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Re: Further comment on questions asked by Senators at the Brisbane public meeting.

Dear Sue

As you know, T was asked to attend the Brisbane committee meeting on 16" June. I have been giving further
thought to some of the questions that Senators asked me on that day. These issues include the following:-

Senator Lightfoot asked what would [ do with an investor who wanted high returns but no risk. This
is a very important question, which financial planners are often faced with. I enclose a copy of the
FPA’s Practice Guideline for Risk Disclosure, This might help the Senators understand how as financial
planners we need to deal with this, and why. If you refer to Section 2.11 on page 5, you will notc our
obligation to “provide an explanation of the nature of the investment risks involved in terms that
the client is likely to understand.”

Explaning the nature of the investment risks involved in terms that the client is likely to
understand is a non-trivial task. It involves making a proper assessment of the client. It also involves
the process of explaining. Buf most importantly, it involves the education of the client. And as |
mentioned in answers to questions on the 16™ June, it is my experience that the education process (to
get a client to 2 tevel of knowledge that I might be happy with) to best help a client achieve their
objectives, takes about 2-3 years. {Just to complicate things, as we have seen over the last few years,
the experts don’t always agree on the “nature of the investment risks”™, as experts have argued over
whether we were seeing a classic speculative bubble in stock markets or whether there was a sustainable
basis for some very high Price/Earnings ratios.)

it is therefore very clear that Senator Lightfoot was putting his finger on a very key issue. Because a
financial planner must “provide an explanation of the nature of the investment risks involved in
terms that the client is likely to understand”, the financial planner cannot provide the best
possible advice until the investor is prepared to learn and understand about investment risks.
Sometimes it takes new clients and regulators a while to appreciate this point. And because this task is
usually non-trivial, necessarily the costs are non-trivial.

A number of questions (from Senators) suggested to me that the role of a financial planner was
not clear. While it is true that there is a wide range of different types of services from different

financial planners (as there is a wide range of different types of services from accountants), there are
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some common themes in the role of the financial planner. 1 enclose a few pages from the “Users Guide”
that [ give new clients (not for publication ... just to assist the understanding of the committee). This
should give you a greater sense of the tasks involved ... and why financial planning is such a time-
intensive task.

I also sense that Senator Sherry is sensitive about the magnitude of costs of a financial planner.
Perhaps the Users Guide, by helping to clarify the amount of time required, will also help Senator
Sherry appreciate why costs are what they are. One of the challenges before the Committee (and perhaps
before the financial planning community) is how some subset of quality financial planning services can
be made more available to the public. From an advisor’s perspective, one of the biggest obstacles to
providing a lower cost subset of services, is financial risk to the advisor.

Perhaps Senator Sherry’s concern about costs relates to over-charging by some advisors, failure to
disclose fees or some other unethical behaviour. Unfortunately, as with all professions, there is always
going to be some who do not behave as ethically as the community would like. The Financial Planning
Association (FPA) is also very concerned to eliminate unethical behaviour and I think you will find that
it is increasingly difficult for an advisor to retain membership of the FPA, if there is evidence of
unethical behaviour. However, clearly the FPA cannot impose sanctions on advisors who are not
members of the FPA. ,

Lvn Allison asked whether there was “any other relevance” of the mining industry’s seemingl
poor performance. My understanding is that the Committee is interested in Australia becoming a
financial centre for Asia. Why would we want Australia to become a financial centre for Asia? Surely
the only reason could be, “that by doing so, we could improve the standard of living for Australians™.
So one of the points T was making was related to the broader question, of “what obstacles there were
to Australians having a higher standard of living”. My view was that 1 felt that, in its current form, the
mining industry may be more of an obstacle to a higher standard of living, than a help. From the graphs
that 1 provided the committee, superficially it would seem (from a Boston Consulting Group style of
classification) that the mining industry in its carrent form, is a “dog”. The Boston Consulting Group
(BCG) would go on to suggest that with a “dog”, you should be locking to either 1) turn it into a “cash
cow” [eg by requiring higher royalties], or 2) get rid of it, or take some other action to help it make a
positive contribution. It seems unlikely that you could revert the mining industry back into a “star” (the
remaining BCG classification) as it clearly was early in the twentieth century.

Please also note that the enclosed AFR news article which raises some related issues.

Further, on the question of Australia becoming a major financial centre for Asia, in my 14" June
submission extension, | suggested that this was a pipe dream. Yes, I do think that there are short-term
opportunities for Australia to sell more our expertise for financial services into Asia, but over the
medium-term I think that it is already virtually certain that the major financial centre for Asia (outside
of Japan) will be Asian. I think we are already in the end-game of these developments and probably too
late for Australia to have a major bearing on the outcome. (This is not to say that Sydney cannot play
some more minor role as a financial centre in the region ... or play a role in co-operation with the
world’s major financial centres). The only question is, what form it will take. So let us consider what
form it might take, because that will help us to understand how Australia can play a more
complementary role.
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Tokyo is already a major financial centre in Asia of course. Where else might a major financial centre
spring from? I would ask you to think 10 or 20 years down the track, and think of the possibilities. Let
us consider the economies of Singapore, Taiwan and Hong Kong, and let us compare this to Australia.

Population GDP in US$ Per Capita GDP in US$
Australia 19miilion (2000) US$367b (1996) US$20 090 (1996)
Singapore 3.2million (1998) US$93b (1996) US$30 550 (1996) ie.1.5 x Aust
Hong Kong 6.6million (1998) US$153b (1996) US$24 290 (1996) ie. 1.25 x Aust
Taiwan 21.8million JS$297b (1998) LUS3$13 900 (1998)
S+H+T 31million USS$543b
Source: Encyclopaedia Britannica

Why are these statistics of relevance?

. What if, over the next 10 years or so, Singapore, Taiwan and Hong Kong created a merged
financial centre? Please note that in combination, these 3 economies already have a 50%
larger economy than Australia and a 50% larger population. Keep in mind that a few weeks
ago in Sydney, the deputy prime minister of Singapore expressed a view that it was “inevitable”
that Taiwan would be merged back into China. With the globalisation of the world (for
companies and countries), opportunities like the merging of the above three will probably
become political imperatives. However, other patterns may well develop and perhaps we might
influence the final patterns if we put our minds to it. Lets make sure we focus our efforts where
we can have the biggest influence in improving the standards of living for Australians.

. I'also wanted to use these statistics to further highlight how far we have already fallen behind
the per capita GDP of some of the countries to our north. Needless to say, Japan’s per capital
GDP is already twice ours. As a country, we must focus on this problem or we truly will
become the poor nation in Asia. While this is not the focus for your committee, I think your
committee (together with others) has to consider this issue. Your committee can help
Australia find solutions to this problem. Otherwise, why even bother considering the question
of “making Australia a larger financial centre?

Yours Sincerely

1

BES RIS

Bruce Baker BSe(Stats) MBA DipFinPlanning
Certified Financial Planner
Director & Authorised Representative, Puzzle Financial Advice Pty Ltd

pabLyseED .

Enclosures: NOT
FPA Risk Disclosure Guideline.
Excerpts from my “Users Guide” to give you a greater sense of the process of financial planning.
AFR article “How the West lost its sway in the East” dated 21/6/00.
AFR article “Resource sector under siege” dated 29/6/00.

Corrected Hansard of the Committee meeting of 16® June 2000, — rot | "“’L"'W& 2k o
S ko man 55070~ .
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sroup  well  positioned  to
sxpand.

While Normandy is one of
e world's largest gold pro-
ducers, it could also be a target
orothe likes of South Africa’s
AngloGold and Barrack Gold
-+ the US becdlse of its pre-
Al SUTEE OF AUSTraliai Assats.

BHFP has concentrated on a

Jussive  restructuring  under
chied executive Mr Paul Ander-
sen, who has put the company
2 position to become a major
iobul minerals player through
seguisitions and alliances.

The drop in importance has
it been resteicted 1o Australia,
vith the total market capitalis-
ation of global resource com-
anies at about sU 5400 billion
346707 billion), or about 2 per
znt of the capitalised value of
“1e world stocks.

A globalisation in the sector,
ighitghted by mergers in the oil
cdustry apd Rio Timo's
axeover of CRA and mopup of
orpaico, nus wlso contibuted
« the massive reduction in its
weighting in the equities market.

The demise of local ownership
has rafsed concerns about “sell-
ing off the farm’, although the
ral Government is unlikely
slow the process through its
Jurelgn investment laws.

We certainly haven't picked
o any barrage from  the
Jovernment on raticnalisation
.1 the sector being detrimental
ra Australia,”’ said Australian
Tiald Council executive dirge-

r Mr Greg Barns.

He said that i regulatory
-.urdles, including Foreign
iwvestment  Review  Board
-ayuirements, were QOvercorme,
=2 Government was supportive.

“ltisu two-way street, [tisan

dustry which is becoming
creasingly  borderless,”” Mr
arns said.

The need to get bigger to
:ompete globally 1s expected to
rigger the rationalisation in
sttala,

gre  were  ta variety
szusons for the accelerating
nuce of tukeovers’”, Rothschild
Ausiratia Asset Managament's
resources  portfolic manager,
Mr Stuart Dedd, said.

The low value of the Aust-
sddien dellar had helped. Bur,
51; Dodd said the cheapness of
«stralian resource stocks rela-

¢ 1o international companies
sas @ bigger factor.

[t is a question of value, and

Explosive issue? North has labelled Ria Tinto's takeover bid ‘a very cheap opening shot'.

right now the managers of
FESOUTCES COMpAnies are recog-
nising it is more rational to grow
their businesses through mergers
and acquisitions,”” he said.

The largest of the mooted
takeover targets is WMC, which
could become a break-up play.

Its alumina joint venture
partner, the financially strong
Alcoa Inc, could take the
oppertunity to gain control.

Analysts are divided about
whether WMC is a target or an
acquirer. It is tipped as a likely
buyer of North's uranium off-
shoot, Energy Resources of
Australia, should Rio succeed
with its bid for North,

Companies with corporates as
a strong presence on their share
registers are also obvious targets.

These include Goldfields,
which now has South Africa’s
Harmony Gold as a 19.9 per cent
shareholder; minerals sands pro-
ducer Ticor, already controlled
by South Africa’s [scor; and coal
group QCT Resources. QCT
could be in play after cil and gas
producer Santos Ltd decided its
34 per cent stake in the Brisbane-
based company was no longer a
core investment.

In the oil and gas sector, Oil
Search could be vulnerable
once development approval of
the PNG-to-Queensland gas
pipeline was gained. Woodside
has approximutely 15 per cent
of the company.

Laterite nickel miners Ana-

conda Nickel and Preston Metals
also possess valuable assets.
Anaconda’s price soared to its
highest level in three years this
week after major shareholder
Anglo American revealed it had
increased its stake'to 24.16 per
cent from 22 per cent.
According to some analysts,
many of the best operators
have already failen victim
to takeovers Or IMergers. )

#The demise of local
ownership has
raised concerns
about selling
off the farm.”

“We are running out of
suspects,”” BT Funds Manage-
ment’s head of equities, Mr
Steve Giubin, said. ““The bane
of the [resources] indusiry has
heen very pooQr_returns on
capital emploved.”

The drive for global resource-
sector mergers was driven by the
need to improve capital returns.

This was being achieved by
company mergers to produce
growth rather than building
new mines that added to global
production, foreing commodity
prices lower and damaging
company profits.

“The listed [resources] sector
will shrink and it has only itself
to blame because of its poor

/',/50 G:u/f'- /Sof.a'Cu],

Phowe: VIRGINA STAR

return on capital over a long
peried,” Mr Giubin said.

Among the prey in the past
vear have been QNI Lid,
Comalco Ltd, Ross Mining,
Acacia Ltd and Great Central
Mines, who have all disap-
peared from the stock exchange.

Nevertheless, companies such
as AngloGold and US-based
Homestake Mining are showing
an unabated appetite for Aust-
ralian assets.

Yesterday in Paris, AngloGuld
executive director Mr Kevin Wil-
liams reiterated his company’s
interest in local stocks even after
recently  acquiring  Acacia
Resources. He said AngloGold
would buy more Australian
assets but was interested only in
companies that produced gold
at under $US200 an ounce,

Aurora Gold and Delta Goid
{before its recent Solomon
Islands problems) each fell in
that caregory.

Recentiy the bulk of Aust-
ralia’s coal industry has besn
sold in a dramatic consolidation
of ownership, and the world’s
aluminium indusiry has con-
tracted to five main players.

Rio Tinto’s move to 100 per
cent ownership of Comaleo was
followed by Capral Lid’s sale of
its Kurri Kurrl  aluminium
smelter to Germany's VAW
group. In Victoria, Aleoa took
over Eastern Aluminium to
consolidate its position as mafor
owner of the Portland Smelter,
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ASIA’S NEW REGIONALISM 11

How the West lost its sway in the East

Peter Hartcher reports on
a new anti-westernism
among East Asia's elite.

The panellists at 1he conflerence on

Asia were supposed ta he discussing

sometiing else, but there was a biy,

submerged issue whicli could not be
ressed.

It was the Sourh Korean speaker
whe first broached the idea: thut the
East Asian nations buid a SUS100
biltion ($170 blllmn) fundta protect
[hemhﬁr\f{:s amlnst CTHIS bEC'lllse
they_could no Jonger trust she West.

And one after another, speakers
at a major regional cenferenca this
month endarsed the concep: of an
Astan Monerary Fend — the Indon-
esian central banker, the Singapor-
ean finance official, the former
Fiipine Cabunet minister.

These are ng ignorant neo-rightist
bigommm—nh best
academies of est — Harvard
and Oxford and the London School
of Economics — bicultyral. flueatin
English and-leaders in their national
elites— T —————

"~ There is much mere support for

this idea than [ expected,’” said Mr
Yung-Chul Park, chairman of a
key State-owned bank, the Korea
Exchange Bank. “The crisis was
really painful and humilatng and
théy are prepdred 1o go all out to
forestall 2 Torther crisis.

“We simply cannot_wair_for the
Group of Seven Trichest o5t ndustrial
EOTTTRS] {5 feravTT (RS dnismadiang
system. Becdiwe 175 0Dim’ o_oe
AOWTRETE WRen (he next crisis 1[5
"They will not be thers [o fescue us."

“Across Euast Asia thers is frus-
rration with perceived Western neg-
ligence and che high-handedness of
the Washington-hased [niernational
Monetary Fund

At s core liss o cew and
Americanism. A leading imeliecual
and former Fipance Secrewary of the
Phﬂippincs Dr Jesus Estamslao, said:
“When peonle really riink what they
medD_By Fast Asia, :I-ey meas, ‘US
uuL let’s JG 25 1 on our owrL

East Asian opinion l=aders alsop
feel a new sense of shared threar.
ve_ learned that

no ionger a o

fire But_ your probem the mext
maorning, said one of the Japanese

advocates of the fund, Mr Hajime
Shinchara, the deputy governor of
the Deposit Insurance Corp, a
ZOVernment entity.

At the insiigation of Japan's
Finance Ministry, Mr Shinchara has
heen maoving aboot the region pro-
posing a fast-moving $LI5100 billion
fuand — with half the capital contrib-
uted by Japan - anda Tokyo-based
secretariat of 200 to 300 staff.

Australia is on the wrong waveiength in Asia: resatrtment against the West is fust too strong at the moment.

Phota: AP

Not only white, but beyond the pale

Peter Hartcher

Why can’t Ansiralia be Included in the
new groupings taking shape in Asia?
FBecause you are white” comes the
answer fram a leading inteliecrual and
former Finance Seccetary in  the
Philippines, Dr Jesus Estanislao.
Doa’t get him wrong. He supports
Australia  and  New  Zealapd’s
anclasing: * Thareive 2 pumber of ge
who are very uncomfortable with a
narrow, racially based regicnalism.
But despite ali the denials, much
of Use energy driviag the new agendy
i3 just that, 1C has a strong emotivnal
@owmentum,'' says Dr Estanistao,
the Philippines representative un
APEC’s Eminent Persons Group,
*That’s why it's a good idea to
briny Australia and New Zealand in
— it would defuse i, make it less
racial, more open, tu make sure we

The Japanese firsi advanced this
idea in 1997 &« the crisis broke, It
was vetoed by the US and opposad
These governments
would be a Japanese-run
fund for buying politcal

fuz

slush

influsnce, handing money uncon-

ditionally ¢ countries in crisis,
This left the IMF a5 the unchal”

lenged dispenser of emergency
credit, the arbiier of economic
policy across half of Asia,

As a result, dsioweek magazine
decided that the most powerful man
in_Asia in “WasHOT an Az of
even a resident of Asfa, hut the

IMF’s then managing director, Mr
Mickar Campetse thooeh his

don’t create a dividing line across
the Pacific."

Dr Estanislav, Harvard edacated,
was Cory Aquina’s Secretary of
Econgwic  Planning and  later
Finunce Secretary. e is now, ameng
other things, president af the Insti-
tute of Corporate Directors.

“Australin and New Zealand alse
have a lot te bring to the table - on
Surporate governance for exzmple,
where you have a different experi-
vace and thercfore o geed contri-
bution tn make.”

But the climate of Asian neo-
nationalism and resendment against
the West is just mon strony ar the
moment, he savs.

He adds thar Ausiralia damaged
itself in the eves of the region by being
seen 10 be i0g ageressive and jingsistic
in East Timor. “That hardened
sentiment against Austraiia.™

Austraiiu has not been invited to
join the new trade. finance or
potitical groupings taking shape in
East Asia.

But the region lnoms particularly
lerge for Austrafia - it buys exavtly
haifl el everything that Australia sells
te the world, It is alsa, of course, the
region in swhich Australia must find
its security.

cenrrai bank of Tndunesm Prbl‘
Anwar Nasution, says that Austraii
should be inclnded: “You bring
some of the good Angis-Sasven tra-
ditinns wirh you, fer c’mmpie your
approach (o edoeatinn:

“In East Asia we still have the
mindarin model ~ you bhave e
massage the lea ol the gisru hkfure ke
will Tell vou anything

" Australia is noi  big market but
you ace rich in resources and ideas.™

Camdessus is French, his policies
were widely seen as being those of
the IMF's biggest sharehoider, the
US GovernmenL This smarted.

Sa now the idea of an Asian fund
bas new momenlum East Asian
elires are being drawn together by a
powerful sense of post-orisis region-
alism. It is part reason, part emotion.

it exté?:%mﬁﬁémgﬁm

Monetary Fund. There is new vig-

our 10 explonng regional arrange-
mmmu.

At the ime of (e erisis 1 Asia,
people were scepticai about regional
soluiions. But now there is 2 ground-
swell in favour of them,”* said a man
who works closely with govern-

ments on these issues, the manager
of the regional economic monitor-
mg umt at the Asian Development
Bank, Mr Pradumaa Rana.

“Ttade co-operation is already
under way apd now we aré moving
inio monetary arcas. It's a regional
watershed.”  —

“You have 10 understand how
dramatic this change is. ASEAN the
Association of South-East Asian
MNations] for 30 years had 2 principle
of non-interference in cach ather’s
affairs. Now governments are sub-
mitling to peer revigw of their
¢conomic policies. -

it s maybe not so different o
Europe in the fate 19505, he said,

refersing to the dawning of Euro-
pean inegration.

Japan dominales the economy of
East Adla, [1s annuai output is worth
abour FUS43 million. abour hail
that of the LS. Eve ter o decade
of stagnation, Japan's is sl the
world's s T'b"gg:s. eeonomy
ze of thaiof the fext-

of Bast Asia — the larger
northern economies of Chita and
Sauth Korea, plus the cluich of 10
smaller ASEAN members — has an
annua! output worth $US2.) willion,
The region’s rotal ecowomy of
3U756.6 rrillion means it accaunts for
about 2 fifth of warld output.
These courtries are already mc:re
closely integrated: cuuscuw.ly‘ i per
cent of all East Asian trade is with
other Last Asian connies, compared
to only 30 per cent in 1996
Mow they are working on agendas
that wouid bring them much closer.
In trade, there is feasibility work
under way an two major initiarives,
Bath are in their infancy. Une s the
ASEAN Plu roposal for a
free-irade area embracing all East
Asiz. The other is for freer trade
between Japan and Sou ored
In fmance, the governments of
East Asia agreed last month on the
so-calied Chiang Mai Imitiative, a
nerwork of currency swaps between
member countries 1o allow them
greater liquidity in the event of
crisis. Now there is pressure o move
towards an Asian Monetary Fund.
in politics, there is a mushroom-
ing of nmctinﬂ.s but he most

BY-EE SR
significant may bL the ASrm\ Plus
Three agrecment ¢ an  annual
heuds-gi-government meeting,

But there are as many diffsr-
ences berwesn the Fast Agians as
stmxlarmes~ and -obstatles. aplenty
o integration.

The chief strategist a1 Singapore
consultaney Strategic Intelligence,
Dr Yuws Hedrick-Wong, said:
"There migh: be something in it
politically for the ASEAN Plus
Three 1o get togather, but from an
economic polnt of wview this so-
called new reglonalism is already an
anaeirenistic idea.

“There i5 & plobal market and
these countries are part of it For
exampie, everyone except Malaysia
has given up on the idea of A national
car project — the Chinese, the Thais,
the Indonesians and the Koreans
have all abandoned the idea.”

The Korea Exchange Bank's Mr
Park agrees that there are problems
to surmount in advancing regional
Integration: **The oniy way to get a
consensus in  East  Asia,” he
quipped. 'is for me o threaten ke
punch ali the other guys.””

B This concludes a three-part series,
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Disclaimer

The Professional Standards of the Financial Planning Association of Australia
Ltd (FPA) comprise the Code of Ethics and the Rules of Professional Conduct
which are enforced through the Financial Services Complaints Resolution
Scheme and the FPA formal Disciplinary Procedures.

The FPA also issues Guidelines to iilustrate the practical application of FPA
Professional Standards and to assist Members in better servicing their clients.
As such the FPA does not intend for this risk disclosure guideline to be
prescriptive or mandatory.

Members must seek their own legal advice concerning their obligation to
disclose risk to their clients. Members should net rely on this guideline for
explanation of their legal duty.

The FPA disclaims any liability for any detriment suffered by anyone who acts
on anything contained in this Guideline.

1. Risk in Perspective

1.1 Risk taking lies at the heart of our financial system. Investors need to
understand the risks they are taking so they can properly assess the
returns expected from their investments. The financial planner’s role is
not to avoid risk altogether (which is impossible) but to assist clients to
learn to embrace and manage reasonable investment risks to achieve
their desired investment goals over realistic time frames.

1.2 Certainly the inherent uncertainty facing all economic activity has been
amplified by the globalisation of markets and the volatility of business
cycles.

1.3 The fear of losing money can be a significant motivator for many
investors. However, risk disclosure is not primarily about issuing worst
case scenario disaster warnings to simply alarm potential investors and
thereby scare them off a sensible long term investment plan. it is
about assisting clients to better appreciate the risk/reward relationship
as it relates to the material investment risks and associated rewards
faced by clients when choosing to accept a financial planner's
recommendations.

2. Background
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2.1

2.2

23

24

2.5

2.6

The Australian Securities Commission’s Good Advice Report included
a proposai that the ASC wouid “...strongly encourage all securities
advisers to adopt as best practice the provision to retail investors of
information on the risks associated with recommended investments
and any investment strategies.” (Good Advice Report, November 1995
at page 33).

The ASC acknowledged that risk disclosure was not currently an

express requirement in the Corporations Law.

However, in the light of the common law obligations of a securities
adviser, the ASC considered the duty to disclose investment risks as
being implicit in the general obligation of licensees to conduct business
efficiently, honestly and fairly. The ASC also encouraged industry and
investor representatives to develop an accepted best practice for risk
disclosure (Good Advice Report page 11).

in 1997 the ASC's Good Advice Policy Statement 122 Investment
Advisory Services: the Conduct of Business Rules (at paragraph 100):
stressed the importance of advisers (as a matter of best practice)
telling their ciient about “any significant risks” associated with the

investment and any investment strategies recommended to a client.

The Government's response to the Financiai System Inquiry Report's
recommendations (as contained in the Corporate Law Economic
Reform Program or “CLERP” Paper No.6) proposed that all financial
intermediaries provide a risk disclosure statement to clients which
includes generic and specific risks of investment products (CLERP
Paper No.6 page 100).

The Australian Securities and Investments Commission (ASIC) has a
clear objective to “promote the confident and informed participation of

investors and consumers in the financial system”. Whilst regulation is
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27

2.8

2.9

2.10

2.1

not designed to guarantee the success of an investment opportunity,
investors should be given sufficient information to make informed
decisions about financial products and services. Clear understandable

disclosure of material investment risks would fall into this objective.

Common Law Duty of Care

Case law suggests that where a professional adviser provides advice
to a client, the professional is obliged to warn the client of any
material risks inherent in the client taking that advice (see Rogers
v Whittaker 1992 175 CLR 479)

The High Court in that case (a medical negligence case) considered a

risk to be material if:

* Areasonable person, if warned of the risk, would be likely to attach
significance to it; or

* If an adviser knows that a particular person would be likely to attach
significance to it (je. whether reasonably so or not); or

* [fthe person asks questions revealing concern about the risk.

The foreign currency loan bank cases emphasise the heavy reliance
and trust placed on advisers particularly by financially unsophisticated
clients. A number of judgements found a duty of care on bank
advisers to identify and explain the risk faced by customers borrowing
offshore.

In the context of this background, FPA developed a new Rule of
Professional Conduct (Rule 111) which became effective from 1 May
1997 following the adoption of a completely revised set of Professional
Standards by the FPA.

RULE 111 states that:

“In preparing oral or written recommendations to clients a

Member shall provide an explanation of the nature of the
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3.1

3.2

3.3

3.4

investment risks involved in terms that the client is likely to
understand.”
This guideline seeks to assist members in their appiication of Rule 111.

Scope of Guideline

This Guideline is applicable to all EPA Principal members and their
proper authority holders providing financial planning services.

This Guideline deals with disclosure of investment risks and investment
strategies and does not cover other kinds of unexpected events such
as serious illness, death or loss of employment which can also have a
major impact on a person’s financial situation. FPA Rules 105 to 112
set out minimum requirements for FPA members when preparing
recommendations. A client's capacity to accept certain investment
risks would normally be dealt with during the course of collecting
sufficient information about an individual’s circumstances under Rule
108.

The adviser's undertaking to explain significant risks of investments
and strategies is also specifically covered in ASC Policy Statement 121
at paragraphs 46-48 (Advisory Services Guides). From October 1,
1998 an Advisory Services Guide must be given to all potential new
clients and contain a statement along the lines: “ We wil| explain to
you any significant risks of investments and strategies which we
recommend to you. If we do not do so, you should ask us to explain

those risks to you”

FPA believes that section 1022 of the Corporations Law imposes an
obligation on prospectus issuers to provide an adequate explanation of
the investment risks inherent to the product or strategy offered via the

prospectus.
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3.5

Whilst advisers may make specific reference to the risk statements set
out In prospectus documents, FPA does not believe that FPA members
c¢an rely solely upon such explanations within prospectuses to
discharge their duty under FPA Rule 111.

4.Explaining investment risks

What investment risks should you explain?

4.1

4.2

For the purpose of this Guideline, “investment risks” means those
material investment risks and material investment strategy risks
included in any recommendations made to a client. Strategy includes
asset allocation, portfolio construction and gearing risks.

Examples of the more common risks which might be relevant to clients
are listed below. The FPA has not attempted to provide an exhaustive
list of every conceivable investment risk. There are other types of risks
not mentioned below which may require disclosure and explanation in

particular situations.

Inflation risk The possibility that the purchasing power of your

money may not keep pace with inflation (eg. by not
investing at all or not investing sufficiently in
growth products). The risk is a poor real return

on funds invested.

Risk of not diversifying The possibility that if you put all your investment

capital into one basket (eg. the share market) a fall

in that market will adversely affect all of your
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Market risk

Re-investment risk

RISK DISCLOSURE 1
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Liquidity risk

Credit risk

Regulatory risk

Timing risk

capital. Diversification is a deliberate strategy
aimed at reducing the impact that volatility in one
asset class, sector or single product will have on
your overall portfolio of assets.

The possibility that movements in a market can
cause an investment to decrease (as well as

increase) in value.

The possibility that if you invest in fixed rate
investments (eg. bonds) you may have to re-invest
maturing money at a lower rate of interest if rates
generally decline during the life of that investment.

The possibility that you may not be abie to readily
access your funds when you want or need them
most because they are invested in illiquid assets

(eg. real estate). -

The possibility that an institution holding your
capital (eg. a debenture issuer) may fail to pay

interest or return your capital.

The possibility of government policy changes
negatively affecting your financial strategy (eg.

superannuation and retirement incomes policy).
The possibility that a strategy of trying to time

entry and exit from markets will expose you to
greater short-term volatility. |
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Value risk The possibility you will pay too much for a
particular product or that you will sell it too
cheaply.

Manager risk The possibility that you will invest with a fund

manager based primarily on their recent past
performance without regard to their fundamental
ability to cater to your particular needs or
performance expectations over the time frame you

have in mind.

Currency risk The possibility that investments held in other

countries may rise or fall in value due to the
relative value of the currency they are heid in to

the domestic (Australian ) currency.

How should you explain investment risks?

4.3

FPA suggests that advisers include a separate section on investment
risks in written recommendations. Members using other formats need
to be satisfied that a client is made aware of these disclosures. The

disclosures should (as a minimum) address the following issues:

the historical relationship between investment risks and investment
returns as it relates to the specific investment recommendations made
to the client (while cognisant of the fact that past performance is no
guarantee of future performance).

the material investment risks (and rewards) which the member
reasonably believes the client can anticipate if they accept the
investment recommendations.

the provision of clear understandable communications to assist

properly informed decision making by the client.
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4.4

4.5

4.6

4.7

4.8

4.9

If investment recommendations are provided orally to the client then
members would likewise disclose orally the information outlined in Rule
111 and 4.3 above

Examples of statements aimed at explaining various investment risks
appear in the Appendix to this Guideline. The FPA stresses that these
are generic examples aimed at providing members with an indication
of the types of explanations that could be used to explain various risks

to clients.

Material Investment risks associated with any recommendation must
be explained in terms that the particular client is likely to understand.
This places the onus on the member to ensure that their explanations
are tailored to each particular client and that technical jargon does not
obscure the need for plain English. Clients for whom English is not
their first language and clients who do not have investment experience
have different communication needs which financial planners may

need to address.

FPA acknowledges the use of tabular and graphic illustrations as tools
to assist its members explain material investment risks to their clients.

However these illustrations are best used in support of (not in place of)
the member’s written explanation of material investment risks.

FPA supports the provision of educational/explanatory materials to
clients and has developed (in conjunction with Macquarie Investment
Management Limited) a booklet titled “Understanding Risk to Achieve
your Financial Goals” which is available from the FPA. Educational
materials can extend client appreciation of risk/reward trade-offs so

that a better informed approach to investment decision making occurs.

General explanation of the types of investment risks associated with
specific recommendations may be accomplished by reference to an
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educative source such as the FPA/Macqguarie booklet mentioned
above. This does not reduce the onus on a member to identify the
particular investment risks associated with the specific
recommendations. Members who employ reference sources like the
FPA/Macquarie booklet should include a warning that the booklet gives
a general explanation of risks only and not an explanation specific to
that particular client's investment objectives, financial situation and

particular needs.

5.Review of this Guideline

5.1  FPA Practice Guidelines require review to ensure their continued
relevance to members and their businesses. Given the potential for
CLERP law reform in this area, this Guideline will be reviewed after 12
months.

Appendix

Examples of Statements Explaining Investment Risks

The following are exampies of statements used by practising financial
planners to explain various investment risks to their clients. Rule 111 requires
members to explain investment risks having regard to the particular client's
circumstances they are dealing with at the time, hence these examples may
not be appropriate to every client.

The explanation of investment risk will vary according to whether a
reasonable person in the client’s position would consider the risk to be
significant.
Example 1
Scenario:  An investment strategy involving the use of borrowed funds.
Explanation: Borrowing money to invest is known as “gearing”.
Geared investments are generally designed to increase overall
returns while increasing the potentiai for tax deductible

expenses (such as prepaid interest). The ultimate goal of this
strategy is usually for the vaiue of the assets purchased with
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Example 2

Scenario:

Explanation:

Example 3

Scenario:

Explanation:

borrowed money to increase and create a profit upon sale, after
repayment of borrowed funds plus expenses.
%

The main risk associated with such a strategy is that the asset
you purchase with borrowed funds will actually fall in value,
even to the point where selling the asset doesn't completely
satisfy the underlying debt. This will mean that, aithough you
might receive extra tax deductions over time, you might actually
lose capital (and carry over a significant debt) when you
eventually sell the asset.

The potential to make a higher gain by borrowing exists only
because of the added risk you take in using borrowed funds in
the first place.

An investment strategy which involves the re-financing of
home mortgage debt.

The strategy recommended involves re-financing your home
mortgage. The equity you currently have in your house will fall
as the amount you owe on it increases.

The additional monies obtained by re-financing will be used to
pay out your current mortgage, pay our fees and invest the
balance. You will therefore be increasing the level of debt
owed on your house in order to make an investment elsewhere.

The rationale of this strategy is to increase and diversify your
asset base and obtain a tax deduction while you repay the
additional loan monies used to make the investment.

The main risk you expose yourself to in taking up this strategy is
that the value of the investment will actually fall and that
ultimately you may have to sell that investment at a loss.

If this occurs, you may lose the equity in your home. You may
even lose your home.

An investment strategy which involves compiete or substantial
asset allocation into cash.

[f your other investments in fixed interest, shares and property

drop in value over the next few months it may be prudent to
have retained some of your funds in cash. This would enable
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Example 4

Scenario:

Explanation:

Example 5

Scenario:

Explanation:

you to invest the cash back into your main portfolio of growth
assets when the entry price is lower.

However the market may continue to rise while your cash is out
of it. Consequently, you need to choose whether you prefer to

retain some of your funds in cash and possibly reduce volatility
or stay invested and possibly get higher returns with the risk of

fluctuating value.

An investment strategy which involves complete or substantial
asset allocation into fixed interest products.

Investing in fixed interest products should provide higher income
than cash in the long run and perhaps the prospect of a small
capital gain if interest rates fail.

However, fixed interest investments can also drop in value when
interest rates rise. Another investor will be able to buy your
fixed interest investment for less than its face value when rates
have risen because their alternative is to buy a new one at a
higher interest rate.

For the same reason they will expect to pay more for yours if
rates fall.

An investment strategy which involves complete or substantial
asset allocation into real property.

investing in direct property can potentially provide rental income
and capital growth over the fong term. Direct property can
fluctuate in value and sometimes this fluctuation can be
significant.

The main risk when investing in direct property is a lack of
liquidity (or market depth). Should it become necessary to sell
direct property there may not be buyers available who are
prepared to meet your selling price. You may therefore have to
hold onto your property or sell it at & lower price.

Property investments when used in conjunction with other
classes of investment like equities and fixed interest can provide
diversity which may actually smooth out risk for the total
portfolio.
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Example 6

Scenario;

Explanation:

Example 7

Scenario:

An investment strategy which involves complete or substantial
asset allocation into domestic shares.

By investing in Australian shares (equities) you should receive
income from company dividends and some of these may have
imputation tax credits. In addition to providing an income your
share investment may rise in capital value over time.

However, there is also a rigk that the value of a share may fall
and that its dividend may fall or in some years not occur at all.

It is therefore important to avoid investing in only one sector of
the equities market (eg. mining and resources shares). A
balance of investments across sectors of the equities market is
one way to reduce the chance of making a loss in the equities
market as a whole.

Of course, there is also the risk that the market as a whole may
fall (as occurred in 1987 and 1994) and then take some time to
recover.

That is why growth investments (such as shares) should usually
be balanced by investments in other sectors, such a cash, fixed
interest and property.

An investment strategy which involves complete or substantial
asset allocation into international shares.

Investing in international shares (equities) provides access to
the other 98% of the world's stock markets - Australia
represents less than 2% of the world market. They behave in a
similar way to Australian equities, though do not provide
imputation credits.

On top of the risks already described at example 6, above,
international share values held within Australia are also subject
to the risk that currency fluctuations will reduce their value.

For example, if you have an investment in US equities and our
currency loses value relative to the US dollar, your investment
would be worth more in Australian dollars. However, the
reverse would also be true if our currency gained value relative
to the US dollar.
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Some fund managers use currency hedges and other strategies
to partially or completely address the risk of adverse movements
in the currency markets.

FPA CONTACT ON PRACTICE GUIDELINES:

Please forward comments on this Guideline to the Policy & Professional
Standards Unit Locked Bag 2050 Queen Victoria PO NSW 1230

Sydney Telephone : (02) 9299 8300 or 1800 815 168 (outside Sydney metro)

Sydney Facsimile : (02) 9299 2949
* *x Kk *
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