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Positive Compliance December 2016
The Advice Process — Building a solid base.

This was the London leg of the FCA Live & Local tour around the country that has taken most of the
year and will be carried forward into the first couple of months of 2017. As well as the Positive
Compliance presentations, there are also opportunities for firms to attend round-tables, lunches and
even individual meetings with FCA personnel. | cannot comment on the other opportunities as they
were only available to firms rather than compliance consultants. Although | did attend a Supervisory
Workshop that is covered in a separate paper.

The Positive Compliance presentations were made by Mark Goold on investments and Gordon
Findlay on mortgages. Unsurprisingly, there are parallels between the processes for both types of
advice, although mortgages tend to be more streamlined. Broadly, the processes should be familiar
to any established adviser.

The story of advice is made up as follows:

e Beginning — understanding the need
e Middle — establish the solution
e End - presenting the solution

This is not complicated. The adviser starts by finding out about the client and their circumstances
and objectives. Then the adviser undertakes research and due diligence to filter to the most
appropriate solution for the client. Then the adviser presents the solution and hopefully implements
it. How easy is that?

The FCA has identified common suitability of advice issues:

e Poor consideration of costs — mainly for replacement business.
e Poor assessment of risk

e Poor due diligence

o lack of KYC information

This all seems to be fairly basic stuff, but, from my experience, many advisers simply do not
understand the benefits of going into sufficient level of depth and how this can strengthen the
advice that they are giving.

The FCA and often the Financial Ombudsman Service (FOS) check files in a fairly similar manner. The
whole of the file is checked rather than just the suitability letter and fact find. This is important to
understand as you will see later in this piece.

As far as the FCA is concerned a good file will contain the following information:

e Advice process/file checklist
e Disclosure

e KYCinformation

e ATR Assessment

e Research

e Key Features lllustration

e Suitability report

e Client reviews



Financial Conduct Authority (FCA)

Positive Compliance December 2016
The Advice Process — Building a solid base.

The experience of the FCA is that files with checklists tend to contain better quality information that
is more likely to tell the advice story. They are not mandatory, but simply good practice.

Disclosure design tips.

e Link related information

e Font size — not too small to scare the clients off

e Tables and diagrams to explain complicated information
e Use of bold text, colour and highlighting

e Keep it short.

It was recommended that this should be split into two parts:

o IDD —regulatory bits and terms and conditions — probably to be read later.
e Service Proposition — set out services and costs — to be discussed up front.

Good practice steps in the process

e Create disclosure documents that make good use of design to enhance client engagement
and understanding

e Send initial disclosure to client in advance

e Talk through initial disclosure material when meet/allow client to ask questions

e After fact-finding, send client “terms of engagement” or similar document setting out the
total cost.

Know Your Client (KYC) information

e Objectives

e Individual needs

e Term

e  Why growth/income — level, increasing, decreasing

Comments sections/free hand comments (not just tick box)

Hard/soft facts

Knowledge and experience of client — at the beginning of the process

Specific sections — basic details, mortgages, protection, investments, retirement planning.

This list is not exhaustive.

Advisers should not be complacent about record-keeping. Just because they have known their client
for years, they should still be asking about change of circumstances and objectives and needs. The
needs and objectives must be on file — personal to the client. Firms should perhaps consider the
types of questions they ask the various clients. For example, pre and post retirement.

The use of a formal fact find document is not mandatory. However, Knowing Your Client is
mandatory before advice can be given and a fact find document increases the chances of getting all
the required information.

There should be specific reference to the client needs and objectives. Most fact find documents give
space for comments, but it is disappointing to see how rarely advisers use these.
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Client objectives

Firms need to make sure that everything they do is client centric. All advice should be
geared towards the client objectives and needs.

The closer consideration of needs and objectives may be a slight mind-shift for some
advisers. The client objectives can be identified quite early on. The reason for seeing an
adviser is unlikely to be a social visit or in a client’s bucket list. Whereas planning towards
having enough money to retire, investing to pay for a wedding or school fees, buying a
property etc. would all be reasons to see an adviser.

For example, a client objective is to be able to retire in 20-years’ time on a certain level of
income is an objective.

e Asfar as the adviser is concerned, the KYC will involve finding out what
arrangements are in place and ascertaining whether the client is likely to achieve
their objective with the current arrangements.

e The adviser will then calculate if there is a gap and what the client needs to do to
achieve their objective.

e Then the adviser will do research to identify a suitable solution to the client and
present that solution.

So the objective is to retire on a certain level of income and the process to find the solution
may be called a pension review. But the review itself is not the objective. It is the process
used to find the solution.

The objective is quite simple and definite. But the solution provided will include features
and benefits. Each of the features should have a benefit for the client and should link back
to the original objective.

Feature Benefit

Company strength and reputation Client comfort

Type of plan To meet client needs

Number of available funds Offer diverse investment opportunity at an
acceptable level of investment risk to client

Company administration Good service when client needs it

Charging structure Value for money for client

As can be seen, all of the features have some benefit to the client. It should be noted that a
list of features is not a list of objectives, but means of achieving objectives

| have seen many suitability letters saying that the client had come in for a pension review, rather
than the underlying objective in undertaking the review.
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Assessing risk

The use of an attitude to risk questionnaire is not mandatory. Again, the important thing is for the
client to understand the risk involved in the solution being presented by the adviser in order for
them to achieve their objective.

| have previously written a detailed paper about risk assessment. The basic principles have not
changed and the process should run as follows:

Risk profiling

Risk descriptions

Other factors — term, capacity for loss
Asset allocation

Investment selection

The FCA has reviewed risk profiling tools in the past and given some guidance in this respect. The
research is likely to revisited as it is some time since it was undertaken. The problems that were
found with risk questionnaires were as follows:

Poor wording of questions and answers

Inappropriate weighting or scoring

Failure to understand how the tool works

Over-reliance on tools — viewed as answers rather than tools
No scope for highlighting clients unwilling to accept loss.

The FCA has also seen problems with unclear or misleading risk descriptions

Vague language

Failure to quantify risk

Descriptions inconsistent with client understanding (eg cautious)
Statements misleading, judgemental, emotive or not objective
Category name, but no definition

Jargon

Unbalanced.

And other factors have been identified:

Inadequate KYC collection of other factors affecting risk
Focus on risk profile at expense of other factors

Term

Capacity for loss

Risk need

Inadequate collection of other KYC material (eg debts)
Failure of adequately capture client’s objectives



Financial Conduct Authority (FCA)
Positive Compliance December 2016
The Advice Process — Building a solid base.

Asset Allocation

e Qver-reliance on tools

e Adherence to models when client circumstances necessitate deviation or a different
approach (shoe-horning)

e Volatility

Investment Selection

e Inadequate account of client’s risk profile

e Inadequate account of other factors affecting risk (eg term, capacity for loss)
e Lack of understanding about risk of products and underlying investments

e Relaying solely on volatility as proxy for risk

e Failure to consider the implications of concentration (lack of diversification)

Research

The middle part of the story involves the filtering process undertaken to establish the solutions
required to enable the clients to achieve their needs and objectives.

Problems that the FCA has highlighted in respect of replacement business are as follows:

e Did not demonstrate why new product required or existing product rarely considered
e Benefits of new provider not clearly demonstrated

e lack of discussion or discounting of other options

e Moving of multiple funds

e Poor consideration of costs

Selection process/research — some considerations

Provider’s
e Reputation and financial standing
e Investment style/approach/performance
e Approach to investment selection/due diligence
e Terms and conditions
e Charges
Funds, tax wrappers and other products/flexibility
e Asset classes
e Functionality
e Additional tools
e Support services

This list is not exhaustive.

An important consideration that may be undervalued is good customer service. After all, the
provider’s customer service may be required for many years.
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Cost considerations — value for money

This is a call that the client should be making after being informed. The FCA feels that this can be
covered by advisers asking 5 questions.

e Have costs of recommendations been considered and have they been made clear to the
client?

e Replacement business — has clear cost comparison been undertaken? If not, why not? This
may not always be possible if the ceding scheme involves implicit charges, such as in With
Profits funds.

e Has the client incurred additional costs? Does the file confirm why it has been occurred and
whether it is necessary?

e Are there lower cost options that would meet client objectives?

e Why have they been discounted?

Suitability Reports

This is the section of presenting the solutions. | have recently written a couple of papers on
suitability letters and am pleased to find that the views expressed are in accordance with
the current thinking of the FCA. At least one set of advisers has treated my views as heresy
rather than the gospel according to the FCA.

Historically, the suitability letter has been the confirmation of advice letter from the adviser
to the client. Many advisers see them as back-covering against future claims rather than
information to the client. Thus, over time, the suitability letter has become a bulky and
largely unreadable document covering every aspect of the solution whether or not the client
needs to know them or understand them.

The FCA has noted some common errors as follows:

e Many reports not personalised

e Report did not state disadvantages of recommendation
e Did not clearly set out the review process

e Did not clearly set out the cost of advice

e Included irrelevances

The FCA has noticed that there has been far too much detail about various aspects as
follows:

e C(lient agreement

e Alternative products

e Product charges

e Taxation of investments (internal, impact of client’s tax position and what needs to
be reported to HMRC)
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There is no need to repeat information that has already been given to the client. It is a fine
line between regulatory requirement and good practice.

The reason for the suitability letter is to put the client into an informed position.
In short, there are only 3 things that the suitability letter needs to contain.

e Demands and needs (the client’s objectives)
e Why the solution is suitable for the client
e Possible disadvantages (ie the risks)

Additional guidance should be included for some more complex areas such as income
withdrawals.

So the suitability letter itself could be relatively short. Then any background information to
back up the solution should be included in the form of appendices.

The suitability report would include the following elements provided that they are relevant
to the client and the advice being given.

e Evidence of client needs and objectives

e Why the adviser believes the advice is suitable/client benefit/disadvantages

e Confirmation of client attitude to risk and reconfirmation of risk descriptions

e Replacement business — comparison of existing arrangements with new
arrangement

e Reference to documents (eg KlIDs, KFDs)

e Any loss of benefits/exit penalties to the client

e If recommendation is more expensive, why?

e Why provider recommended

e Importance and confirmation of review process/cost of advice

It is good practice to produce a glossary of terms as a page of appendix. This would be good
evidence of Treating Customers Fairly.

| have previously believed that the suitability letter should be a standalone document which
includes all the information without reference to other documents. But on consideration,
there is no point in copying and pasting the terms of a structured product into a suitability
letter if the product brochure containing this information has already been given to the
client. It is permissible to refer to the document for that information.

Similarly, going into detail about the client agreement or service level is unnecessary. Refer
to those documents. There is no point confirming the permission to undertake a certain
type of advice. This would be assumed by the client and the firm or adviser should not be
advising without the permission. If extra information is being provided, put it in an appendix
rather than the body of the letter.
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It is better to produce a 2 or 3-page summary letter with a list of appendices rather than a
long letter with everything in it. The clients are likely to read the short summary and
understand it. Whereas, they are very unlikely to read or understand a long, complex letter.

Insistent clients — key steps

e Advise on suitable course of action
Flag risks of alternative course of action
e Be clear that client is acting against advice given

As ever, the important thing is to keep good records. The advice process remains the same
as normal business with all the same research and decision-making.

Client Reviews

e There is no requirement to provide client reviews, but the client must be clear about
whether a review is part of the ongoing service.

e If the FCA visits a firm, one of the major questions asked is how firms ensure that
reviews happen on time. It does not matter what system a firm uses, just that there
is a robust system in place.

e The review should revisit all key areas — Attitude to risk especially. This is not
necessarily the completion of any questionnaire, but the consideration of changes to
needs and objectives.

e Document that the review has happened. Or that it was offered.

Mortgage advice
All of the advice processes are very similar. The documentation is a little different.

e Advice process/file checklist

e Disclosure

e Fact find/KYC information

e Client budget/affordability

e Documentation/research to support recommendation
e KFl/recommendation

e Written communication (suitability report)

e C(lient reviews.

It is not mandatory to produce a suitability report for mortgages, but it is good practice.

The onus of proving affordability is on the lender rather than the mortgage adviser/broker.
On a practical basis, the adviser will be expected to ensure as far as possible that the
prospective borrower will meet the underwriting needs of the lender, which should include
the assessment of affordability.
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MMR thematic findings

The FCA undertook a review of the mortgage market and reporting back on this in July 2015.
The summary was “good progress ........ scope for improvement”. There may be another
review in the near future to try to ascertain progress. The findings were as follows:

e Advice reviews
o 59% suitable
o 38% unclear
o 3% unsuitable
e Evidence of advice being delivered at extreme ends of spectrum
e Some firms failing to take reasonable steps to obtain sufficient, relevant information
about customer’s needs and circumstances
e Customer “perception” highlights need for clear advice process and engagement.

The need for clear documentation is a current topic of review of illustration documents. The
mortgage illustrations are more useful than investment illustrations, but they are still too
long and full of jargon. If advisers cannot interpret the information easily, then the clients
really cannot be expected to do so. If the client does not understand the document, is there
any point in providing it?

Summary

e “Know Your Customer” is the foundation of good advice.
e C(Clear and comprehensive documentation

e Consider if the consumer is in an “informed position”

e Good controls drive a good advice process.

The Positive Compliance workshops are a valuable opportunity for firms to make contact
with the FCA and vice versa. The FCA is keen to receive feedback from firms as it enables the
regulator to understand the pressures that firms and advisers experience in their duties.

The damnable thing as far as the FCA is concerned is that the firms and advisers who could
benefit most from attending the Positive Compliance workshops are probably the least
likely to attend.

| will be looking out for the next set of workshops and would recommend that firms do
attend in the future.

Tony Catt
Compliance Consultant
07899 847338



