating consumers unfairly – but there have been numerous cases of directors resigning for failing to meet shareholder expectations.

Therefore, the corporate governance of the industry is unlikely to improve unless fines start to impact on the bottom line. 

Moreover, there is a glaring difference in the rights of access to information afforded to shareholders and the rights afforded to consumers under the UK’s regulatory system.  Consumers should have a right of access to any information which may affect their decision to use a particular provider including: information on complaints, persistency, performance data, remuneration details and so on. This would equalize to some degree the rights of shareholders and consumers. 
Furthermore, we do not see how product provider and distributor firms could move away from their reliance on the existing, aggressive distribution models. Shareholders would not allow a move away from these models as the incentives for doing so just do not exist at the moment, while the risks of adopting consumer-value based models are too great. 

Therefore, it is clear that some external intervention is needed to act as a proxy for competition, ensure that a level playing field is created and to provide firms with the comfort to move towards consumer-value based models. 
As we set out in the Introduction, the FSA will be judged ultimately on a number of high level tests including whether it has the will to reform the market to make it fit-for-purpose. In practice, this means intervening to move the market from a position where product providers/ distributors compete using aggressive incentives to one where the market competes on consumer-value.  

The existing practices are so well embedded that it will take brave and radical intervention on part of the FSA to reform the market. This means the FSA directly targeting commission and the other aggressive remuneration practices described above. 
Unfortunately, the proposals in DP07/1 do not represent the necessary intervention and seem to rely mainly on yet another misguided attempt to use transparency and disclosure to ‘encourage’ market reforms (see Q42, below). If these proposals are implemented as presented, commission and aggressive remuneration practices will remain at the heart of the system.
Transparency of remuneration

Q41: What data should be collected, and from whom, to help us to focus our attention on those firms most likely to be causing consumer detriment when advising consumers to switch product?
Any regulator needs access to comprehensive information to regulate effectively.
The level of switching and the impact of high front-end loaded costs is one the main causes of consumer detriment in the sector. Therefore, it is a cause for great concern that the FSA is even raising the idea that might stop collecting data on product persistency such as switching and lapses.

Not only should the FSA collect this data, it needs to radically change its attitude to disclosure and transparency (see Q40 on the rights of access to information). This information should be published on a regular basis to introduce peer group pressure into the market.

Q42: Do you agree that greater clarity for consumers on what services are being supplied, how much they are paying for them, and more influence for consumers on remuneration generally will help to address inappropriate advice risks?

No. The implication in this question is that greater transparency will result in consumers having more influence over remuneration and therefore remove the conflicts of interest that result in so much consumer detriment. 
While this may be true according to conventional text-book economic theory, transparency and information have limited impact in practice in controlling behaviour in complex markets. 
The FSA even recognises that many consumers do not fully understand how advisers are paid despite significant disclosure requirements having been in place over the years (see para 3.52). 

We see no reason to assume that information solutions will have any greater impact in future. Indeed, it must be reasonable to assume that the greater complexity inherent in these proposals (ie. there will be six different types of advice available in the market) would undermine even further the effectiveness of disclosure.

If the outcome of the RDR is yet another attempt to fall back on disclosure as a mechanism for influencing market behaviour rather than robust interventions, then the RDR will have been a huge disappointment.  

Q43: How, if at all, should we intervene on the issue of consumers’ rights to switch off trail payments?

Firms and advisers should be required to tell consumers of their rights. 

Customer Agreed Remuneration

Q44: What do you think is the most appropriate approach under Customer Agreed Remuneration (CAR) to matching payments (in terms of amounts and timing) from  the consumer to the provider, and payments from the provider to the intermediary, and why? What role, if any, might there be for regulation, or for guidance from other parties, to establish uniformity of approaches in the market?
The key issue relating to the CAR concept is how the adviser remuneration is actually determined. 

It is misleading to imply (as the FSA appears to do in para 3.77) that a CAR arrangement which allows the provider to determine the adviser remuneration, is anything other than commission. 

Of course, the consumer will be able to ‘acknowledge’ or agree the commission payment from provider to intermediary/ adviser. However, this does not alter the basic fact that providers will still be able to use aggressive commission payments to influence adviser behaviour. A right to acknowledge commission offers little protection in pressurised sales environments. 

It is critical to maintain a clear distinction between customer agreed fees (which involves the customer and adviser agreeing the level and timing of fees) and commission (which allows the provider a role in determining the adviser remuneration).

FIC’s preferred model is for the adviser to first agree a fee with the client for the services provided. The client would then be offered the option of paying a one-off up-front fee or paying the fee in instalments over an agreed period – for example, three or five years.

The precise period to be used for matching payments could be set by an independent panel and based on the prevailing persistency rates in the market. If the client chooses the instalment option, advisers should be able to apply an appropriate discount factor to the fee to reflect the opportunity cost to the adviser. This discount rate could be set by the independent panel based on market data.  
This instalment option provides all the advantages of fee based advice in terms of independence from provider influence, minimising the risk of inappropriate recommendations, and promoting competition for value. 
Proponents of commission argue disingenuously that commission benefits consumers as it keeps advice affordable.

This of course is not the case. Commission and equivalent remuneration models encourage churning in the market and push up overall distribution costs in the market. This has the effect of excluding consumers because providers and distributors need to target consumers with higher disposable incomes to deliver the expected returns on capital. The inefficiencies embedded into the market as a result of commission means that the equilibrium price
 is too high and excludes consumers. 

However, the FIC advice model would promote more effective competition bringing overall costs down. But the fact that it would allow for fees to be paid in instalments retains the benefits of affordability claimed for commission-based sales. 
So it is not even clear if the CAR model outlined in DP07/1 would even be necessary. 
Q45: Do you agree with the concept of third party financing, and if so, how might this operate?
Some sort of factoring arrangement could be beneficial for managing the transition from a commission-based to a true fee-based environment.

Q46: What do you think are the main barriers, including taxation, which would prevent firms from moving to a CAR model? How might these barriers be addressed?

Q47: Do you agree that CAR could assist advisory firms to move towards a fee-based revenue model (according to the current definition of fees)? Could this help to erode the perception that advice is a free commodity?

Q48: What are the main challenges to implementing CAR, and what might be the implications for consumers, firms (of all types) and the FSA?

Q49: What market mechanisms (if any) do you envisage could contribute to reducing the risk of advisers exploiting the extra information they might possess on consumers’ willingness to pay? Would the risk of price discrimination be a concern for consumers and how might this risk be mitigated?
We have no particular view on the issue of taxation except to say that a level playing field should be created between different forms of remuneration.

The main barrier that prevents firms moving to a true consumer focused fee-based system
 is that there is little commercial imperative for product providers to do so. 

As we explain above, the commercial models of most product providers are predicated on using aggressive commission and remuneration strategies to win market share via distribution channels. Unfortunately, the proposals in the RDR will not create the commercial imperative for product providers to change their business models. Therefore, it follows that, if product providers have no commercial imperative, there will be little incentive for advisory/ intermediary firms to change their business models to a more consumer focused advice model. 
The CAR model outlined in DP07/1 appears to allow product providers to determine or influence the remuneration paid to intermediaries. The fact that the customer will have to agree the level of remuneration provides no real counterbalance to this. As the FSA well knows, disclosure has limited impact in controlling market behaviour. 
In our view, this CAR model is just a variation on the existing commission-based system and should be called so. Indeed, there is a risk that allowing commission to be described as CAR may mislead consumers.

The main justification for this CAR model, rather than a true consumer focused fee-based model, seems to be that the FSA has accepted the industry’s arguments that consumers will be unwilling to pay for fee-based services (see para 3.84). 
But as explain in our response to Q44, this seems a rather disingenuous argument. The model we have outlined above provides consumers with the option of paying a fee up-front or paying the fee in instalments. This model meets two objectives of breaking the link between intermediaries/ advisers and product providers and keeping advice affordable. The CAR model does not achieve these objectives.

The FSA also seems to be arguing that the CAR model will bring greater clarity for consumers. This is surely not the case. The introduction of a potentially misleading hybrid form of remuneration, alongside the six different types of advice which would emerge as a result of the proposals in DP07/1, must introduce even greater complexity into the market.   

Overall, the proposals in DP07/1 designed to deal with the distorting impact of commission are very disappointing. These proposals would maintain the pre-eminence of commission at the heart of the distribution system. 

FIC was very encouraged by the analysis of the market contained in DP07/1. It suggested that the FSA was finally willing to address the detriment caused by commission. However, the actual remedies seem to rely too much on information solutions which have been shown to have failed in the past. 

Of course, it is quite likely that firms would want to move towards the particular CAR based model outlined in DP07/1. But this would not be a positive outcome for consumers. The model in DP07/1 appears to retains commission at the heart of the system while allowing advisory firms to create the illusion that they are charging a fee type structure. 

It is too early to say whether price discrimination is likely to occur as a result of these proposals. Further economic modeling is needed to evaluate the potential impact on the market. 

Chapter 4 – Primary Advice

Primary Advice

Q50: What should be our role in endorsing the criteria for segmenting consumers for Primary Advice? What role is there for the industry to provide appropriate standardisation?

Q51: To what extent is there unmet demand for some form of simple advice, bearing in mind that the wider proposals in this DP and other market developments could alter the demand in the future?

Q52: Do you think that a Primary Advice service would benefit consumers and, at the same time, provide sufficient consumer protection?

From what we have said so far, it will be obvious that we are fundamentally opposed to the concept of Primary Advice. 

The justification for proposing the Primary Advice concept is difficult to understand. Unfortunately, the proposals read like an artificial regulatory construct created to suit the commercial models of existing providers rather than suit consumers’ needs. 
Nor is it clear how the proposals would work in practice. For example, it is difficult to see how advisers would be able to judge whether a potential client might be suitable for Primary Advice without first having undertaken an assessment of the client’s financial circumstances, needs or attitudes to risk. 

Moreover, as the Deloittes
 survey found, much of what is required by regulation is in fact just good business practice. Therefore, we fundamentally question the potential for Primary Advice to reduce regulatory and distribution costs in a properly functioning market. 
Of course, as we explain elsewhere it is possible to envisage a scenario where Primary Advice could reduce costs for the industry through the transfer of regulatory risk and associated costs to consumers. But this would not be an overall reduction in system costs, simply a displacement of costs to vulnerable consumers. 

Moreover, the proposals would result in greater complexity, less efficient choices, and consequently no reduction in overall distribution costs. 

Turning to segmentation, it should be remembered that the existing regulatory regime already allows the industry to tailor advisory services to meet the needs of different consumer segments. Therefore, we are concerned that the Primary Advice proposals could simply become a 'Trojan Horse' for risky deregulation rather than an attempt to meet the needs of excluded consumers.

The basic idea of trying to segment consumers in advance before advisers/ intermediaries actually establish the individual’s personal financial circumstances seems to run contrary to the basic financial advice process. 

The idea of trying to ‘fit’ consumers to straightforward financial products also reverses the usual process where consumers’ needs are established and then appropriate products selected to meet those needs. 

We fully support the idea of simple, straightforward products – but for the entire market not just consumers on lower incomes who have not been served well by the market. Consumers are not homogenous and have complex needs which cannot be established using a second rate fact finding process. However, once these needs have been established using a proper fact find process, it would be perfectly acceptable for those needs to be met by simple products. Indeed the FSA needs to do more to stamp out unnecessary complexity in the market which can result in unfair practices. 

Notwithstanding our reservations, we fully support efforts to make the advice process more efficient, automate fact finding processes, develop portable fact finds and clarify regulations (for example, by clarifying the interaction between savings and welfare benefits). But this could be done without introducing this artificial Primary Advice category which adds no value for consumers.

We believe there is unmet need for objective, straightforward advice. But an artificial regulatory construct such as Primary Advice will not change the basic economics of access which restrict the capacity of the retail financial services industry to extend access to excluded groups who are not a commercially viable proposition. Alternative quasi-market solutions are needed for excluded consumers.

If the FSA wants to extend access to objective financial advice and affordable products, then it should focus on two clear objectives:

· making the market more efficient so that unit costs are reduced – this will result more consumers becoming commercially viable for the retail market;

· avoiding anything that undermines the delivery of the national generic advice service.

But, overall, we fundamentally disagree that the proposals in DP07/1 would benefit consumers. To reiterate, the existing regulatory framework allows firms to tailor their advisory services to meet the needs of different groups of consumers. Primary Advice will introduce unnecessary complexity, is likely to increase overall distribution costs and/ or encourage reckless selling of products with lower levels of consumer protection. And the proposals for primary advice are likely to undermine the generic advice initiative.     

Implications of debt for savings advice

Q53: What are your views on the extent to which people with existing debts should be encouraged or discouraged by financial advice to make investments and to save?

Q54: Are there any particular exceptions and how should we consider this in the context of decision processes for Primary Advice?
The challenge of providing advice on debt versus savings provides a perfect illustration of why an ‘off-the-peg’ advice process may be unworkable. There are some general principles which should be followed such as: 
· clearing short term debt; 
· comparing the cost of servicing medium-long term debt to rate of return on savings/ investments; 
· making sure consumers have built up sufficient savings to cover emergencies, and so on. 
However, the decision as to whether consumers should pay off outstanding debt very much depends on the individual consumer’s attitude to risk and their financial circumstances.
Tax, Benefits and Primary Advice

Q55: What are the tax or benefits issues that could hinder the development and/or success of a Primary Advice service? What are your views on how these might be resolved?
We take the view that the interaction between state benefits and savings may act as a barrier to advisers providing advice to consumers on the margin (whether in the not-for-profit or private sector channels). Therefore, greater clarity about the potential impact of savings on eligibility for state benefits would be welcome.

Standardised and portable fact finds

Q56: Do you think that these standardised and portable fact finds will help with the provision of advice to a wider range of consumers and help contain costs?

Q57: How should we strike the appropriate balance between verification of data and reliance on that data by other firms when using a portable fact-find?
We have serious concerns about the basic concept of Primary Advice. However, we do support the development of portable fact-finds, and innovative use of technology. This should deliver considerable benefits in terms of cost savings – particularly if used in conjunction with the national generic advice service.

Therefore, portable fact finds and technology should be encouraged – not as an attempt to create primary advice, but as a general measure to improve efficiency in the market.

Concerns about reliability of portable fact finds are overstated. As the FSA suggests, introducing a ‘sell-by’ date on the information should minimise the risk of information being out of date. 

We think this is one area where the FSA could develop standards or an accreditation system with the industry and consumer representatives.

Product approval

Q58: Do you agree that using product criteria would help firms deliver appropriate products to the target market for Primary Advice?

Q59: Do you think having FSA-endorsed products would help? If so, how would this work?

In answering this question, it is important to remember that an ‘appropriate product’ has two dimensions – it needs to be suitable for the client’s needs and represent value-for-money for the consumer.  

With regards to suitability, Primary Advice appears to involve reduced consumer protection (ie. lower suitability requirements). Moreover, the perceived efficiency gains from Primary Advice seem to be derived from the ability of intermediaries to ‘fit’ consumers to straightforward financial products which reverses the usual process where consumers’ needs are established and then appropriate products selected to meet those needs. 
The key point is that even the ‘best’ product could be unsuitable for a particular client’s needs.

Turning to value-for-money, as we outline above, an artificial regulatory construct such as Primary Advice does not alter the fundamental economics of access. Therefore, the fact that the FSA was approving products would not change those economics.

That is not to say that we object to the idea of product regulation. The stakeholder pension initiative provides an excellent case study of how product regulation can be an effective regulatory intervention. SHPs were introduced with three key objectives in mind:

· to reduce the likelihood of misselling;

· introduce some element of competition into the market by putting downward pressure on costs and prices to consumers; and

· extend access to consumers on lower-medium incomes.

SHPs have been very successful when measured against the first two objectives. However, there has been limited success on the third objective. This is because SHPs did not change the underlying economics of access. 

The FSA will be aware that the Government and consumer advocates promoted the introduction of personal accounts
 because it was clear that the retail pensions model could never reach lower-medium income consumers on commercial terms that made sense for both consumers and providers.

The industry has made two major attempts to remove the price caps on SHPs. The industry’s first direct attempt to remove of price caps on SHPs was largely rebuffed. However, the FSA will be familiar with the industry’s attempts to circumvent price caps through its lobbying to remove the RU64 rule
. Again, this effort has been rebuffed - for now.

The justification put forward for removing price caps and RU64 was that these regulations prevented the industry reaching out to excluded groups. This of course was disingenuous. Consumer advocates recognised that the industry would use these deregulation measures to increase prices for consumers on medium incomes, not extend access to consumers on lower incomes. 

The returns on capital from selling to medium-higher income consumers are generally higher than those available from selling to lower income groups. There is also greater regulatory and reputational risk attached to selling products to lower-income consumers because of the interaction between savings and state benefits. Put simply, if price caps or RU64 had been abolished, shareholders would have expected firms to take advantage of deregulation to maximise revenue from medium-higher income groups not chase after low margin business at the lower-income end of the market.
It is disappointing to see the same old arguments resurfacing in DP07/1. The FSA suggests that the range of investment products sold through primary advice channels would not be subject to price caps as this might limit the margins available (see para 4.27). This suggests that the FSA has been influenced by yet another attempt by parts of the industry to increase prices and at the same time reduce consumer protection.     

It is not clear why the FSA believes firms would choose to sell these investment products to consumers on lower-medium incomes under the Primary Advice process. Of course, certain firms might use the opportunity provided by the absence of price caps and reduced consumer protection to recklessly sell high volumes of products to lower-medium income consumers. But it is more likely that firms would focus on medium-higher income groups given the higher margins available particularly if products could be sold with lower consumer protection. 
Unfortunately, we would have to conclude that if the proposals contained in DP07/1 were implemented, the industry would have succeeded in abolishing the stakeholder price caps. Not only that, they would have also managed to persuade the FSA to reduce the level of consumer protection available to consumers.  
Product regulation is one of the most effective regulatory interventions. Therefore, the idea of FSA endorsement of products certainly merits further exploration. However, this should be done to make the market work better for all retail consumers, not to try and support the introduction of Primary Advice.

Q60: Do you have any other suggestions or options for limiting risks of inappropriate products being sold via Primary Advice?

Unfortunately, we have no suggestions on how to limit the risks of inappropriate products being sold through primary advice channels given that the basic concept is fundamentally flawed and inherently risky. 

Suitability

Q61: Do you agree that different suitability standards would encourage delivery of Primary Advice and what should these be?
If the FSA introduces weaker consumer protection through different suitability standards to try and support the concept of Primary Advice, then this could encourage certain firms to aggressively sell products through Primary Advice channels. 
But we hope that the FSA recognises that this would not be a desirable outcome for consumers, confidence in the wider financial system and, needless to say, for the FSA itself.
To reiterate, the existing regulatory framework allows firms the discretion to tailor their advisory services to meet the needs of different groups of consumers. The FSA should not be in the business of endorsing reduced consumer protection in the form of weaker suitability safeguards.
Decision processes

Q62: Do you think that decision trees would be a useful means of ensuring that consumers had access to some type of information/advice?

Q63: What other ways might be used to standardise the advice process for Primary Advice?
We support the idea of making the advice process more efficient whether this is through the use of portable fact-finds or decision trees. 
Again, it is important to stress that these initiatives should be seen as mechanisms for making the advice process generally more efficient not to support the introduction of Primary Advice. 

Application of risk-based prudential requirements to Primary Advice business

Q64: How should risk-based prudential requirements and risk-based supervision for personal investment firms that give Primary Advice take account of the risk and consumer protection issues associated with it?

We have no comment on this question except to say that the level of regulatory monitoring and supervision needed to police the additional risks that will be introduced by Primary Advice will probably negate any potential regulatory dividend.

Other ways of increasing access for more consumers

Q65: Does the boundary between advice and information need to be clarified? What other regulatory changes might help delivery of non-advised products to consumers in a clear and meaningful way?

Yes. It would help consumers understand the different types of consumer protection that apply under advised and non-advised sales. However, the FSA should resist the temptation to promote particular forms of distribution (eg. non-advised sales) to cut costs for industry. This simply transfers regulatory risks and costs to consumers. 

Q66: Do you think that an ‘assisted purchase’ model could work?
Introducing yet more regulatory constructs such as Primary Advice and ‘assisted purchase’ would undermine the clarity needed to make the market work and make it even more difficult for consumers to make effective decisions.

Q67: Are there any other models that you think could work?
Overall, we conclude that there is little merit in trying to create artificial advice models. As mentioned above, the FSA should focus on making the market more efficient and supporting the introduction of a national generic advice service. 

Q68: Is there an argument for more radical approaches, such as further compulsory savings (beyond the levels envisaged by Personal Accounts)?

Yes. The arguments for more radical approaches to meet the needs of vulnerable consumers and make the market work in the consumer interest are overwhelming.

As we explain above, the main barrier to extending access to excluded consumers is the basic unsuitability of the retail financial services model. Levels of financial inclusion will not improve by continuing to rely on retail solutions or trying to create artificial regulatory conditions for the industry. These simply introduce greater risks for consumers. 

Radical, alternative solutions are needed to meet the needs of vulnerable consumers – for example, not-for-profit or quasi-market solutions. These public policy innovations are outside the FSA’s remit. But the regulator can play its part by ensuring that it doesn’t introduce yet more detriment into the market which would undermine the development of innovative solutions.   

Similarly, there are strong arguments for saying that the level of compulsion envisaged by Personal Accounts will not provide sufficient income in retirement for many consumers, and would need to be monitored and revised, if necessary.

Chapter 5 – Legal and Regulatory Considerations

Regulatory certainty
Q69: Can you provide material examples of how regulatory uncertainty has created a barrier for your firm?

Q70: Do the proposals put forward in this DP go far enough to improving the position? If not, what other measures could we introduce?
We have no comments on these questions.
This marks the end of The Financial Inclusion Centre’s response. If you have any queries, please contact Mick McAteer, Director, The Financial Inclusion Centre.
The Financial Inclusion Centre
December 2007
� The costs of regulation study, Deloittes for the FSA, 2006


� The rule requiring advisers to justify why a more expensive personal pension is being recommended rather than a better value SHP


� The proposals in DP07/1 could result in a savings/ investment/ pensions market with the following differentiations: full advice; focused advice; primary advice; generic advice; basic advice; assisted purchases; and information only/ non-advised sales. This is even before the various permutations and combinations in the mortgage and insurance markets.


� Personal accounts will be run on a collective basis through a national pensions savings scheme arrangement to provide the necessary economies of scale


� This is the rule requiring advisers to justify why a more expensive personal pension is being recommended rather than a better value SHP


� The costs of regulation study, Deloittes for the FSA, 2006


� See para 2.69


� The price at which it makes commercial sense for both consumers and providers to transact. 


� We stress that the CAR model outlined in DP07/1 is not a true consumer-focused fee based system. It would appear to still allow providers to determine an intermediary’s remuneration. This is commission by another name.  


� The costs of regulation study, Deloittes for the FSA, 2006


� Which will be run on a collective basis through a national pensions savings scheme arrangement


� The rule requiring advisers to justify why a more expensive personal pension is being recommended rather than a better value SHP
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