Unit 2      UK financial  services  and regulation

Section  1  The   Financial  Services Authority
1.1 Introduction and background

One of the primary objectives of modern governments is the establishment of an economic and legal environment in which a balance is established between the need for businesses to make a profit and the rights of customers to receive a fair deal. This has led to the regulation of most areas of industry in the UK, including and especially the financial services industry.

Most regulatory legislation in the past has been reactive rather than proactive. Legislation has resulted from:

· scandals or crises;
· an increase in consumers financial awareness;
· need to respond to changes in lifestyle;
· developments in business methods;
· innovation in product design;
· the increase in number and complexity of financial products.

Deregulation was experienced in the areas of banking and building societies and was designed to remove the barriers that banks and building societies encountered. This enabled the institutions to broaden their services and to move into new markets.

The changes were introduced by Building Societies Act 1986 and Banking Act 1987.

1.2 The Financial Services and Markets Act 2000

The initial part of legislation including the Financial Services Act 1986 included an element of self-regulation.

Self-regulation was not wholly successful and this led to the establishment of a single regulator - The Financial Services Authority (FSA).

•    June 1998 - the regulation of banks and the Bank of England was transferred to the FSA.

•    December 2001 - the Financial Services and Markets Act 2000 gave the FSA the regulatory responsibility for virtually the whole of the financial services industry.
The Act covers such areas as:

• solvency;
• capital adequacy;
• sales and marketing practices;
• prevention of crime;
• competence of managers and sales staff;
• complaints and compensation.

Two sectors of the industry that did not come under the control of the FSA were mortgages and general insurance.

•    Mortgages - overseen by the Mortgage Code Compliance Board (MCCB) and
•    General insurance - the responsibility of the General Insurance Standards Council (CISC).

These are due to change and both will come under the control of the FSA as follows:

•    Mortgages:                  October 2004 and
•    General insurance:     January 2005.

1.3 Statutory objectives, role and activities

The FSA is not a government department. It is a designated agency operating as a limited company.

The FSA Board is, however, appointed by the Treasury, which has overall responsibility for the UK financial services industry.

The FSA has the following statutory objectives:

•    maintaining confidence in the UK financial system;
•    promoting public understanding of the financial system;
•    securing an appropriate level of consumer protection, based on:
•    different levels of product risk;
•    different experience/expertise of customers;
•    consumers' need for accurate advice and information;
•    the principle that consumers should take some responsibility for their decisions.
•    Reducing scope of financial crime:
•    money laundering;
•    fraud and dishonesty including e-crime;
•    criminal market conduct including insider dealing.

The performance of the FSA will be judged against its 'principles of good regulation', ie it must be seen to be:

• allocating its resources efficiently;
• ensuring that costs are in proportion to benefits;
• taking proper account of the responsibilities of managers of authorised firms;
• facilitating innovation and maintaining competitiveness;
• taking into account international factors and the UK's competitive position;
• facilitating and not having an adverse effect on competition.

The FSA carries out its role by:

• setting standards;
• developing rules and regulations;
• supervising the implementation;
• authorising firms and individuals;
• providing guidance and training.

These are covered in the Sourcebooks which make up the Handbook and is divided into five sections:

1. High Level Standards
2. Business Standards
3. Regulatory Processes
4. Redress Source Book
5. Specialist Source Book

The FSA must report to the Treasury on its performance at least annually.

1.3.1 High Level Standards

• Threshold Conditions;
• Statements of Principle for Approved Persons;
• 'Fit and Proper' Test for Approved Persons;
• Principles for Business;
• Senior Management Arrangements, Systems and Controls.

1.3.2 Business standards

•    Interim Prudential Sourcebooks, financial soundness of the various types of firms, eg the valuation of assets and liabilities, its reserves and financial accounting;
•    Conduct of Business Sourcebook, standards applied to marketing and sale of financial services products;
•    Market Conduct Sourcebook, rules concerning investment markets and this includes insider dealing;
•    Training and Competence Sourcebook
•    Money Laundering Sourcebook

1.3.3 Regulatory processes

This covers the following areas:

• rules and guidance about authorisation;
• details of the FSA's enforcement powers;
• supervision manual: how the FSA will regulate and monitor compliance.

1.3.4 Redress/specialist Sourcebooks

•    Redress; includes details of complaints and compensation;
•    Specialist; includes arrangements for professional firms, eg solicitors and accountants and the supervision of Lloyds of London.

1.3.5 Status of provision in the FSA Handbook

The Handbook consists of rules and guidance.

•    Most of the rules create binding obligations on authorised firms. If a firm contravenes a rule it may be subject to enforcement action.
•    Guidance is to explain the rules and to indicate possible ways of complying with them; however, is not binding and a firm cannot be subject to disciplinary action because it ignored the guidance.

1.4 Principles for firms and approved persons

The FSA regulatory regime is based on a set of 11 principles for business and they are:

1. Integrity
a firm must conduct its business with integrity;
2. Skill, care and diligence
a firm must conduct its business with due skill, care and diligence;
3. Management and control
a firm must take reasonable care to organise and control its affairs responsibly and effectively, with adequate risk management systems;
4. Financial prudence
a firm must maintain adequate financial resources;
5. Market conduct
a firm must observe proper standards of market conduct;
6. Customers' interests
a firm must pay due regard to the interests of its customers, and treat them fairly;
7. Communications with clients
a firm must pay due regard to the information needs of its clients, and communicate information to them in a way that is clear, fair and not misleading;

8. Conflicts of interest
a firm must manage conflicts of interest fairly, both between itself and its customers and between one customer and another;
9. Customers: relationship of trust
a firm must take reasonable care to ensure the suitability of its advice and discretionary decisions for any customer who is entitled to rely on its judgment;
10. Clients' assets
a firm must arrange adequate protection for clients' assets when it is responsible for them;
11. Relations with regulators
a firm must deal with its regulators in an open and cooperative way, and must disclose to the FSA appropriately anything relating to the firm of which the FSA would reasonably expect notice.

There are also seven statements of principle for members of staff who are approved persons and those carrying out controlled functions:

• act with integrity;
• act with due skill, care and diligence;
• observe proper standards of market conduct;
• deal with the FSA in an open and cooperative way.

In addition, approved persons in positions of 'significant influence' must comply with three more principles relating to:

•    take reasonable steps to ensure that the business of the firm is organised so that it can be controlled effectively;
•    exercise due skill care and diligence in managing the business of the firm;
•    take reasonable steps to ensure that the business of the firm complies with the relevant requirements and standards of the regulatory system.

1.5 Arrangements, systems and controls for senior managers

Senior managers must take responsibility for a firm's compliance and there are ways that this can be achieved and are as follows:

• a clear chain of responsibility;
• systems and controls;
• whistle blowing.

1.5.1 A clear chain of responsibility

Senior managers will be held personally responsible for the firm's activities and in large firms this can create problems. Certain individuals within the firms may be given responsibility however they must be sure of the areas of responsibility and records must be maintained of the areas of responsibility.

1.5.2 Systems and controls

A firm must have systems and controls that are appropriate and these must be documented and regularly reviewed.

They will relate to a wide range of the firm's activities:

· chains of responsibility, delegation and reporting;
· compliance;
· assessment and reporting of risk;
· reporting of other management information;
· competence and honesty of staff, particularly those who fill 'approved person' roles;
•    a strategy for controlling business risks; and for recovering from serious problems such as fire or computer failure;

•    adequate and  readily accessible records (with backup) of systems and controls must be securely kept;
•    an audit of the systems and controls must be made independently of the persons who normally operate them.

1.5.3 Whistle blowing

Procedures in place for employee to report serious circumstances or behaviours within the firm and they have a right to protection under the Public Interest Disclosure Act 1998.

1.6 The 'fit and proper' test for approved persons

The FSA has set a criterion to determine whether an individual is 'fit and proper" person to be approved to undertake a controlled function.
This will relate to the person;

•    honesty, integrity and reputation: these could be judged from a number of factors, including:
- criminal record;
- disciplinary proceedings;
- known contravention of FSA (or other) regulations; or involvement with companies that have contravened regulations;
- complaints received, particularly about regulated activities;
-  insolvency  or  management  of  companies  that  have   become insolvent;
- dismissal from a position of trust or disqualification as a director;

•    competence or capability,  in  terms of meeting  the  FSA's training  and competence requirements;

•    financial soundness, based on:
· current financial position;

· previous bankruptcy or adverse credit rating.

1.7 The prevention of crime

The FSA is committed to reducing financial crime of all kinds and this includes:

•  market abuse which includes:
          - insider dealing;
· market manipulation - person gives false or misleading information in order to influence the price of a share for personal gain;

•    money laundering.

1.8 The FSA's approach to regulating firms and individuals

Any financial services organisation carrying on business in the UK must be authorised by the FSA if it carries out regulated activities in relation to regulated investments.

1.8.1 Regulated activities and regulated investments

1.8.1.1 Regulated activities

These activities were first listed in the Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 and they are often referred to as the Regulated Activities Order or RAO.

They include:

accepting deposits;
issuing insurance policies;
dealing in and arranging deals in investments;
managing investments;
establishing collective investment schemes;
establishing stakeholder pension schemes
advising on investments;
mortgage lending and administration;
advising on and arranging mortgages (from October 2004);
advising on and arranging general insurance (from January 2005).
Firms need 'permission' under Part IV of the FSMA 2000 in order to be able to carry out 'regulated activities'.

1.8.1.2 Regulated investments

They include:

· deposits;
· electronic money;
· contracts of insurance;
· shares, company loan stocks and debentures and warrants

· gilt edged stocks and local authority stocks;

· units in collective investment schemes;

· rights under stakeholder pensions schemes;

· options and futures;

· mortgage contracts.

The FSA defines investments into two areas:
• Securities - shares debentures and gilts;
• Contractually based investments - life policies, personal pensions, options and futures.

1.9 Capital adequacy

It is important that the industry is prudently managed as the aim is to ensure that the firms, customers and economy are protected by establishing rules and principles to ensure the continuation of a safe and efficient market.

One key are is the prudential control for the financial institutions relating to their capital adequacy.

1.9.1 Capital adequacy regulations for deposit takers

Institutions must have sufficient capital to make it unlikely that deposits will be placed at risk. The meaning of capital in this respect is the bank's own capital base, obtained from shareholders and related sources, and not funds deposited by customers.

Banks lending is generally financed from deposits and any losses should be borne by the shareholders. Minimum capital adequacy is set in order that depositors do not loose their deposit.

The Bank of International Settlements established a framework for deposit takers and this set out the minimum capital requirements for banks commonly referred to as the Basel Accord. The requirements will be specified in terms of a bank's solvency ratio.
This ratio is defined as: own funds of the institution as a percentage of the risk adjusted value of its assets.

Current regulations require a solvency ratio of 8%.
Each asset is categorised according to risk and this will then determine the risk weighting. The following shows the percentage contributions:

•    0% Cash in hand and equivalent items.
•    20% Loans to the European Investment Bank and to multilateral development banks. Also loans to governments (such as gilt edged stocks in the UK) and local authorities.
•    50% Loans fully secured by mortgages on residential property.
•    100% Unsecured loans.

1.9.2 Capital adequacy for investment business

Investment firms should have the freedom to provide services across the frontiers of the EU and the Investment Services Directive (ISD) were issued with this aim. This does not cover all investment firms or all investment services, it does not apply to:
•    insurance and reinsurance companies;
•    investment services provided by parent companies exclusively for their subsidiaries, or by subsidiaries exclusively for parent companies;
•    persons who provide investment services in an incidental manner in the course of their professional activities, such as solicitors, provided that their professional activities are regulated by a legal or ethical code which does not exclude the provision of investment services;
•    employee share schemes;
•    central banks and other national bodies performing similar functions.
The types of investment activity covered include:
•    receipt and transmission of orders from investors regarding the purchase or sale of specified types of investment;
•    execution of such orders on behalf of customers;
•    discriminatory management portfolios (on a client-by-client basis) of specified types of investments in accordance with mandates given by investors;
•    underwriting the issue of any of the specified investments (see below).
The specified investments covered are:
• transferable securities, such as stocks and shares;
• units in collective investment undertakings, such as unit trusts;
• money market instruments;
• financial futures contracts;
• forward interest rate agreements;
• interest rate, currency and equity swaps;
• options to acquire or dispose of the instruments mentioned in this list,  including options on currency and on interest rates.

Another Directive was issued setting out the requirements of capital adequacy this is known as Capital Adequacy Directive (CAD). This established minimum capital requirements to cover market risks arising from debt, equity and derivatives in the trading books of those credit institutions and investment companies that are subject to ISD.

The minimum initial capital requirements are split into two categories:

•    investment firms whose activities are limited to transactions on behalf of clients (eg holding clients' money and securities, receiving and passing on clients' orders to buy or sell investments, executing clients' orders and managing clients' portfolios) must have initial capital of at least €125,000;
•    other firms who deal in financial instruments for their own account or
underwrite issues of financial instruments on a firm commitment basis must have initial capital of at least €730,000.

1.9.3 Solvency margins for life assurance companies

It is difficult to calculate because the liabilities of the life assurance company relate to payment that may or may not have to be made at unknown dates in the future.
These predictions re future mortality rates and future interest rates are the domain of the actuaries.
The Life Directive of 2002 requires that life assurance companies must maintain an 'adequate' solvency margin at all times in respect of its entire business. The value of a life company's assets must be at least 104% of its liabilities.

For policies with no investment value eg term assurance the percentage is less.
The authorities in individual EU states can relax the rules on a temporary basis if they feel it is appropriate to do so.

The Directive sets out the types of assets that can be used to represent a company's solvency margin including:

•    paid-up share capital;
•    statutory and free reserves;
•    profit brought forward after dividends have been paid;
•    cumulative preference share capital and subordinated loan capital, but only up to 50% of the solvency margin.

1.10 The risk based approach

The FSA will take a risk-based approach to supervision with the aim to act in a proactive rather than a reactive way.

Four broad types of risk that financial services consumers face are:

•    prudential risk - the risk of incompetent management;
•    bad faith risk - the risk of fraud, mis-selling or non-disclosure;
•    complexity/unsuitability risk - the risk of a customer not understanding a product or not realising it is unsuitable for his or her needs;
•    performance risk - the risk that investment performance is poor.

The FSA aims to reduce prudential and bad faith risks, and possibly some aspects of complexity/unsuitability risk, but is not responsible for protecting consumers from performance risk.

This risk-based approach means that the FSA will make continuing risk assessments of each authorised firm. This means judging the probability of any particular risk occurring and, if so, it's likely impact.

•    Probability is assessed by reference to the FSA's considered view of:
· business risk - such as the firm's business strategy, its capital adequacy, its accounts;

           - control risk - such as the quality of its management, internal systems and controls;
· consumer relationship risk - such as marketing and advice practices.

•    Impact factors relate to the effect on the economy, the industry or the customer if a particular event occurred. This might include:
- the likely effect of the collapse of the firm on the whole industry, or even on the economy;
- the size of its customer base and the nature of the customer relationship (eg investors, borrowers);
- the availability of compensation for loss.
The impact and probability assessments are then combined to determine an overall risk assessment for the firm.

The FSA allocates each institution to one of four 'impact' bands:

• category A is high risk;
• categories B and C are medium risk; and
• category D is low risk.

1.11 Discipline and enforcement

There will be times when the FSA will need to investigate situations in which it believes that regulations have been broken.

The FSA has the power to undertake:
General investigations - looking at the business as a whole or at particular aspects of that business;

Specific investigations - specific suspicions about the activities or behaviour of an authorised person and these may include:

• contravening regulations;
• providing false information;
• falsifying documents;
• acting outside the scope of one's Part IV permission;
• money laundering;
• allowing persons who are not approved to carry out controlled functions;
• falsely claiming to be authorised;
• insider dealing or market manipulation.
The person who is appointed to carry out the investigation on the FSA's behalf has the power to do:
•    require the person being investigated or anyone connected with them to:
- answer questions,
· provide information;

   Require any person (whether or not they are being investigated or are connected with the person under investigation) to provide documents. In the case of a specific investigation, any person can also be required to answer questions or provide information

If the FSA has grounds for believing that someone has not complied with the requirement to provide information or documents, the FSA can apply to a Justice of the Peace for a search warrant to enter the property and seize documents or take copies.

1.11.1 Enforcement powers

When a firm has failed to comply, the FSA has a range of disciplinary powers, including:

•    Varying a firm's permissions: this may involve removal of one of the firm's permitted regulated activities, or a narrowing of the description of a particular activity.

•    Withdrawing of approval: the FSA could withdraw a person's approval to carry out some or all of controlled functions that they currently carry out.

•    Injunction: if a person had contravened a regulation, the FSA could apply to the Court for an injunction to prevent that person from benefiting from the action, for instance by selling assets that they had misappropriated.

•    Restitution: similarly, if a person has benefited from a contravention of a regulation, the FSA can ask the Court for an order requiring that person to forfeit to the FSA any profit made from the activity.

•    Redress: if it can be shown that losses have been made by identifiable customers as a result of the contravention of a rule, the FSA may be able to obtain a Court order requiring such losses to be made good. There may be other more appropriate ways of pursuing such claims, however, for instance through the Financial Ombudsman Service or the Financial Services Compensation Scheme.

•    Disciplinary action: if an approved person or an authorised firm is judged to be guilty of misconduct, the FSA has a range of options regarding the sanctions it might apply. These are:

- to issue a private warning;
- to publish a statement of misconduct;
· to impose a financial penalty.

1.12 FSA Conduct of Business Rules

This forms part of the FSA Handbook and it draws on the principles established by the FSA and sets out the rules by which approved persons must operate when carrying out controlled functions.

1.13 Approved persons and controlled functions

Individuals have to be 'approved' by the FSA under Section 59 of the FSMA 2000

before they can carry out certain functions in relation to regulated activities. These functions are known as 'controlled functions'.
They are divided into five categories:

1.13.1 Governing functions

These are the people who run the business and include:
• director;
• non-executive director;
• chief executive;
• partner (including those in limited liability partnerships);
• director of unincorporated association;
• small friendly society;
• sole trader (but this only applies if the sole trader has other people working for  him).
They will include non-executive directors and sleeping partners who do not run the business on a day-to-day basis.
1.13.2 Required functions

•    Apportionment and oversight. This is the senior person who has overall responsibility for organising the firm in such a way that its regulatory responsibilities will be met.
•    EEA investment oversight.
•    Compliance oversight.
•    Money laundering reporting officer.
•    Appointed actuary.

1.13.3 Systems and control functions

They are often carried out by governing functions and if they are then they do not require separate approval for systems and control functions. They will include:
• finance;
• risk assessment;
• internal audit.

1.13.4 Significant management functions

These are split into the management of:
designated investment business; other business operations; insurance underwriting; financial resources; settlements.

1.13.5 Customer functions

These are in essence the roles that involve giving advice to clients:
investment adviser;
trainee investment adviser;
corporate finance adviser;
pension transfer specialist;
adviser on syndicate participation at Lloyd's;
customer trading;
investment management.

1.14 Advertising and financial promotion rules

This is an invitation or inducement to engage in investment activity and this will include:

• advertisements in all forms of media;
• telephone calls;
• marketing during personal visits to clients;
• presentations to groups.

Financial promotions can be 'communicated' only if they have been prepared, or approved, by an authorised person.

There is a distinction between:

•    Real time financial promotions: personal visit, telephone conversation or other 'interactive dialogue'.
•    Non-real time financial promotions: letter, e-mail, or in newspapers, on television or radio, or on a web site.
The rules applying to advertisements and other financial promotions are:
•    They must be clear, fair and not misleading, and they must not disguise their purpose.
•    A record must be kept of all non-real time promotions and their approval by an authorised person. This record must include proof of all factual claims made.
•    Non-real time promotions must show the name of the firm and its address or other contact details (phone fax or e-mail address is acceptable).

•    It is not necessary to indicate that the firm is regulated by the FSA, except on advertisements for direct offers such as off-the-page newspaper adverts.
•    Non-real time promotions must include a clear and adequate description of
the product or service, and must explain the risks involved and the nature of the client's commitment.
•    Information about past performance must be based on an appropriate period of not less than five years (or the period for which the product has been available if less).
•    When the performance of equity-linked products is compared to that of deposits, it must be made clear - in equally prominent terms - that the equity-linked product does not have the capital security of bank or building society deposits.

There are rules about unsolicited real time promotions:

•    unsolicited approaches/cold calling is permitted for the sale of life assurance and collective investments. They are not permitted for shares;
•    unsolicited telephone calls or visits must not be made during unsocial hours, generally taken to mean between 9.00pm to 9.00am and at weekends;
•    the caller must check that the recipient is happy for him to proceed with the call.
1.15 Record keeping

There must be clear and readily accessible records and this will relate to details of advertisements to information collected in factfind and the requirements will be set out in the Conduct of Business rules.

The most important aspect of maintaining records is to be able to demonstrate compliance with regulations.

Records can be kept in any format however they must be capable of being reproduced on paper in English. Firms must ensure they take reasonable steps to protect their records from destruction, unauthorised access and alteration.

1.16 Training and competence

The FSA has published a Training and Competence Sourcebook setting out rules and guidance for firms and has established a general requirement that firms must ensure the competence of all persons who are employed in controlled functions.

There are three types of employees that have a detailed training and competence rules:

•    financial advisers and those who deal in or manage investments;
•    supervisors of those advisers, dealers or fund managers;
•    supervisors who oversee certain 'back office' administrative functions, particularly in product providers (eg supervisors of the underwriting or claims functions in a life assurance company).

1.16.1 Recruitment

A check must be undertaken to ensure that individuals being recruited must have the knowledge, skills and examination passes appropriate to their role.
This will mean that:

•    researching the applicant's background;
•    clear job   description,   including  the   knowledge,   skills  and   examination achievement required for the job.

If the individual has no industry background then full training must be given. There are transitional arrangements for those who have been assessed as competent by recent previous employer.

1.16.2 Training

Firms must have systems in place for monitoring employees' continuing competence. These should take account of:

• technical knowledge and its application;
• the application and development of skills;
• changes in products, legislation and regulation.

1.16.2.1 Attaining competence

Employees must be assed as competent and this means that the employer must be satisfied that:
•    they have achieved an adequate level of knowledge and skills; and
•    they have passed an appropriate approved examination.
The exception to this rule is that they may act under appropriate supervision.

1.16.2.2 Approved Examinations

There are comprehensive lists of examinations, eg Financial Planning Certificate, Certificate for Financial Advisers etc.
A review is being undertaken with the aim of a modular system for appropriate examinations.

1.16.2.3 Maintaining competence

Attain and maintain competence and this is action by continuous professional development (CPD).
There is no specified minimum time for CPD however employees must refresh and expand their knowledge and skills.

1.16.2.4 Record keeping

Employers must retain records showing how and when employee's competence has been and is being assessed.

The records must be retained for a period of at least three years after they leave the firm.

Records will include some or all of the following:
• details of prior competence;
• initial assessments;
• assessment by written examination or by observation;
• success in approved examinations;
• summary of meetings/discussions with supervisor.

1.17 Specific rules for financial advisers

The  FSA's  Conduct of Business Sourcebook covers the aspects of business behaviour within the financial services industry.

Part Five of the sourcebook relates to advising and selling and covers:
• relationship between the adviser and client;
• the independence (or not) of the adviser;
• the collecting of information;
• the requirement to give suitable advice;
• to clearly describe the nature of the products;
• the opportunity to withdraw from the contract; and
• the question of the adviser's remuneration.

1.18 Rules about the process of advising clients

1.18.1 Types of customer

An adviser must not give investment advice to a client unless he or she has fully ascertained the client's personal and financial circumstances.
This process is carried out by completion of a fact find.
Under the new regulations there are three defined categories of customer, which can be broadly described as follows:

Market counterparty

•    the lowest level of investor protection. A market counterparty is someone who transacts the same kind of business for customers as he is proposing to transact for himself. His knowledge and understanding will be deemed to be very high.

1.19.1 Client agreement

Terms of business letter with additional elements.

Required when the service to be provided by the firm includes high risk investment business:
•    discretionary investment management services;
•    transactions in certain types of financial derivates (futures and options).

Not usually required for advisory service involving life policies, pensions and unit trusts.
The agreement reflects the fact that the customer is placing an increased reliance on the adviser's advice and service and addresses the following:
•   a description of the client's aims;
•   whether or not restrictions are imposed on the adviser in dealing with the client's business;
•   confirmation that the client will not be committed beyond the actual amount placed in the adviser's care;
•   an explanation of how the agreement can be terminated;
•   an explanation that the client's right to cancel deals within the cooling-off period is waived;
•   details of why, how and when unsolicited calls can be made;
•   how charges will be made and collected from the client.

1.19.2 Discretionary investment management agreement

This agreement is necessary when a client allows the adviser discretion over investment choice.
It is a customer agreement with additional features. In particular it specifies the limits of discretion within which the adviser can operate.

1.20 Status of advisers and disclosure of status

1.20.1 Polarisation and depolarization

Polarisation was introduced by the Financial Services Act 1986 and this meant that all advisers have to be either:
•    Tied; or
•    Independent

The advisers must make this clear to the client prior to giving any advice.

•    Tied advisers advise on, and sell, the products of only one company (or group of related companies).

•    Independent financial advisers (often known as IFAs) give advice across the whole financial services market, and must select not only a suitable type of product for the client but also the most appropriate product provider.
The adviser must explain both verbally and in writing the difference between independent and tied advice.

There have been reviews of the system as there is a concern that this may not be the ideal way of giving advice and there may be a danger of commission bias.
One change is that tied advisers will be able to be multi tied which means that they can offer the client a choice of products from a specified selection of providers.

There is another suggestion that independent advisers will offer a menu approach under which clients are told whether the adviser's remuneration would be by fee or commission, and how much this will be. The client should also be told how this compares to other tied and independent advisers.

1.20.2 The menu approach

The adviser must give the client a document 'A guide to the cost of our services' at the start of any consultation together with the Initial Disclosure Document.

The guide will include the following information:

•    the services provided by the firm;
•    that different firms offer customers different options for meeting the cost of the advice (ie fees or commission);
•    whether the firm charges fees, takes commission or offers a choice between fees and commission;
•    where the firm offers a fee-based option, what the cost of the fee would be;
•    where the firm takes commission for a product it recommends, the amount of commission it would receive and how this compares with the market average for similar transactions.
If the adviser is going to be independent then they must offer the whole of the market they will:
•    offer advice across the whole market or a specified sector of the market;
•    and they will have to offer a fee based option.

1.20.3 Initial disclosure document

This will set out the key facts about the firm and its services and this will include:

• the types of products offered;
• whether the products are sourced from the whole market;
• whether advice and recommendation is provided;
• whether payment is required for the service;
• details of ownership and regulation;
• how to complain;
• how to obtain compensation.

1.21 'Know your customer' rules

Adviser must not give investment advice until they have ascertained the client's personal and financial circumstances.

This will be completed by a confidential factfind that includes the following information:

•    Personal information: name, address, date of birth, marital or relationship status, state of health.
•    Employment details: occupation, employer details, income and benefits, pension arrangements.
•    Assets: property, personal belongings, savings and investments, policies.
•    Liabilities: mortgage, other loans, credit cards.
•    Expenditure:   household   expenses,   loan   repayments,   regular   savings, holidays, luxuries.
•    Attitudes and objectives: including attitude to investment risk.

The 'know your customer' rules require advisers to take all reasonable steps to ensure that the client understands the nature of any risks implicit in the product proposed and this will include:

•    whether or not the client's capital will be returned in full;
•    whether or not the level of life assurance is sustainable for the duration of the term without an increase in premium.

The advisers must uncover the client's attitude to risk. The information must be retained and the periods are:

• pension transfers/opt-outs and free standing AVCs: indefinitely;
• life policies and pension contracts: six years;
• all other products: three years.

1.22 Suitability of advice

The requirement for the adviser to recommend the most suitable type of product, given the client's particular circumstances and preferences:

•    advisers must give advice that is solely in the best interests of the client and is not influenced by the adviser's own interests;
•    advisers  should take no account of the levels of commission  paid  when determining what product or company to recommend.

1.22.1 Suitability letters

As its name suggests, this document explains to the client precisely why the particular product is suitable and why it has been recommended. It must be provided as soon as is practicable after the sale is completed and in any event no later than the statutory cancellation notice.

The letter should be clear and fairly set out, and - taking account of the client's financial and other relevant circumstances - should explain why the recommended product is suitable.

They are required for:

• life policies;
• pension policies;
• unit trusts, investment trusts and OEICs;
• pension transfers/opt-outs.

1.23 Execution only

Rather than wanting an adviser to make recommendations, the customer instructs him to effect a specific transaction on his behalf detailing in full the nature of the product required.

•    for an execution-only transaction, the adviser's duty of care to fully explain the nature of the transaction and risks involved does not apply. The customer is acting entirely on his or her own responsibility. It does not remove from the adviser, the requirement to effect the transaction on the best terms available in the marketplace at the time;
•    advisers who deal with this type of client are required to obtain the client's signature confirming that the transaction is execution-only;
•    it is expected that only a very small proportion of any adviser's cases would be on an execution-only basis.

1.24 Charges and commissions

Charges must not be excessive and advisers should consider the following:

•    how the charges compare with those of other advisers for similar services;
•    whether the charge constitutes an abuse of the trust that the customer has placed in the adviser.

When investment business is undertaken the basis and amount of charges must be disclosed in writing before the transaction is undertaken. This will normally be stated in the terms of business letter.

For a life policy the advisers must disclose the amount of commission that would be received.

1.25 Product disclosure

Advisers who advise on, or sell packaged products must provide details of the key features of the product before the sale is concluded and this will include the following information:

· the essential elements of the product;
· details of risk factors related to the product;

· whether the levels of income or capital may vary;
· an illustration of projected cash-in values, in particular during the first five
· years;
· the consequences of making the product paid up;
· client-specific information relating to charges and their impact on what the
· customer may receive from the product;
· any commission or equivalent that will be paid;
· details of where additional information can be obtained;
· information on any taxation implications on encashment.

1.26 Cooling off and cancellation

Sometimes known as a cooling-off notice.

Reminds a client of his or her right to withdraw from the contract within a specified period of receiving the notice, most commonly 14 days.

The customer can withdraw from the contact at any time during the 'cooling-off' period, without any commitment or loss.

Generally the customer will receive a full refund of premiums paid. The exception to this is a lump-sum unit-linked investment where the money has been invested and the value of the investment has fallen. Under these circumstances the customer is entitled to a refund of the reduced investment.

1.27   Stakeholder type products
The government requested Ron Sandier to:

•    identify the competitive forces drive the retail financial services industry; and
•    suggest policy responses to ensure that customers are well served.
The report concluded that:
•    the complexity and opacity of many financial services products. In other words people do not understand how the products work, what the inherent costs are, and what the risks are;
•    failure of the industry to attract and engage with the majority of lower and middle income consumers;
•    the inability of consumers to drive the market.

The suggestion has been the development of a suite of simple, low cost, risk controlled products that will appeal to a target audience comprising of the less financially sophisticated.

Controlling the risk is an important area of the recommendations in attracting investors. One suggestion is to limit the proportion of shares in stakeholder unit linked and with profits products to 60% of the funds.

The government has announced that the suite of stakeholder products will comprise of:
• a cash deposit, similar to a cash ISA;
• a medium term investment product, related to collective investment schemes;
• a smoothed investment fund;
• the stakeholder pension;
• the child trust fund.

A simplified selling model has also been proposed:

•    limited factfind to ensure that the chosen product is suitable for the client;
•    the service provides limited, basic advice and the people who give the advice are not required to hold formal financial planning qualifications;
•    sales  interviews  must  be  pre scripted  using filter questions to  identify customers for whom the products would not be suitable.

1.28 Regulation of mortgage advice

The FSA takes over regulation of mortgages from 31 October 2004.

Prior to this date regulation was on a voluntary basis via the Mortgage Code established by The Council of Mortgage Lenders (CML).

The FSA rules relate to loans taken out by individuals or trustees which are subject to a first charge on the borrower's property. This will not only include mortgages but also loans where the security is a first charge on the residential property.

Second mortgages and second charges are not covered.

The property must be in the UK and it must be residential in that:

•    the borrower or their immediate family must occupy at least 40% of the property.
The new regime will also cover:

• Home improvements loans;
• Debt consolidation;
• Equity release schemes.

They do not apply to buy to let mortgages.

The rules cover lending, administration, advice and the arranging of loans by Banks, Building Societies, specialist lenders and mortgage intermediaries will need authorisation.

The sales process must distinguish between advice given to the client and where only information is given via a series of predetermined questions used to narrow down the selection of mortgages for a client

Where advice is given then this must be based on the mortgage that best suits the client and also the affordability aspect, eg the impact that an increase in interest rates will have on the client. The suit ability of a mortgage will involve three stages:

•    assessing whether a mortgage is, in itself, a suitable product for the client;
•    assessing what type of mortgage is suitable (eg repayment/interest only, interest scheme, additional features;
•    selecting the best mortgage and mortgage provider to meet the client's needs and circumstances.
There is no requirement to issue a suitability letter to the client however advisers may chose to do so.

1.28.1 Disclosure

Information on mortgages will have to be set out clearly and in a prescribed format to enable clients to understand the terms of the mortgage and to be able to compare it with other mortgages. To ensure this the following will assist:

•    An initial disclosure document (IDD) must be given out on first meeting the client. This describes the services that the adviser offers.

•    A personalised key facts illustration (KFI) must be given to a client before the client completes the mortgage application form. This document sets out product information in a standardised format, making it easier for clients to compare and contrast different mortgages.

•    An offer document will be produced by the lender, and this will include an updated KFI, setting out any changes since the original illustration (for instance an increase or decrease in interest rate).

If a client asks for a further advance, addition or removal of a party to the mortgage then a KFI needs to be issued. Any other variations will require key information to be given out.

Lifetime mortgages are the new name for home income plans and if they are to be advised upon then there will be additional elements in the sales process to ensure that the client understands the nature of the product and the additional risks it entails. The adviser must consider:

•    an adviser must consider whether taking out a lifetime mortgage would adversely affect a customer's entitlement to means-tested benefits; or
•    to age-related personal allowances; and
•    the adviser must also check whether a customer has plans to leave his property to his family.

1.28.2 Unfair practices

This is to protect the client against excessive charges and misleading advertising and will include:

· cold calling, by visit, telephone call or other interactive means, will not be permitted for mortgage sales;

· excessive fees for advising on or arranging mortgages are not permitted;
· payments by way of fees or commission must be declared in the key facts
· illustration;
· any fees for advising on or arranging the mortgage must be included in the
· calculation of APR.

1.28.3 Training and competence

Advisers must meet the normal training and competence requirements and must ensure that they remain competent.

Advisers who met the training and competence standards of The Mortgage Code Compliance Board are permitted to continue to give advice under the FSA rules.

Advisers of lifetime mortgages will be required to undertake additional training and competence requirements.

1.28.4 Complaints and compensation

Advisers, arrangers and lenders will come under the scope of:

•    the Financial Ombudsman Service (FOS); and
•    the Financial Services Compensation Scheme.

1.29 Regulation of general insurance

The FSA will be responsible for this area with effect from January 2005 and this was prompted by the need to implement the terms of the ED Directive on insurance mediation which is designed to open and standardise the market for insurance intermediaries throughout the European Union.

Individuals and firms working in the areas of insurance will have to be authorised through the same process of permission and approval that applies to the remainder of the financial services industry.

Insurance mediation is defined as:

•    introducing,   proposing   or  carrying   out  other  work   preparatory  to  the conclusion of contracts of insurance;
•    concluding contracts of insurance;
•    assisting  in the administration and  performance of insurance contracts, particularly in the event of a claim;
•    advising on general insurance contracts;
•    arranging for a client to take out an insurance contract;
•    introducing a potential client to an intermediary or an insurer.
These rules apply equally to both insurers and intermediaries.
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