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Submission to the Inquiry into the Disclosure of Commission on risk Products.

The Association of Financial Advisers (AFA) is pleased to be able to comment to the Parliamentary Joint Committee on Corporations and Financial Services on its inquiry into the Disclosure of Commissions on Risk Products.

Introduction

Our Association has been a strong supporter of the Government in its reform of the Financial Services Industry. We support wholeheartedly the general thrust of the reform package as set out in the Financial Services Reform Act (FSRA).  

We support commission disclosure where the end benefit is “influenced”  by the commission paid.  For example, there would be a difference in the end benefit if a investor with $100,000 has a choice of placing the funds at commission rates of 4% and 7%, as the 4% investment leaves $3000 more in the funds to be invested, and so the end benefit will be more.

We do not support commission disclosure where the premium or the end benefits are not affected by the commission cost. We believe that commission disclosure on risk is meaningless and can be confusing and even counterproductive. 

Our Association welcomes this inquiry to find a better solution to the determination of what influence means than what the Government is currently putting forward through ASIC i.e. “Generally we consider any benefit (including a commission received) ……… might reasonably be expected to be capable of influencing the providing entity in providing that advice”.
    

List of reasons

Below is a list of reasons why AFA does not support commission disclosure on risk products

 

1. Difficulty of providing disclosure requirements in an accurate and simple way.  Commission disclosure on risk is a complex issue. 

2. The commission paid will not affect the amount paid if the insured event occurs. 

3. Clients’ premium and end benefit will be the same regardless of commission paid 

4. Consumers are not interested in having commission on risk products disclosed. 

5. Cost and return not commission are the primary influences of consumers of risk products 

6. Disclosure requirements on risk products would be particularly detrimental to small business owners who are Advisers. 

7. The Government (or its agencies Treasury and/or ASIC) seem to be unable or do not wish to clearly define in a meaningful way exactly what "influence” means in s.946B(2)(d) in the FSRA. 

8. It is impossible to obtain a comparison of commission paid on risk products, as the amount paid is not a level playing field.  To make it a level playing field would make the current system less efficient,
 

9. Commission disclosure on risk is meaningless and can be confusing and even counterproductive. 
10. If the Government  wants such things as consistent terminology and consistent measure of fees, (quoting Peter Kell ASIC's executive director of consumer protection "the trust of the report (of Professor Ian Ramsay) was the need for consistent terminology and consistent measure of fees....."SMH 16.10.2002); it should attempt to apply the consistency principle to the concept of commission disclosure on risk products, and if it cannot, should abandon the concept. 
11. The regulations make no specific reference to the cost of Adviser back office functions, which are so necessary in small business operations. 

12. Why disclose adviser's commission but not disclose the profit margins of the life offices in that particular risk product, or whether a risk product is cross-subsidized for market share purposes.? 

13. Why is disclosure of Adviser commission for risk business so important when current statistics show Adviser misrepresentation down to an absolute minimum (e.g. 0.001% of policies issued)? 

14. Why should there be the need for commission disclosure on risk products when other commission based products (e.g. cars white goods etc.) do not have to disclose? 

15. The onus of the self employed small business adviser to disclose commission on risk products provides an unfair advantage to any competitor working in a salaried position as it is not possible to explain the difference in a meaningful and simplified way. 

16. Commission disclosure on risk products is not of great help to the consumer in making the buying decision, as it does not provide information on the relative cost structures of the competing products. 
	All of these points have been argued in a detailed way in the last year or so and the Joint Parliamentary Committee has no doubt seen these.  If you wish to have any further detail on any of these 16 reasons please contact the Association.

Recent Public Debate

The commission disclosure issue was examined in detail recently when Money Management on 14 November last said in an Editorial “Why won’t they show us the money? -  “Keeping this information (on commission)  from clients has to be wrong.”  The AFA responded by a Letter to the Editor, reproduced in full below:

November 18th 2002
Editorial response by AFA published in Money Management 

FOR ANY good purchasing decision to be made, the purchaser needs correct and complete information on the price, and on the services or goods being purchased.


This is what the Joint Parliamentary Committee on Corporations and Financial Services had to say in its latest report stating 'cost and service -not commission - were the primary influences on consumers of risk products'.

If you wish to purchase a new suit, you look at the product, the price, listen to the representative's comments and make a decision. I suspect that people do not ask the salesman if they earn commission and if they do, how much it is in dollar terms, and base decisions on this information.

The same applies when purchasing a car. How will knowing the amount of commission that the car salesman earns in selling the car to you be relevant to making a sensible commercial purchasing decision?

Let's extend the analogy to the purchase of a policy to protect your income.

You will need to find someone who is properly trained to give you the right information about what you are buying. The benefits that can be provided by the policy are related to the cost of the policy, so there needs to be interrelated decisions made on product and price. Following the requirements in your editorial (MM Nov 14), the adviser must then outline how much money they are going to make in this sale in dollar terms.

With the type of product finalised and the price fixed at say a first year annual premium of $3000 you may get one of at least four different answers from:
· Adviser A who likes up-front commission, is a big producer with a number of staff and may answer by saying their business earns 110 percent new business commission or $3300 in the first year and 10 per cent or $300 in the second year in trails if the policy is in force: 

· Adviser B likes to know that what their business income will be next month and is another big producer with staff, so based on a different commission schedule the answer might be that their business earns 50 per cent or $1500 in the first year plus 30 per cent a year in renewals, that is, $900 in the first year: 

· Adviser C is a one-man band who likes to work alone so the production and commission rate is lower and the answer may be that their business earns 67 per cent, that is $2000 plus 10 per cent or $300 in the first year: 

· Adviser D is the employee of a bank, who receives a salary, but gets five per cent as an incentive and may answer saying $150 only in the first year. 

Now with the product, price and quality of advice the same, who are you going to buy from?

The editorial states that 'keeping the information from the clients is wrong', and that 'clients want to know all the facts' and we say amen to that, but we also say the commission disclosure on risk can be meaningless, confusing and even counterproductive.

Signed Joe Nowak
National President
Association of Financial Advisers

 


The Money Management response to this letter was a second editorial headed “If you can’t show the money, then change the system.”  In it was this “Rather it would benefit them, advisers and manufacturers if one set of standards could be applied enabling consumers to make full product comparisons, regardless of the business model the adviser has in place.”  The AFA thinks that this suggestion by MM may not help what has evolved into a very efficient risk sales system.

Many people see the use of commission disclosure on risk products as a comparison of different products. Yet as the Joint Parliamentary Committee has rightly pointed out in your October 2002 Report “cost and service, not commission were the primary influences of consumers of risk products”.   Thus the Editor of MM see risk commission being added to cost and service.  The reason seems only to be - that it is there.

Government response by the then responsible Minister Hon Joe Hockey

The Government through the previous Minister Hon Joe Hockey  in response to a number of letters from AFA said in a letter to us that the purpose of the commission disclosure requirements in the FSRA: 

· Was not to require the disclosure of “total distribution costs”

· Require the disclosure of all matters that might reasonably be expected to influence the advice

· Requirements would not discriminate between different distribution channels or forms of remuneration

· Will apply equally to all financial service providers to ensure neutrality.

We then made the following public comments that so far as commission disclosure on risk products is concerned

· Such commission disclosure has no impact on the price of risk products and so is a pointless but confusing exercise to the consumer

· That if commission disclosure is required then it will be seen as all Adviser profit by the consumer and to be fair and reasonable the profits of the other players (the life company manufacturers and the Licensee distributors) should also be disclosed.

· That the statement “Requirements will not discriminate between different distribution channels or forms of remuneration” is nonsensical when one takes into account that a salaried Adviser does not need to disclose anything, the same Adviser giving the same advice, recommending the same product, but being paid by commission, has to disclose full gross remuneration which includes expenses incurred and overheads.

The Distorting of Logical Argument?
The AFA is concerned that some arguments for commission disclosure on risk products appears to us to being twisted.  It would appear that one of the reasons for this is that those who are presenting the argument are not practitioners i.e. they are not Advisers, and therefore do not understand fully the risk market place. 

Quote “That for trauma or income protection insurance, the client’s premium and end benefit would be the same regardless of the Commission paid. This statement is challenged on the basis that lower commission will result in a lower premium paid.”  This surely can be seen through the lower premium and not through the need to disclose commission. And by disclosing a lower commission how does this show that is the reason for the lower premium?  Does it matter? The lower premium has been offered, and the next step is whether it is going to be accepted. .

Quote:  “Undermines the level playing field where both the risk and investment products are delivered under the one financial advice umbrella.”  This statement is an opinion not a fact. 

Our sister Professional Association, the FPA, it seems, is committed to “the universal disclosure of commissions and benefits for all financial products including investment, life, super, risk, borrowings and real property.  No distinctions or exceptions are made as it is important to have a level playing field for all participants.” 
  

We believe that any and every industry professional body is entitled to any rules that their governing body may wish to make compulsory practice for their members on pain of the revoking of Membership if the rule is broken.  But we do not believe that they should try and impose these rules on non-FPA members in the industry.

It should be noted too that based on information from some life offices, many Financial Planners are not risk writers because they do not like or understand it.   

Quote: Advisers “load up commissions on the risk product and hence artificially enhancing the returns on the investing component.”  This comment is we think about bundled products such as the Whole of Life family of products.  There are no examples given.  We think that the writers of this criticism of commission disclosure on risk simply have not bothered to fully understand such products. There are taxation rules regarding such products. We have not seen this described  phenomenon in the marketplace, and believe it may be just nonsense. 

Quote: Financial planning advisory firms under Corporations Law prior to FSRA in general have a higher sale value that risk insurance advisory firms operating under the Insurance Agents and Brokers Act. We have seen no evidence confirming this statement and suspect that it could well be wishful thinking. Any conclusions drawn from it may be suspect. 

FSRA Requirements

Commission disclosure on risk insurance in the FSRA appears in Section 946(2)(d) 

Information about any remuneration (including commission or other benefit) that any of the following is to receive that might reasonably be expected to be or have been capable of influencing the providing entity in providing the advice…….”

Just before Christmas ASIC issued a paper entitled Licensing: Financial product advisers – Conduct and disclosure. 

In s. D3 (page 50) is the following

Generally we consider
 that any benefit (including a commission) received by a providing entity (or any associated persons) in relation to personal advice might reasonably be expected to be capable of influencing the providing entity in providing that advice.  Two exceptions are

(a) Where the benefit is an hourly fee paid by the client to the providing entity (or any associated persons) which does not depend on whether the client acts on the advice; and

(b) Where the benefit (e.g. commission) is rebated in full to the client.

Thus ASIC seem to have taken the hard line so far as commission disclosure is concerned i.e. any commission will influence. Unfortunately they give no reason for this decision.  We do not believe that this conclusion is necessarily the case. It would be interesting to hear ASIC’s reasons for coming to this conclusion, which, if implemented, may have a dramatic impact on the amount of future risk insurance written. 

AFA’s Conclusions 

The best way to conclude is perhaps to make a summary on how we see ideal minimum commission disclosure requirements under the new regime:

In the PDS (Product Disclosure Statement)

For investment products only - a statement to the effect that the Adviser may earn commission from the placement of this product, and that details will be the SOA document

For risk products including bundled products – a statement to the effect that the Adviser is obliged to discuss commission including amounts if the customer asks.

In the FSG (Financial Services Guide)

For investment products – a statement explaining how all commission payments on investment products work, and which would include a short worked example on each type (not each product of each manufacturer) of remuneration benefit.

For risk products including bundled products – A statement saying that commission is the method of remuneration. (Current situation)

In the SOA (Statement of Advice)

For investment Products – A detailed statement calculating commission for both up front and continuing commission, description of other soft options, and other possible bonus commissions. 

For risk products including bundled products – No statement 

These would be minimum requirements.  Where Professional Associations or individuals would like to expand under these headings in their particular consumer documents there should be no objection by ASIC providing the additions were not misleading or deceptive. 

For further information please contact the National AFA President Robin Yates 08 6331 8456 or Dugald Mitchell OAM 02 6452 3424

� ASIC draft paper – Licensing: Financial product advisers- conduct and disclosure s. D3 page 50


� AFA would assume that the Government sees the placing of risk products good for both the consumer and the Government


� Obviously dictated by the big end of town who manufacture the products


� We cannot get the Minister or Treasury to define “influence”


� FPA Rules


� There is no reason given for this “consideration”
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