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Summary

Overall we feel that the FSA has come a long way in addressing the
Panel's concerns in the level of consumer protection provided through
basic advice. However, if the Government's aims for stakeholder
products are met, consumers using basic advice, a lower level of
advice from less qualified people, will be inexperienced consumers and
we are concerned about the scope for widespread consumer detriment.
Firms have an enormous responsibility to ensure that their systems
promote good quality sales and disincentivise mis-sales. Firms' past
record on this is poor but they must rise to the challenge of treating
their customers fairly when designing and delivering this new service. If
they continue in the vein of past selling strategies, consumer
confidence in the financial services industry will further decline and
across a new market. The FSA has a key role in discussing with firms
how they intend to deliver basic advice and in monitoring firms'

systems and marketing strategies throughout implementation.

Il. We await the results from the third round of filter questions testing in
the hope that it will show a sufficient proportion of good outcomes to
suggest the FSA should go ahead. But we have also made a number
of suggestions to the Sandler team that we believe would improve the
level of consumer protection provided through basic advice. To help
consumers understand the limits of basic advice, their role in the
process and the products themselves we suggest: tailoring the initial
disclosure document; adapting the product guides to better explain the
risks and implications for flexibility and withdrawals of equity products;
and better explaining the implications for consumers when overriding
financial warnings. We also believe that the recommendations section

of the script should be prescribed.
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[I. Consumer representatives should be involved in the development of
any code of practice which will be important particularly as it will be
used by the FOS in considering future complaints to establish good
industry practice at the time. We also think that the industry, FSA and
consumer representatives should agree the areas of competence they
think basic advisors should have, e.g. — ability to explain the effects of

inflation.
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Panel response to the Financial Services Authority's
consultation paper 04/11: A basic advice regime for
the sale of stakeholder products

The basic advice regime

General comments

Qu. 1: Do you agree the basic advice regime proposed is a proportionate means of providing
adequate consumer protection for those seeking advice on the suitability of stakeholder
products?

1. In defining a new activity of basic advice and retaining the principle that
products recommended should be suitable for the consumer, the FSA has
come a long way in meeting many of the Panel's concerns. The FSA's
decision to retain the concept of suitability as underpinning the simplified
approach, and implications of this for the way a consumer's complaint
would be dealt with by the Financial Ombudsman Service (FOS), have
raised the level of consumer protection around the sale of these products.
This is particularly important given the Government's hope that these

products will be sold to an inexperienced market.

2. We also welcome the proposals: that the salesperson should be prevented
from recommending products if they are concerned about a consumer's
ability to afford them; and that firms should consider providing a 'ready
reckoner' for helping consumers understand what they can afford and to
check how a consumer is coping with debts, although we think firms
should be required to provide a ready reckoner rather than simply to

consider providing one.

3. ltis also important that consumers understand the limits of the basic
advice regime and their own role in the sales process. We have some

suggestions which we believe would help:

e revising the initial disclosure document to describe the limits of basic
advice (see paragraphs 25-26); and
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e arequirement for firms to make it clear to consumers the implications
when they choose to override warnings about their financial priorities

(see paragraph 30).

4. Under current proposals, inexperienced buyers will be sold products by
unqualified salespeople. This raises the importance of prescription in the
process and in the written material that the consumer receives. In addition
to revising the initial disclosure document, as above, we ask the FSA to
consider prescribing the recommendation section of the script and
requiring this to be included with the cancellation notice mailing following
the sale (see paragraph 23, 31-32). We also have some detailed
suggestions about the key features documents (see paragraphs 33-35).
Whilst the initial disclosure document and key features documents have
been lifted from the full advice regime, we suggest that the basic advice
regime is different enough to require that these documents should be
tailored to address the different role and responsibility, as well as

experience, of consumers receiving basic advice.

Qu. 2: Do you agree with our interpretation of our consumer research findings?

5. The consumer research reported on in CP 04/11 demonstrates that the
filter questions that were being tested were ineffective in warning off
consumers whose circumstances suggest a particular product would be a
poor choice, a criterion we note the FSA had set itself in developing an
appropriate simplified sales regime. We wrote to the FSA in May 2004
highlighting:

e The high proportion of recommendations that were 'non-good’, in
particular for equity based products. 30% of overall product
recommendations and equity ISA recommendations were ‘non-good’.

This rose to 57% for equity non-ISAs, and 46% for personal pensions.

e The high proportion of those with high debts recommended a savings
product. 79% of respondents with high debts were recommended a
cash ISA.
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Screening Questions Advisors
No. of | Good | Toler- | Incon- | Bad | Good | Bad
Products able | clusive
Total 499 70% |23% |6% 1% |83% |11%
Cash ISA 325 75% |25% | 0% 0% |90% |6%
Equity ISA 98 70% | 17% | 12% 1% |82% | 13%
Equity non-ISA 35 43% | 34% | 23% 0% |60% |13%
Personal pension | 41 54% | 17% | 27% 2% |78% | 18%

6. We were concerned about the labels 'inconclusive' and 'tolerable' as we

8.

felt many of the recommendations labelled as such actually indicated
consumer detriment if replicated in the real world and were a result of

inadequacies in the filter questions.

Many of those categorised as 'inconclusive' revealed the inadequacy of
the filter questions at collecting sufficient information. In particular, the
results show that the tested filter questions were poor at identifying
attitude to risk. For example, of those recommended an equity non-ISA
and personal pension, 23% and 27% of the outcomes were inconclusive
respectively. "Inconclusive" means that the consumer changed their
response profile between the filter questions and the computer fact-find
and this usually related to the self-assessment of risk, compared to the
more detailed probing in the computer fact find, or to the profile of savings
and debt established by the fact find and not required by the filter
questions. We think this indicates inadequacies in the filter question
process at determining a consumer's attitude to risk. If medium-term equity
based products are to be sold in this way, the FSA and firms must
introduce into the process a more effective way of determining a

consumers' appetite for risk.

We also disagreed with the FSA about many of the outcomes they had
labelled as 'tolerable’. 96% of the recommendations in the 'tolerable’
category were respondents who indicated on the model script that they
could afford to invest, but the information disclosed on their fact find

indicated that they may not be able to do so. We do not agree with the
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FSA that these recommendations are 'tolerable’, even where the
consumer has chosen to continue in the sales process following warnings.
The research indicated that the warnings were ineffective. For example,
only 22% of those warned to sort out their borrowing/pay off some debts
spontaneously recalled this warning. As a result of the research, we have
asked the FSA to focus attention on amending the filter question process
so that those for whom a Sandler product is not suitable, are not
recommended them. Suggestions for achieving this include: developing a
computer based system that can remind salespeople and customers at the
end of the interview of any financial warnings given throughout the
interview; and making it very clear to consumers that in choosing to
continue in the sales process they are responsible for overriding the
financial warnings. We would want to see a much higher level of
spontaneous recall of warnings in the next wave of research before

proceeding.

9. In addition, the low levels of understanding of the products suggested that
consumers' in this market had considerable need for help in understanding
what is right for them. For example, only 38% of respondents disagreed
with the statement that 'lt does not matter if you stop paying
into/surrender/sell medium and long-term products after a couple of years'.
This, together with the low proportion of good outcomes for equity non-ISA
products, suggests that the FSA has yet to demonstrate medium-term
products can be safely sold through the filter questions process. We have
made a suggestion about the product guides in this response which we
hope will help consumers understand the risks and implications of

withdrawals and flexibility of medium-term products.

10.We look forward to seeing the research on the next set of filter questions
in the hope that the FSA has improved their effectiveness at filtering out
consumers whose circumstances suggest a particular product would be a
poor choice. But we also think the extent to which this sales process

results in unsuitable sales is dependent on regulations and firms' own
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systems, including remuneration and training and competence systems,

outside of the filter questions.

Qu. 6: Do you agree with our analysis of the cost and benefits of our proposals?

1. We wrote to the FSA in May 2004 with a number of disagreements with
their cost benefit analysis (CBA) of these proposals. Our overriding point,
however, was that CBA does not seek to, nor does it, establish whether
the filter questions provide appropriate consumer protection. This is a non-
economic issue which has not been incorporated into the CBA.
Additionally, it not easy to understand from the FSA's report of the CBA in
the consultation paper, to whom the benefits and costs are allocated. A net
benefit when the worst case scenario of poor outcomes is assumed is not
relevant in answering the most important question facing the FSA which is

whether the regime will meet their consumer protection objective.

Scope of the regime

Qu. 3: Do you agree that the basic advice regime should include all of the Government's
stakeholder products? If not, which would you exclude, and why?

2. We question the appropriateness of selling both medium-term products
through basic advice. The second round of research findings gives cause
for concern about selling these products through a simplified regime. With
up to 60% of equities, its value will be sensitive to market fluctuations,
which means that consumers must be confident they will not want to
access their money at short notice. Yet in the research, only 38% of
respondents correctly disagreed with the statement "It does not matter if
you stop paying into/surrender/sell medium and long-term products after a
couple of years". Indeed our research into consumers' understanding of
their financial needs suggests that consumers do not "pigeon hole their
funds by type of goal such as short-term, medium/longer-term or
emergency funds. More likely a pot of accessible savings is developed,
which is multi-functional’. This basic divergence between a key feature of

these products and consumers' understanding and attitude towards

! Understanding financial needs page 6, research report by ORC commissioned by the FS Consumer
Panel, published May 2003.
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savings suggests that there is considerable scope for unsuitable sales of
these products. The results of the current filter questions testing bear this
out. Whilst 30% of the recommendations for equity ISAs were 'non-good'
this increased to 57% for equity non-ISAs. The research testing the third
filter questions needs to demonstrate a high level of good outcomes for
these products before the Panel can feel reassured that these products
can be safely sold through basic advice. In addition, we think the product
guides must be explicit about the circumstances that would make these
products unsuitable, e.g. — want to access money at short notice. (see

paragraphs 33.)

3. We have a question over whether many of the salespeople giving basic
advice will understand the smoothed investment product themselves or will
be able to explain it (or answer questions such as the cost and parameters
of smoothing) to customers. We also think that consumers will find it
difficult to understand, in particular the circumstances when smoothing will
not be undertaken. We note that the FSA's third round of research is
exploring whether improvements to the script can increase the proportion
of product sales that represents a good outcome but we remain sceptical
about whether the script can clearly explain the characteristics of this
product so that the consumer is absolutely clear about the product he or
she is buying. Without evidence to suggest the customer understands the
product, we remain cautious about the smoothed investment product being
sold with basic advice.

Qu. 4: Do you agree that we should, in due course, consider extending the basic advice

regime to include other, non-stakeholder, products?

4. The basic advice regime will need reviewing following implementation. We
suggest that the FSA plan now what information they want to collect to
help review whether the expected benefits have materialised and whether
the regime should be extended to other products. It is too early to
comment further on this question.

Qu. 12: Do you agree with our proposals on product ranges, and in particular that the range of
products on offer to each customer should be limited to one of each product type?
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5. If the final rules retain the restriction on the number of products that can be
provided, the FSA should ensure that this is properly explained to the
consumer at the start of the sales process. This restriction should be
explained in the initial disclosure document (IDD) which explains the
services on offer and will form the reference for this discussion at the start

of the process, see paragraphs 25-26, below.

Regime for the salesperson

Qu. 8: Do you agree that the activity of providing basic advice should not be a controlled
function?

Qu. 9: Do you agree with our proposed approach to training and competence for those
providing basic advice?

6. The CP contains proposals which reduce the regulatory requirement for
salespeople providing basic advice compared to the current requirements

for investment advice including:
¢ not defining 'providing basic advice' as a controlled function; and
e not requiring salespeople to take examinations.

The FSA must counter the risks this poses by ensuring the salesperson is

not solely relied upon to deliver and explain key concepts to consumers.

7. The Panel has previously advised the FSA to require that anyone offering
less than whole of market investment advice should be referred to as a
salesperson and describe themselves as such to the consumer. This is
particularly important in relation to basic advice because of the additional
limitations of the service, for example only being able to recommend one
product per product type. We believe that calling these people salespeople

will help consumers understand the limits of the service.

8. We agree that a salesperson's competence should be initially assessed,
that they should receive structured training and that firms should ensure a
salesperson's competence is maintained on an ongoing basis. Supervisors

should discuss with firms their plans for delivering this.

| Financial Services Consumer Panel [date] Page 11 of 20 |




9. The FSA should develop, in agreement with consumer and industry
representatives, areas of competence they expect these salespeople to
have, e.g. — ability to explain the effects of inflation. We would also expect
the Financial Services Skills Council to develop an examination aimed at
these salespeople.

Qu. 15: Do you agree that basic advisers should not be permitted to give advice on fund
selection, or on cashing in or transferring funds from existing investments?

10.We agree.

Script and consumer documents

Qu. 5: Do you agree with our decision not to mandate a particular filter question script?

11.1t is the outcome, rather than the script, that is important. We can see the
benefits of putting the responsibility onto firms for providing good
outcomes for the vast majority of consumers. If firms are to devise their
own scripts, the Panel would expect extensive discussions with the firm's

supervisors and monitoring during the implementation phase.

12.There appears to be a gap in the script following the recommendation of
product types but before the recommendation declaration. This is when
the salesperson and consumer work out what amounts are put into each
product, or premium levels, and appears quite crucial. Given the likely
basic competence of the salesperson, perhaps the script should offer
some guidance about working out amounts, e.g. — 3 times the monthly
salary available for emergency accessible cash would mirror the guidance
from the FSA as published on the financial planning pages of the
consumer website. This may be achieved by extending the use of the

ready reckoner already envisaged.

13.The recommendations section and the declaration section of the script
should be prescribed. This is effectively the 'reasons why' replacement.
The script questions and answers will be printed out and given to the
consumer at the end of the interview and this will replace the reasons
why/suitability letter. It seems appropriate, therefore, to prescribe this

section. The FSA's script says that all the reasons must apply for the
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product to have been recommended so it does not seem to follow that
firms could have discretion over the reasons why set out in the

recommendation section.

14.0n a small point of detail, we also suggest that the 'reason why' that
covers ISA entitlement should read "you have confirmed that you have
paid into an ISA during this tax year (since x April xxxx)" to avoid confusing

the customer by "...may have paid into...".

Qu. 10: Do you agree that an initial disclosure document should be provided?

15.The Initial disclosure document should be specifically restructured with
these products and this sales process in mind. In particular, it should
explain the limits of basic advice and the fact that the salesperson can only
recommend one product from each product type. It should be explained in
a way that makes it meaningful to the consumer, i.e. — 'there are other
similar products on the market but we can only recommend this one and
we can make no assessment of which product from the many offered

would be most suitable to you'.

16.We think that many consumers, particularly those who have not previously
received advice will find it difficult to understand the limits of basic advice
implications for them of this. Therefore we suggest that the limits of the
basic advice process are reiterated at the end, as well as the beginning, of

the process.

Qu. 11: Do you agree with the exclusion of basic advice from our Menu proposals?

17.1t is important that consumers are provided with information to allow them
to compare charges across different services. Therefore, whilst we accept
that the menu should not be required for the basic advice process, we
suggest that the basic advice tailored IDD should explain how the cost of
the sales process is paid for and that whilst the charges are capped for
stakeholder products, this does not necessarily mean that they are the

cheapest in the market.
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Qu. 13: Do you agree that our specifications for the basic advice process reflect appropriate
standards for suitability, know your customer and the delivery of risk warnings?

18.We welcome the FSA's proposal to retain suitability as underpinning the
regime. We also welcome the proposal that salespeople should end the
interview if they are concerned about the consumer's ability to afford to
save. One way of ensuring correct basic suitability information is to
prescribe the recommendations section of the script which gives the

reasons why and says that all must apply.

19.The first and second rounds of research on the filter questions
demonstrated that those versions of the script did not deliver a good

enough level of suitable recommendations.

20.We think that the communication of risk warnings could be better. Firstly,
the risk warnings of financial priorities during the filter question process
could be better at warning consumers that it is their responsibility and
choice to override such a warning, i.e. — by extending the guidance to
firms at COB5a Annex 1G. Secondly, the riskiness of a particular product
could be better explained during filter questions and during key features
documents, see below.

Qu. 14: Do you agree that our requirement for a recommendation summary is an adequate
substitute for a suitability letter?

21.We agree if the recommendation section of the script is prescribed by the
FSA.

22.There is a need for consumers to receive something in the post. It would
seem appropriate for the recommendation/reasons why section to be
included with the notice about cancellation rights. In addition, the follow up
letter should reiterate the consumer’s role, and highlight in the case of a
pension recommendation, the fact that this was based on the consumer

stating that they did not have access to an occupational scheme.

Qu. 16: Do you agree with our proposals on product information and charge disclosure?

23.The key features documents should make reference to the implications of

medium/long-term products for flexibility and withdrawals. Consumers may
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not understand the implications or meaning behind short and medium-
term. Key features documents say they can make withdrawals and stop
paying in, but do not explain the implications. To make the information
meaningful to consumers, we suggest that the wording should be along
the lines of 'because this product is invested the stock market, it may not
be suitable for you if you need to get access to your money at short

notice'.

24.We are concerned about consumers being confused at the explanation of
compensation limits at the end of their product guides. It currently reads "If
you buy a [product] without a full assessment of your needs by an adviser
then you will be responsible for your decision to invest. So if you have any
reason to complain in the future this will be taken into account." Many
consumers may feel that they have received a full analysis of their needs

so the guide should make it clear that they have not.

25.0n the pensions guide, we are concerned that the assumption that
pension increases are in line with inflation could be misleading. It may

undermine the message that this is not guaranteed.

Firms' responsibility

26.Individual firms' strategies to treat their customers fairly will be crucial to
preventing inappropriate sales. These strategies should include
remuneration systems that incentivise good quality sales; and mystery

shopping of salespeople.

27.Mystery shopping is also a valuable tool for firms to test systems and
compliance and we think firms committed to treating their customers fairly

should plan to conduct mystery shopping of the basic advice regime.

Industry best practice

28.The FSA is encouraging trade bodies to develop codes of practice for

basic advice sales and we note that, in future, the Financial Ombudsman
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Service (FOS) would be likely to refer to this in evaluating good industry
practice in relation to a complaint. Given the potential importance of such a
code, consumer representation on the development of the code is

essential.

FSA's responsibility
Supervisory activity

29.1t is not clear whether the charge cap will eliminate the scope for
commission incentivised, and pressure, sales. Supervisors should discuss
with firms whether their incentive structure for stakeholders treats
customers fairly in the context of the new regime. Of particular interest is
whether there is a difference in incentive for cash and unit trust/smoothed

investment fund ISAs.

30.The Panel has been encouraging the FSA to undertake mystery shopping
in a number of areas®. Providing basic advice will be a whole new activity
for the financial services industry and we do not know whether the poor
practices of some firms in misleading customers about the relative merits
of products will be carried over to the new regime. The FSA should plan
for a programme of mystery shopping to test how the regime is being

implemented by a range of firms.

Consumer awareness

Qu. 7: Are our proposals on consumer awareness sufficient?

31.The FSA and the Government should set out who they are trying to target
and match this to the delivery channels for their messages. The
suggestions in the CP do not seem to be targeting the right group of
consumers which we understand to be the middle income mass market,
an audience that will not be reached through the Citizens Advice and
libraries. An effective way to communicate to employees would be through

the workplace so they could work with trade unions, big employer groups

? [reference our annual report]
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such as the CBI and small employer groups such as the Federation of
Small Businesses to provide information. Another effective delivery
channel for FSA/HMG branded information could be the banks and

building societies themselves.

32.We also suggest that the FSA's communication with consumers should be
continuous rather than only around the launch of the products because
consumers are more likely to engage with the messages when they are

relevant for them.

33.Comparative tables should be provided for these products to help
consumers shop around if they wish and to help comparisons with other

similar savings products.
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was first appointed to the Panel in December 1998.

How to contact the Panel

Financial Services Consumer Panel
25 The North Colonnade

Canary Wharf

London

E14 5HS

Tel: +44 (0) 20 7066 9346
Fax: +44 (0) 20 7066 9728
Email: enquiries@fs-cp.org.uk
Website www.fs-cp.org.uk
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