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ABOUT THIS DOCUMENT

e This document summarises 146 submissions’ received from the public in response to
the Code Committee’s consultation paper on the proposed minimum standards of
ethical behaviour and client care released on 17 November 2009.

e All submissions relating to ethical behaviour and client care have been summarised
and considered by the Code Committee. This document contains no comment from
the Code Committee on the submissions.

e Submissions that were marked confidential were summarised and considered by the
Committee but do not appear in this document. All submitters’ details have been
made anonymous. A full list of the organisations who submitted on the consultation
papers is provided in a separate document on the Code Committee website
www.financialadvisercode.govt.nz.

e Submissions on topics outside the Code Committee’s ambit (such as suggested
amendments to the Financial Advisers Act 2008) have not been recorded in this
document.

e Each section commences with a question or standard, an overview of the responses
to that question/standard and then the summaries of the individual submissions.

e In some instances marked up changes have been used to demonstrate changes
suggested to particular standards ie The submitter suggested that the standard
should read: “provide services premptly-in a timely manner to the client”.

Over and above this some submitters endorsed other organisations’ or individual’s submissions.
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EXECUTIVE SUMMARY

ETHICAL BEHAVIOUR PRINCIPLES (Consultation Question 1)

General comments
e Submitters generally agreed that the principles of client first and integrity and good conduct
are appropriate.
e However many submitters expressed concern regarding the principle of independence,
objectivity and managing conflicts of interest.

Client first and integrity

e The issue of whether this principle would require an employed AFA to recommend a
competitor’s product was raised. It was suggested that this was unrealistic for AFAs
employed by FSPs or QFEs.

Independence, objectivity and managing conflicts of interest

e The majority of submitters stated that the independence principle was inappropriate and
that a focus on disclosure was preferable.

e Concern was raised regarding how AFAs employed by QFEs or FSPs would be dealt with
under this principle.

e Other submitters stated that even AFAs who are not employed by FSPs or QFEs often focus
on a particular range of products that they know well or use a platform. Several commented
that having a selection of approved products that have been compiled on the basis of
research and evaluation (via a platform) is of value and does not compromise
“independence”.

e A change from “managing conflicts of interest” to focus on “avoiding conflicts of interest”
was suggested.

CLIENT CARE PRINCIPLES (Consultation Question 2)

e Submitters were generally in favour of the proposed client care principles, subject to some
reservations.

e Concerns were expressed about how the suitability standards would be implemented, and
whether the standards would prove unnecessarily onerous for advisers and clients.

e Although the capability and capacity requirements were generally endorsed, clarification was
sought regarding how the standards would operate.

e Likewise, although the requirement for effective communication was endorsed, a number of
submitters expressed concern at its application in particular in relation to the requirement
for advice to be in writing.

OVERVIEW OF CLIENT FIRST AND INTEGRITY STANDARD (Consultation Question 3)

e The majority of submitters supported the over-arching ethical behaviour standard.
e However concerns were expressed regarding how receipt of commission would be dealt
with.

Who should the standard apply to?

e Most submitters stated that the standard should apply to all AFAs. However some
submitters suggested that several groups should not be required to comply with this
standard:



Lawyers;

AFAs who solely provide financial adviser services to wholesale customers;
AFAs employed by FSPs and QFEs;

Research and transaction-only AFAs; and

NZX Advisors.

O O O0O0Oo

OVERVIEW OF INDEPENDENCE, OBJECTIVITY AND MANAGING CONFLICTS OF INTERESTS
STANDARDS (Standards 2-4) (Consultation Questions 4-7)

“Independence” as expressed in proposed standards 2-4 was not seen as appropriate. The
most significant objections related to the relationship between commission and
“independence”.
Some suggested that receipt of commission does not affect objectivity and that this should
be de-coupled.
Most submitters stated that the most important limb of determining “independence” in key
term (1) was whether or not the AFA had links to any product providers. The submitters
identified the following factors as compromising “independence”:

0 existence of quotas or sales goals;

0 obligations to place a certain percentage of sales with one particular provider; and

0 where the AFA’s firm is owned or partly owned by a product provider.

e The issue of whether an AFA could be independent when the AFA only offered a limited

range of products was also discussed.

Standard 2

Many submitters made the point that disclosure should be the focus of proposed standard 2.
A number of submitters also suggested that objectivity should not be coupled with
independence.

Others also made the submission that the Code should not allow AFAs to provide advice that
is not objective as objectivity is a necessary incident of the client first principle.

The majority of submitters stated that an AFA should not be required to obtain the client’s
express consent to the AFA’s lack of independence and that disclosure provides sufficient
protection.

Safeguards

Most submitters stated in relation to the safeguards listed in standard 2(2) that disclosure
was sufficient. Several submitters also stated that safeguards should not be prescribed as
the ways to protect clients from a lack of independence and conflicts of interests will be fact-
specific.
Most submitters stated that providing the client with the opportunity to take independent
advice would:

0 be detrimental to public confidence;

0 be too expensive so that only wealthy clients will avail themselves of this; and

0 be too difficult to obtain given that most AFAs will not be “independent”.
It was also pointed out that this safeguard may not be suitable for transaction-only services
particularly where informed investors are merely requiring the AFA to purchase a product for
them.
Most submitters did not express strong disagreement or agreement with the safeguard in
standard 2(2)(b).
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Standard 3

e Submitters re-emphasised the point made in relation to standard 2: that the focus should be
on disclosure.

e Some submitters stated that there was an overlap between standards 2 and 3.

e Many submitters disagreed with the suggestion that an AFA be required to specify that they
are “not independent” or “aligned”. It was thought that preventing those AFAs from using
the term “independent” and requiring full disclosure was sufficient.

CONSULTATION QUESTION EIGHT: What effect would banning commission have on
consumers and the industry in various sectors: insurance, investment, financial planning,
credit contracts and any other relevant sector?

e The majority of submitters expressed the opinion that commission should not be banned,
however, there were still a significant number of submitters who expressed approval of a
ban on commission.

e Many of those who were not in favour of a ban said that this is a matter for Parliament.

e In terms of the mortgage sector, several submitters stated that clients who are wanting
advice on a mortgage are in need of cash and generally do not have spare money to spend
on financial advisers’ fees (unlike investors). These poorer clients may therefore not receive
financial advice.

e It was suggested that banning commission in the insurance sector will result in more
frequent under-insurance and sales of unsuitable insurance policies as consumers will not
want to pay fees to receive advice.

e Share brokers made the submission that charging clients to access new share issues would
affect the uptake of primary market offerings.

CONSULTATION QUESTION NINE: Do you consider that non-financial benefits should be
taken into account in determining whether an AFA is independent and objective?

e The majority of submitters agreed that non-financial benefits should be taken into account in
determining whether an AFA is independent and objective.
e A materiality threshold for non-financial benefits was suggested.

CONSULTATION QUESTION TEN: Do you consider an AFA is independent and objective if
his or her financial adviser services are limited to financial products available through a
particular platform where the AFA and all connections of the AFA have no financial
interest in the platform?

e Although there were a number of submitters who gave a clear “yes” or “no” answer to this
qguestion, many submissions stated that not all platforms create the same risk to
independence/objectivity. The greatest risk to independence/objectivity in relation to
platforms was thought to arise where the platform:

0 obliges the AFA to solely advise and recommend products that form part of the
platform;

0 provides benefits (financial/non-financial) to the AFA in return for sales of those
platform products.
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In relation to limited product selection it was observed that it is not possible for AFAs to
advise on the whole world of products. But it was suggested that to be independent a
“sufficient range” of products should be on offer.

CONSULTATION QUESTION ELEVEN: Are the definitions of “connection of the AFA” and
“member of the AFA’s family” appropriate? If not, why not?

A number of submitters approached the question from the point of view that that the key
issue is whether the relationship with the “connection of the AFA” or “member of the AFA” is
likely to influence the AFA in some way.

A number of submitters suggested that siblings and other family members should be
included in the definition. However some stated that the definition is too broad.

Several submitters stated that including “prospective business partners” and “prospective
employers” in the definition “connection of the AFA” was a step too far.

Several submitters suggested that compliance may be difficult as AFAs may not in fact have
access to information about the investments of family members or employees. It was
submitted that this definition presumes that an AFA would legally and practically be able to
disclose the identity of their clients and information about them to family members.

CONSULTATION QUESTION TWELVE: Do you agree that the proposed standards concerning
lending and borrowing to/from, and joint investments, with clients (set out in standards 5-
6) should be included in the Code? Are there any other standards concerning dealings with
clients that should be included in the Code?

Restrictions on lending and borrowing to/from clients, and restrictions on joint investments
with clients, were generally considered to be appropriate, however, several issues were
raised in relation to the standards.

Standard 5

Several submitters were concerned that standard 5 may prohibit AFAs from working for an
employer who borrows money from the AFA’s clients. The example provided was of banks
who are the business of borrowing money from customers (as all bank accounts, term
deposits and other debt securities are technically borrowings).

Several submitters stated that standard 5(2) should be amended to make it clear that
nothing prevents an AFA’s employer from lending money where that employer is in the
business of lending money.

Standard 6

A number of submitters stated that joint investments with clients should not be permitted as
they create a conflict of interest.

A number of submitters stated that care needed to be taken to ensure that AFAs would not
be prevented from belonging to the same KiwiSaver scheme or registered deposit taker, unit
trust, life insurance policy or listed company as their client. It was stated that the key issue is
to ensure that the AFA is not in a business or investment relationship with the client.
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CONSULTATION QUESTION THIRTEEN: Do you consider that the Code should include
standards governing AFAs who take on personal trusteeships and act as directors or
corporate trustees of family trusts? If yes, what standards should be included?

e A number of submitters stated that no further standards should be added as trustees’ duties
are sufficiently covered by existing law.

e Another group of submitters stated that this issue should be dealt with by the AFA via a
conflicts management procedure without the Code prescribing any standards.

e Some submitters, however, suggested various standards that the Code could include:
0 astandard on trustees’ duties;

0 a standard prohibiting AFAs from providing financial adviser services to a trust if the
AFA is also a trustee of that trust; and

0 a standard allowing AFAs to act as trustees provided the AFA fully discloses this and
has conflict of interests management procedures in place.

CONSULTATION QUESTION FOURTEEN: Are there any other good conduct standards that
should be included in the Code?

e Roughly half of the submitters who answered this question stated that no further standards
were required.

e However standards on particular topics were recommended for inclusion in the Code by
some submitters:

0 a standard requiring AFAs not to use any complaints or disciplinary process for an
improper purpose;

0 astandard setting out confidentiality duties of AFAs; and

0 astandard requiring an AFA to follow the advice process that forms the core practice
standard of the National Certificate.

CONSULTATION QUESTION FIFTEEN: Should the Code include a good conduct standard
which restricts the ability of AFAs to criticise other AFAs or include other standards which
regulate dealings and interactions between AFAs?

e Submitters did not in general object to the sentiment behind this proposal.

e However, although a number of submitters stated that an explicit standard should be
included, other submitters made cogent arguments as to why there should not be such a
standard. The reasons included:

0 that this issue should be included within a general standard on AFA behaviour;

0 that this issue was covered by standard 7 (which requires AFAs not to bring the
financial advisory profession into disrepute); and

0 that existing defamation law provides suitable protection.

e Some concerns were expressed regarding the need to preserve freedom of speech and the
utility of professional criticism.

e Many submitters stated that if such a standard was to be included it should not interfere
with the whistle-blowing standard (standard 26).
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CONSULTATION QUESTION SIXTEEN: Should the proposed standards of good conduct (or
any other section of the draft Code) include standards providing guidance on advertising
or marketing of financial adviser services over and above the restrictions in the Financial
Advisers Act? If so, what should the standards require?

e The overwhelming response was that sufficient guidance on advertising and marketing was
already provided in existing law.

CONSULTATION QUESTION SEVENTEEN: Do you consider the proposed over-arching client
care standard is appropriate (proposed standard 9)?

e The overwhelming majority of submitters supported this standard.

e Some small alterations were suggested such as the removal of the word “courteous”; and
changing “promptly” to “in a timely manner”.

e It was suggested that standard 9(2) should be altered to explicitly state that an AFA may only
offer financial adviser services in areas where he or she is competent.

CONSULTATION QUESTION EIGHTEEN: Do you agree that a standard concerning scope of
services should be included (proposed standard 10)?

e This requirement was generally endorsed as a useful safeguard.
e Some submitters suggested that the disclosure ought to go further, however, and disclose
the scope of options that have been considered when advice is given.
e A number of criticisms were raised:
0 it was suggested that the standard should be subject to reasonable limits;
0 that the requirements should only apply to retail (not wholesale) customers; and
0 that the customer and the adviser should decide what kind of (ongoing) disclosure is
required.

e Several submitters suggested that the requirements were not appropriate for certain
sectors, including insurance advisers, KiwiSaver and NZX Advisors.

e It was also suggested that where FSPs complied with the obligation, it should not be
necessary for individual AFAs to do so also.

CONSULTATION QUESTION NINETEEN: Is it appropriate to require that where trail
commission or a monitoring fee is charged, the AFA must provide ongoing proactive
advice?

e Submitters were generally in favour of this requirement, subject to a significant qualification:
many submitters stressed that there is a difference between a monitoring fee, which is
expressly charged in consideration for the supply of an ongoing service, and a trail
commission, which may be no more than a continuous payment for the original service.

e Submitters stressed that this question ought to be subject to the agreement reached
between the adviser and the client, and as long as the client was properly informed there
was nothing inherently wrong with a trail commission that was not associated with ongoing
proactive advice.
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e The submitters did recognise, however, that where an adviser had agreed to provide ongoing
advice they had to comply with that obligation.

CONSULTATION QUESTION TWENTY: Should there be a standard requiring written terms
of engagement with clients?

e Submitters were generally in favour of this proposal. A significant minority did, however,
suggest that written terms of engagement should not be made mandatory.

e Submitters also proposed several qualifications and exceptions, in particular for employees
of FSPs and wholesale advisers.

CONSULTATION QUESTION TWENTY-ONE: Should AFAs be permitted not to undertake a
suitability analysis (see proposed standard 11)? Two options were suggested:

(a) Should AFAs always be required to carry out a suitability analysis and provide advice that is
suitable for the client?; or

(b) Should AFAs be permitted not to carry out a suitability analysis and to provide services
that are not necessarily suitable for the client, provided that the benefits of the suitability
analysis are clearly explained to the client and the client consents in writing not to receive
such advice?

e Although the majority of submitters recognised the value and purpose of suitability analyses
generally, many felt that standard 11 would require suitability analyses to be carried out in
inappropriate circumstances.

e Of the submitters that expressly endorsed one of the alternatives, option (b) received
overwhelming support.

e Significant criticism was directed at the perceived assumption that all customers were
unsophisticated clients seeking a full financial planning service, and many submitters
stressed the importance of allowing experienced investors, or those only seeking a limited
(generally transactional) service to opt out.

e Some submitters regarded the extra compliance costs associated with the opt-out process
itself as being unjustified.

e Certain groups suggested that special more “light touch” rules ought to be applied for some
sectors, such as insurance, KiwiSaver or share broking. It was also suggested that suitability
analyses should not be required at all for wholesale clients.

CONSULTATION QUESTION TWENTY-TWO: Is it appropriate that where the suitability
analysis shows that the financial adviser services offered by an AFA are unsuitable for the
client, the AFA must not provide the financial adviser services or should the AFA be able to
provide the services if the AFA informs the client that the services are not suitable but the
client still wishes the AFA to provide the services? (see proposed standard 13)

e Submitters were split in response to this question, with a significant majority in favour of
permitting AFAs to provide services that they have deemed to be unsuitable as this was a
matter for the client and AFA to decide (provided the client was fully informed).

e Assignificant number of submitters suggested that the AFA should, or should be required to,
obtain written consent from the client, while many implied that it would be sufficient if the
client proceeded to seek a service after the adviser had explained why he or she deemed it
unsuitable.
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e A number of submitters did, however, suggest that it would be inappropriate for the adviser
to provide a service that is unsuitable.

CONSULTATION QUESTION TWENTY-THREE: Do you agree that the proposed standards
concerning suitability (proposed standards 10-16) should be included in the Code? Are
there any other standards concerning suitability that should be included in the Code?

e A number of submitters replied that the proposed suitability standards were appropriate and
that no more standards were required.

e Many stressed that it was necessary to recognise the fact that many clients did not want a
full financial planning service, and suggested that the suitability standards should be flexible
to reflect this. The importance of distinguishing between retail and wholesale customers
was also highlighted.

e In relation to standards 11, 12 and 13, it was suggested that the exemption would be so
universally utilised that the standards could prove meaningless.

e |t was suggested that standard 15 ought to be narrowed to take account of clients who did
not require a full service, such as in share broking.

CONSULTATION QUESTION TWENTY-FOUR: How long should AFAs be required to keep
records in relation to proposed standard 16? Should there be specific standards relating to
electronic records?

e Most submitters endorsed a requirement to maintain records, although a significant minority
suggested that existing legislative requirements were sufficient.

e Others suggested that if the Code did include a standard on this matter it should impose
obligations that were consistent with those existing legislative requirements ie seven years
for tax records.

e Some suggested that the standard allow records to be kept by an AFA’s employer and that
this standard should only apply in respect of retail clients.

CONSULTATION QUESTION TWENTY-FIVE: Are the proposed capability and capacity
standards appropriate (standards 17-19)? Should the standards be modified or expanded
in any way? Are there other capability and capacity standards that should be included in
the Code?

e Submitters were generally supportive of these standards.

e Standards 17 and 18 were particularly endorsed, while Standard 19 attracted some criticism.
The criticism directed towards Standard 19 was generally concerned with the position of
FSPs and QFEs.

CONSULTATION QUESTION TWENTY-SIX: Do you agree that information and/or advice
should be provided in writing unless that is not practicable?

e A large number of submitters endorsed the requirement for advice to be in writing, but a
number of submitters also rejected it.

e Many of these submitters suggested that it should be a matter for the client and the adviser
to agree on.
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Submitters in the share broking context were particularly concerned about the proposal to
require advice to be in writing.

Particular refinements to the standards were suggested, particularly regarding the
retail/wholesale distinction.

CONSULTATION QUESTION TWENTY-SEVEN: Should the client be able to waive this
requirement by agreeing in writing that subsequent disclosure of specified information or
advice is not required to be in writing?

Submissions were generally in favour of permitting clients and advisers to agree that future
advice be able to be provided verbally.

A significant majority suggested that this was too risky, because it would put naive customers
at risk and create problems of proof in the event of a dispute.

Other submitters suggested that the requirement will be useless, because firms will obtain
waivers as a matter of course, while others suggested that the proposal be reversed so that
clients can request that advice be provided in writing.

A number of submitters suggested that advice should not be required to be in writing in the
first place, and therefore the client and adviser should not be required to sign a waiver.

CONSULTATION QUESTION TWENTY-EIGHT: Proposed standard 21 requires AFAs to have
an internal dispute resolution process. Is this practical? How should an individual AFA who
does not practise with other AFAs be required to deal with complaints?

In general submitters endorsed the requirement for an internal dispute resolution system,
and many suggested that sole practitioners be required to at least consider complaints or
maintain a complaints register.

The difficulties for sole practitioners were also recognised and it was suggested that the
extent to which they can maintain an internal dispute resolution system is limited. A number
of submitters suggested using an external person or a professional organisation to provide a
reciprocal or peer “internal” process for sole practitioners.

CONSULTATION QUESTION TWENTY-NINE: Are the proposed internal dispute resolution
standards (standards 21-23) appropriate?

Most submitters endorsed these requirements, although it was suggested that NZX firms and
employed advisers should be exempted.

The most frequently suggested modification was that only written complaints should be
required to be recorded in the complaints register.

CONSULTATION QUESTION THIRTY: How long should records of complaints be kept under
proposed standard 23?

A large number of submitters suggested that records be kept for seven years, to be
consistent with other reporting requirements.

Other submitters just noted that this standard should be consistent with other legislation
and the other record-keeping standards in the Code.
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CONSULTATION QUESTION THIRTY-ONE: Are the proposed compliance standards
(standards 24-26) appropriate? Should the standards be modified or expanded in any
way? Are there any other compliance standards that should be included in the Code?

e Although these standards received widespread support, a number of particular points were
made about them.

e Some submitters questioned whether standard 25 was necessary, while other submitters
sought clarification as to its scope and application, particularly in relation to employees.

e Some submitters rejected standard 26. Various changes were suggested including: the
creation of a peer review system; altering the standard to minimise reporting of unfounded
complaints and minor breaches; and increased protection for “whistle-blowers”.

CONSULTATION QUESTION THIRTY-TWO: The general rule in proposed standard 28 is that
an AFA must not disclose information without the client’s prior express written consent.
Are the exceptions to this general rule (set out at standards 28(1)(a)-(e)) appropriate?
Should they be modified or expanded in any way? Are there any other exceptions that
should be added?

e While a number of submitters endorsed this standard, many stressed that its relationship
with other legislation (particularly the Privacy Act) needed to be taken into account.

e Some suggested that the Privacy Act alone was sufficient, while others suggested that it
should be ensured that the content of standard 28 be consistent with the Act.

e A number of exceptions were suggested, including for NZX firms, for peer review and to
other professionals such as lawyers and accountants.

CONSULTATION QUESTION THIRTY-THREE: How long should records for trust accounts,
client money and client assets be held under proposed standards 30, 33 and 34?

e A number of submitters suggested that records ought to be required to be kept for seven
years (although some submitters suggested up to ten years).

e A number of submitters stressed that the requirements should be consistent with existing
legislation, while some suggested that the existence at general law of obligations to retain
documents meant that it was unnecessary for the Code to regulate this matter.

e Particular submissions were made on how the requirements would apply to FSPs and QFEs.

CONSULTATION QUESTION THIRTY-FOUR: Is it appropriate to require trust accounts to be
audited annually by a chartered accountant (see proposed standard 35)?

e This standard was generally endorsed as a useful safeguard.

e However some submitted that this imposed disproportionate costs on AFAs and that an
internal audit would be sufficient.

e It was also submitted that this standard should not apply to lawyers, registered legal
executives, NZX Advisors and statutory trustee corporations.



18

CONSULTATION QUESTION THIRTY-FIVE: Are the proposed custody standards (standards
27-35) appropriate? Should the standards be modified or expanded in any way? Are there
other custody standards which should be included in the Code?

One major issue raised was whether these standards should apply to AFAs who are
employed by QFEs or FSPs. It was submitted that QFEs and FSPs will have systems to cover
these matters and that the AFAs would not have personal control of the custody systems and
procedures.

Several submitters referred, in relation to standard 31, to difficulties they had experienced
with banks in trying to get client fund accounts designated as trust accounts.

Some submitters stated that in the share broking market standard 32 would be unworkable
as NZX Firms did not usually pay credit interest on trust settlements to clients. They
submitted that disclosure should be sufficient.

It was suggested that lawyers and NZX Advisors should not be required to comply with these
rules.

CONSULTATION QUESTION THIRTY-SIX: Noting the Ministry of Economic Development’s
targeted consultation on regulation of investment transactions, are there any standards
that you think should not apply to those who only make investment transactions (as
defined in section 5 of the Act) and who do not provide other financial adviser services?

Most submitters felt that AFAs who only make investment transactions should be treated
differently under the Code.

Several stated that the suitability standards should not apply to these AFAs. Others stated
that only the custody standards should apply.

CONSULTATION QUESTION THIRTY-SEVEN: Is there anything else you would like to
comment on in relation to the proposed minimum standards of ethical behaviour and
client care?

A large number of submitters stated that there should be different standards for different
classes of AFAs and that a “one size fits all” approach is inappropriate given the width of the
application of the FAA.

Some of the different classes of AFA suggested were:

0 those who provide services only to wholesale FSPs or habitual clients. 1t was suggested
that these AFAs should not be required to comply with the: suitability analysis standards;
advice in writing standard; and the scope of services standard.

O AFAs employed by FSPs (and QFEs). It was suggested that these AFAs should not be
required to comply with: any standard requiring written terms of engagement; dispute
resolution standards; standards requiring the AFA to keep individual client files; and the
advice in writing standard.

The rationale for these exceptions is that employed AFAs should be able to rely on the
employer to be responsible for client communications, dispute resolution processes and
custody systems.

0 AFAs giving non-personalised advice: It was also suggested that a distinction between the
provision of general advice and the provision of personal advice should be recognised.
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O Mortgage brokers and insurance brokers: expressed concern that the standards focused
on investment advisers and were not tailored to insurance and mortgage sectors.

It was submitted that lawyers and lawyers’ employees should not be required to comply with
the ethical behaviour and client care standards as they are required to comply with the
Lawyers and Conveyancers Act (Lawyers: Conduct and Client Care) Rules 2008 and Lawyers
and Conveyancers Act (Trust Account) Regulations 2008.

NZX Advisors also submitted that the NZX Rules cover the matters in the Code and therefore
the Code should not apply to them.

CONSULTATION QUESTION THIRTY-EIGHT: Do you consider there are areas other than
competence; knowledge and skills; ethical behaviour; client care; and continuing
professional training that should be covered in the Code?

Only a small number of submitters answered this question but most felt that there were no
other areas that ought to be covered.

However some did comment that as the regime matures other areas that should be covered
may emerge.

MISCELLANEOUS MATTERS

Other topics covered in the submissions included (amongst others): QFEs; suggested changes
to the FAA; prohibition on contracting out of the Code; cost of the regime to AFAs; consumer
education; regulatory requirements for “Category 2 Advisers”; advisers trading as principals;
Secret Commissions Act 1910; consultation; competence; and Corporate Trustees.
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PRINCIPLES OF ETHICAL BEHAVIOUR

QUESTION ONE: Are the ethical behaviour principles (client first and integrity;
independence, objectivity and managing conflicts of interest; and good conduct)
appropriate to base ethical standards upon? If not, what are the appropriate principles?

SUMMARY

Submitters generally agreed that the principles of client first and integrity and good conduct are
appropriate. However many submitters expressed concern regarding the principle of independence,
objectivity and managing conflicts of interest.

Client first and integrity

The issue of whether employed AFAs would be able to comply with this principle was raised. It was
submitted that if an AFA was putting the client first, they would need to advise on all products in the
marketplace and may even be required to recommend competitors’ products. It was suggested that
this was unrealistic for AFAs employed by FSPs or QFEs.

Independence, objectivity and managing conflicts of interest

The majority of submitters stated that the independence principle was inappropriate and that a
focus on disclosure was more appropriate. Many submitters stated that there would be few AFAs
who could achieve “independence”.

Concern was raised regarding how AFAs employed by QFEs or FSPs would be dealt with under this
principle as most will be required to sell their employer’s products. Some submitters stated that in
the case of employed AFAs the lack of independence will be obvious to consumers and therefore not
an issue.

Other submitters stated that even AFAs who are not employed by FSPs or QFEs often focus on a
particular range of products that they know well or use a platform. It was submitted that requiring
AFAs not use platforms in order to be “independent” was unrealistic. Several commented that
having a selection of approved products that have been compiled on the basis of research and
evaluation (via a platform) is of value and does not compromise “independence”.

Concern was also expressed regarding the focus on managing conflicts of interest and it was
submitted that the principle should be avoiding conflicts of interest. It was commented that a focus
on disclosure can lead to a situation where disclosure statements are incomprehensible for the
average consumer.

Some submissions were made in support of including a “fiduciary duty” as one of the ethical
behaviour principles.
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INDIVIDUAL SUBMISSIONS

Principles are appropriate

Thirteen submitters agreed that the ethical behaviour principles are appropriate.
Three submitters endorsed the principles, subject to reservations regarding commission.
Three submitters stated that apart from concerns with “independence” the principles are sound.

One submitter agreed with the principles but felt that there was too much focus on investment
advice.

Another submitter stated that the principles should also apply to those giving advice on category 2
products.

Another submitter agreed that the ethical behaviour principles are appropriate except that they
should not be applied to lawyers.

Principles are inappropriate

One submitter expressed concern that there is an investment focus and that inadequate provision
has been made for wider areas of advice. Another submitter expressed similar concerns suggesting
that the principles could be difficult to apply outside the context of an individual adviser providing a
comprehensive financial adviser service.

One submitter stated that some of the proposed standards water down or contradict the over-
arching ethical behaviour principles for instance the receipt of commission and incentives is
incompatible with the principle of putting the client’s interests first and acting independently.

One submitter stated that these are idealistic standards.

Need for guidance

Twenty submitters expressed concern regarding how advisers would be judged against the proposed
principles. Another submitter stressed that principles should be both clear (and not subjective) and
capable of being measured.

General comments

One submitter stated that the client must be placed first in all instances and that integrity,
objectivity, and managing conflicts of interest and good conduct are all of equal importance.

Another submitter suggested that the “ethics” of advisers should be screened by employers on
appointment.

One submitter stated that all AFAs should comply with the ethical behaviour standards and
knowledge of the Code (however that submitter suggested some changes to the principles).

Client first and integrity

One submitter stated that this should be more strongly worded ie: “acting solely in the interests of
the client and with integrity at all times”.
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One submitter suggested that the principle of placing clients first was elementary, but that integrity
is something innate that cannot be manufactured.

One submitter strongly supported the principles of client first and integrity. However it was
submitted that these are separate principles. It was stated that integrity is a quality of overriding
importance and implies honesty, fair dealing and truthfulness. It was pointed out that this is one of
the fundamental principles of NZICA’s Code of Ethics. It was submitted that placing the client’s
interests first is different to integrity but the submitter agreed that it is also a fundamental principle
for AFAs.

That submitter stated that client first and integrity could lead to conflicting outcomes ie the
investment may be in the best interests of the client but may not be acceptable to the adviser ie a
company that makes profits by exploiting workers. Therefore it was recommended that these
principles be separated.

Another submitter stated that “integrity” and “good conduct” should be paired together.

Another submitter stated that the client first principle is the most important principle “without a
doubt”.

Integrity is difficult to measure

One submitter stated that the word “integrity” is a vague assertion conveying no meaning between
people with differing definitions of absolute morality. It was submitted that the word “integrity” be
defined or replaced with the words “fair and reasonable”.

Two submitters stated that although the principles are appropriate, integrity is difficult to measure.

Employed AFAs

One submitter stated that the obligation to place the client’s interests first may require an AFA to
give advice on every product in the market which would require AFAs to adviser on competitor’s
products. It was submitted that no AFA has the capability to have in-depth knowledge of every
product in the market place. Therefore the submitter pointed out that placing the interests of the
client first could be against the employer’s interests or the AFA’s interest. For example the bank sets
credit criteria to inform credit advice, and the outcome of the adviser’s analysis of the customer’s
ability to repay a loan may not correlate with the customer’s interpretation of the AFA putting them
first. It was suggested that an objective test is needed in the Code.

NZX Advisors

It was submitted that under the NZX rules NZX Advisors are already required to act at all times with
honesty, integrity and fairness (rule 8.1) and are required at all times to place the interests of their
clients above their own interests (rule 9.1(d)). Therefore it was submitted that standard 1 should not
apply to NZX Advisors.

Independence, objectivity and managing conflicts of interest
One submitter stated that they agreed with the principle: independence, objectivity and managing

conflicts of interest.

Another submitter strongly supported the principle of independence, objectivity and managing
conflicts of interest and noted that this is a fundamental part of the NZICA Code. It was pointed out
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that NZICA members are required to be fair, impartial, and intellectually honest and must not allow
prejudice or bias, conflict of interest or influence of others to override objectivity in all
circumstances. However it was noted that under the NZICA code, independence is a stronger
concept and is essential for the types of work NZICA members perform. That submitter agreed that
there should be stringent requirements for AFAs claiming to be independent.

One submitter stated that the ethical behaviour principles have been captured well except for the
“independence” concept. It was submitted that independence is not about a business model or
remuneration structure but is about individual character and managing consumer interactions. It
was submitted that receipt of commission does not affect ethical behaviour or ability to manage
client advice and relationships. It was submitted that the appropriate ethical behaviour principles
should be:

e placing the client’s interests first and acting with integrity;

e objectivity of advice, and managing conflicts of interest; and

e good conduct.

One submitter stated that those who can rightly use the word “independent” to describe their ability
to provide advice is an entirely separate matter to ethical behaviour.

One submitter stated that the principles are appropriate but it will be difficult to provide
independent advice when advisers operate on a commission basis. That submitter stated that there
is too much emphasis on independence and objectivity in the ethical behaviour principles rather than
appropriateness and reasonableness of advice.

One submitter suggested that the principles of objectivity and independence did not add anything to
the other principles, and should therefore be omitted.

One submitter argued that the standards needed to be modified to move the emphasis away from
independence and objectivity towards demonstrating integrity and managing conflicts of interest,
because independence — as defined — is an unrealistic aspiration. It was noted that a large
proportion of current advice delivery arrangements would not comply with the proposed definition
of “independent.”

One submitter endorsed the concepts of putting the client first, integrity and management of
conflicts of interest, but questioned how the concepts of independence and objectivity added
anything and suggested that they should be abandoned (or at least an exception made for NZX-
regulated advisers). It was suggested that no adviser, at least in the share broking industry, could
qualify as fully independent, and that the term should therefore be abandoned and prohibited from
being used.

One submitter stated that the principles of “independence” and “objectivity” are good but not
useful/appropriate to use as standards. It was queried: When an adviser asserts their advice is
independent and objective, what do they mean? Independent of what? Objective in relation to
what? The submitter stated that a better principle may be “impartial” meaning unprejudiced,
unbiased, just, equitable and complete.

One submitter stated that the skill in providing financial advice is to match the clients facts (personal
situation, objectives, risk profile, time horizon etc) to subjective practical solutions. They submitted
that investment markets are naturally emotive and good advice is coloured by the benefit of
knowledge, skill and especially experience and that this is what clients are paying for.
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One submitter suggested that the concept of “independence” is virtually meaningless because
virtually no advisers would comply with it.

One submitter accepted that independence may not always be possible and that managing any
conflict of interests and placing appropriate safeguards would be an appropriate way to protect
clients. However they stated that the duty to place the client first, be objective and act with integrity
should not be waived.

One submitter stated that independence is not necessarily required for an AFA to be ethical.

One submitter suggested that “independence” was very difficult to define, and should be removed in
favour of terms like “non-aligned” and requiring clear disclosure of conflicts of interest.

Another submitter suggested that, given the difficulty in achieving “independence” as it is proposed
to be defined, it is better to define the concept as being free from conflicts of interest.

One submitter suggested that more guidance is required on the meaning of independence and
objectivity, taking account of the difference between investment advisers and insurance advisers.
That submitter stated that the obsession with the concept of “independence” was misplaced, and
that care, integrity, trust, enthusiasm and knowledge were more important to the adviser/client
relationship.

One submitter argued that some business models that are sub-optimal would be hidden by the
“independence” tag. It was submitted that some business models may satisfy the “independence”
test” but may have insufficient qualifications and processes to undertake their role.

One submitter stated that they did not think that independence was an appropriate principle on
which to base the Code, because links with other service providers (including other advisers and
other professions like accountants and lawyers) are an important part of delivering effective advice.

One submitter suggested that independence was an inappropriate principle, because most advisers
were not independent but this does not mean that they are not ethical.

Another submitter sought clarification as to what “independence” was, because it was an unclear
concept.

One submitter endorsed the principles generally, but suggested that the concept of “independence”
was fraught with interpretative difficulties. It suggested that advisers state whether or not they were
“aligned” instead.

Another submitter suggested deleting the term “independence”.
Focus on independence is inappropriate and transparency/disclosure is more appropriate

One submitter stated that “independence” is difficult to understand and that provided that
disclosure is clearly given that should be sufficient.

Three submitters stated that regardless of how advisers are recompensed it would appear to be very
difficult to demonstrate complete “independence”, however this could be mitigated by
comprehensive full disclosure of all conflicts of interest.

One submitter felt that “independence” is not realistic as all business models have some sort of
conflict of interest. It was submitted that the best way to manage this is open disclosure of conflicts
and payments.
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One submitter suggested that while “objectivity” was a desirable aim, the concept of
“independence” was unhelpful because advisers will always be subject to a number of potential
conflicts. The submitter pointed out that all advisers will be somehow constrained in the products
they can offer, and that disclosure represents a more appropriate safeguard.

One submitter suggested that the concept of “independence” was so slippery and hard to define that
it should be removed from the Code, and furthermore should be banned from use by advisers
because it is usually used misleadingly. That submitter suggested that full, proper and clear
disclosure should be explicitly stated in the Code as the foundation of trust.

Another submitter agreed that communicating a lack of independence is important. However it was
submitted that including “independence” as an ethical standard perhaps implies that an AFA who is
not independent is not ethical. That submitter stated that they presumed this was unintended and
that the focus of the Code should instead be on the disclosure of lack of independence.

One submitter stated that full disclosure of potential conflicts was the best way of protecting the
consumer.

Three submitters stated that “independence” will be difficult for AFAs to achieve but that this can be
mitigated by full disclosure of all conflicts. It was submitted that this is the standard required under
the Securities Markets Act 1988 but that this could be strengthened with further appropriate conflict
of interests management.

Four submitters suggested that the term “independent” was misleading, because most advisers
would have some associations — and that full disclosure was a more appropriate benchmark.
Another submitter suggested that “independence” will be difficult to achieve, and that full disclosure
is more important.

One submitter noted that disclosure of the adviser’s position was important, but that the fluid
concept of “independence” might not be the best way to express it.

One submitter stated that the Code should place less emphasis on achieving independence and focus
more on achieving transparency.

One submitter stated that the ethical principles are generally appropriate but the independence
standards are unsuitable and clients will be better served by an emphasis on full and frank disclosure.

Two submitters stated that the ethical principle for all AFAs of “independence, objectivity of advice
and managing conflicts of interest” should be changed to “transparency and communication as to
independence of advice and the management of conflicts of interest”.

One submitter stated that the Code should focus on communicating the extent of alignment or
conflicts of interest rather than on achieving independence, which the submitter considered would
be rarely achieved.

One submitter suggested that “independence” be replaced with “transparency”, including a
requirement that the adviser explain the approach s/he takes to designing a client portfolio.
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One submitter stated that the principles are appropriate but that the standards should
accommodate the fact that most AFAs will not be independent and it should promote a robust and
comprehensive disclosure regime.

One submitter stated that the Code should define “independence” and “objectivity” and place the
onus on individuals claiming to be either or both to state this in their disclosure statement. That
submitter also suggested that AFAs should be required to disclose, the ways in which they fall
outside the definitions of “independence” and “objectivity”.

Another submitter stated that the proposed principle of “independence” should be refocused. They
submitted that it should not focus on achieving independence as this may never be possible for AFAs
who are employed by FSPs and that therefore the focus should be on transparency. That submitter
stated that transparency would underpin the disclosure obligations proposed in the minimum
standards. They submitted that achieving “independence” is unnecessary as that concept is
sufficiently addressed by the principle of client first and integrity.

One submitter stated that the areas of concern surrounding independence are:

e where the financial adviser is either tied or has a quota arrangement to only use a limited set
of financial products;

e where the adviser’s product choice is potentially influenced by the payment of higher
commissions, or hidden bonuses, for criteria of volume or loyalty;

e where there is no clear, documented connection (financial plan) between the client’s needs
and the investment solutions recommended;

e where advisers fail to provide an ongoing advice service to their clients to ensure that their
clients’ changing circumstances are taken into consideration and the client is kept informed
of changes in their investment and the investing environment.

One submitter stated that these concerns will not be solved by imposing the “independence”
standards as the approach is too technical and is unlikely to raise the quality of advice. The
submitter was doubtful as to whether any advisers would meet this standard. That submitter
suggested that “independence” be replaced with one of transparency and a requirement for AFAs to
explain the approach they take to designing, selecting and managing client portfolios. The adviser
would need to disclose:
e any arrangement that might constrain their freedom of choice with regard to investment
products (quotas, tied arrangements etc);
e any remuneration received from financial product providers (commissions, bonuses etc);
e their approach to designing, selecting and managing client portfolios including:
0 use of an investment panel for making investment and portfolio decisions;
0 the basis on which they have chosen or partnered with other specialists to perform
the investment and portfolio functions; or
0 any other arrangement they have chosen to implement client portfolios.

One submitter suggested that using a restrictively-defined concept of “independence” was not
useful, and full disclosure of potential conflicts should be preferred.

Another submitter suggested that the Committee was expending too much energy trying to define
the concept of “independence” instead of relying on disclosure.
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Objectivity

Two submitters suggested that although the principles are appropriate, objectivity is difficult to
measure.

One submitter stated that objectivity “can always be argued against”. He stated that objectivity is
open to “significant interpretation” ie some advisers prefer property, some prefer government
bonds.

Another submitter stated that he is happy for the term “objective” to be part of the ethical
behaviour principles.

One submitter stated that the imposition of “independence” as defined in the proposed standards
will not correlate with a higher level of objectivity. They state that the best measure of objectivity is
that the adviser has a clear understanding of the client’s needs and is able to document a clear
connection between these needs and the investments recommended.

One submitter questioned whether an adviser’s business relationships necessarily compromised his
or her objectivity, and suggested that the need for objectivity be dealt with as part of the suitability
analysis.

Another submitter suggested that “objectivity” should not be defined solely by reference to
remuneration, and submitted that the worst examples of poor advice recently have come from the
financial planning community and that these advisers generally uses a fee-based model.

Conflicts of interest

One submitter strongly urged the Committee to place the avoidance of conflicts of interest at the
heart of the Code. They stated that the Code cannot succeed in restoring public confidence unless it
deals with this fundamental issue: that financial advisers must avoid real or perceived conflicts of
interest, and that this should include conflicts which arise due to the type of remuneration.

That submitter stated that “managing conflicts of interest” contradicts the client first principle and
that the principle should be to avoid conflicts of interests wherever possible. It was submitted that
the idea that “disclosure” can offset the negative impact of conflicts of interest had been rejected by
the Australian Securities and Investments Commission and Ripoll report as failing to provide
adequate protection for consumers. The submitter referred to a comment made by ASIC where they
noted that achieving adequate disclosure where there are complex remuneration structures can be
very difficult. It was also noted that the emphasis on disclosure in Australia has led to a risk adverse
approach where disclosure had been so lengthy that it was not comprehensible to the average
consumer. It was submitted that some Australian consumer organisations have suggested that
disclosing conflicts can perversely increase consumer confidence in the advice rather than act as a
warning on the quality of the advice.

One submitter stated that AFAs have a fiduciary duty to their client and this requires AFAs to avoid
conflicts of interest and as a result third party payments are unacceptable. It was submitted that the
main obligation should be to avoid a conflict and disclosure should not be considered sufficient if the
conflict can in fact be avoided.

Another submitter stated that once an adviser is not independent, conflicts of interest issues are not
as relevant. The submitter queried: if an adviser is receiving payment from a third party, and is
acknowledged by the client as not independent, is a conflict still present?
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One submitter stated that full adviser disclosure is important particularly for conflicts of interest.

One submitter stated that the issue of conflicts of interest, particularly pertaining to the use of
confidential client information, should be dealt with in its own standard.

AFAs who sell a limited range of products ie employed AFAs

One submitter stated that most advisers would not be able to demonstrate complete independence
and it would be impossible for QFE employees to be independent. They suggested that
“independence” be reviewed to recognise the limitations of its meaning in the advisory context.
That submitter stated that the solution should be that advisers fully disclose and manage conflicts of
interest and an overriding standard could be written to reflect this. The submitter re-iterated the
importance of uncomplicated disclosure provisions for customers.

One submitter stated that the principles of “independence” and “objectivity” are easy to define but
not easy to meet or measure. It was submitted that in practice, financial advisers in employment are
subject to the broad guidelines of their employer (the universe of financial products and instruments
needs to be reduced to a reasonable level acceptable to the company and within their expertise).
Individual advisers remain influenced by core or guiding principles so there is continuity across the
advice of a team of advisers within a company. They stated that advisers are also limited by the
support of technology systems and platforms of their employers and they are also dependent on
some form of remuneration.

One submitter suggested that requiring an adviser to consider the full “universe” of products for
every client (instead of an approved product list), and preventing them from using a platform, in
order to qualify as “independent” was unrealistic. It was submitted that there is value in having
approved product lists compiled on the basis of research, and that this does not necessarily
compromise an adviser’s independence. That submitter suggested that a better approach was to
require an adviser to be objective, and to disclose any factors that might impair their objectivity.
They stated that this would avoid constraining advisers from adopting appropriate business models.

One submitter suggested that establishing independence is difficult as an adviser for KiwiSaver will
promote their own product rather than another provider’s product. That submitter stated that the
transparency between independence and managing conflicts of interest is of the utmost importance
where KiwiSaver is involved. It was stated that consumers would be well aware that a KiwiSaver
provider is unlikely to promote another provider’s product. It was also observed that it would be
ambitious to expect an adviser to understand the whole KiwiSaver market and then market another
provider’s product under their own business name or to understand the client 100% particularly
where the client does not reveal all information.

One submitter stated that financial advisers should adopt the opposite business model from the one
of “independence” advocated in the consultation paper. They submit that all AFAs should establish
themselves a network of professionals with whom they work ie accountants, tax experts, lawyers
and investment managers. They submitted that this enables the adviser to establish a deep
understanding of the solution most appropriate for their client’s needs. They stated that generally
advisers will have a preferred solution set they use often and it was submitted that imposing
independence requirements on advisers will undermine these valuable networks effectively leaving
advisers solely to their own resources. It was submitted that this preferred solution set allows
advisers to focus more on the client’s needs.
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That submitter went on to say that the independence standards will create significant research
burdens for advisers which will reduce the time they have to understand the client’s needs. It was
submitted that advisers that give recommendations on a limitless range of products will not have the
capacity to service their client’s needs in a high quality way.

That submitter also suggested that it was unrealistic to expect an adviser to be able to advise on a
limitless range of products, and that specialisation and in-depth knowledge was necessary and
beneficial. It was stated that advisers should disclose: any arrangements with providers that might
constrain their freedom to advise; all their sources of remuneration; and what approach they take in
designing portfolios.

One submitter stated that the principles proposed are sound ethical behaviour principles but they
doubt that AFAs will ever be truly “independent” and “objective” and doubt that the interests of the
client will always be placed first. They stated that this is because some bank-employed advisers have
an approved list of products to work from, depending on the risk rating of the product and the
profile of the customer. It was stated that no bank-employed adviser has a full suite of products.
That submitter stated that this would be the case with most if not all financial institutions and most
individual advisers. They pointed out that this compromises “independence” and “objectivity”.

That submitter stated that financial advisers or their employer commonly receive a commission or
other benefit from the sale of a product or they are exclusively tied to a particular issuer or group of
issuers that promote a product on a platform (ie joint venture products).

Good Conduct

One submitter supported the sentiment behind the principle of good conduct but expressed
concerns that the term may be open to interpretation as “good” is nebulous and potentially a weak
term. Something may be “good” but not necessarily right or appropriate. Therefore it was
submitted that a different term be used for this principle ie “professional conduct”.

One submitter questioned whether good conduct is an ethical principle — they submitted that good
conduct is rather the result of following ethical principles. That submitter stated that “doing no
harm” be introduced instead.

Additional principles

One submitter stated that professionalism should be added to the list of ethical principles.

One submitter stated that the ethical behaviour principles are clearly important to ensuring that
retail clients receive good advice. However, having well-informed and educated advisers who can
advise on a wide group of diversified asset classes is also critical. It was submitted that an adviser
could meet all the ethical principles but not provide good advice due to a lack of knowledge or
research.

One submitter stated that these principles were only a subset of six internationally-recognised
principles: client first, integrity, objectivity, fairness, professionalism, competence, confidentiality
and diligence. The submitter suggested that recognising the full range of principles would allow for a
less prescriptive approach in other parts of the Code.
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Fiduciary obligations

One submitter stated that the principles are derived from equitable fiduciary obligations without
actually being fiduciary obligations. It was suggested that it would be clearer if actual fiduciary
obligations were adopted and the principles should mirror those obligations. They submitted that to
create a separate, albeit similar, set of principles or codifying fiduciary duties is fraught with
problems (the submitter referred to loss of precedent value).

That submitter, however, stated that if the Code Committee intends to “codify” fiduciary obligations
for financial advisers, more comprehensive rules should be adopted and the legislation should be
amended to clarify that advisers are not subject to fiduciary obligations.

That submitter stated that advisers will be subject to three different sets of obligations:
e equitable fiduciary obligations;
e statutory duties to exercise reasonable care under the FAA; and
e codified hybrid duties to place client interests first and act with integrity under the Code.

That submitter also stated that there are too many standards and the standards should be simplified
to avoid confusion. They stated that AFAs should be required to comply with:
e statutory duties under the FAA to take reasonable care — applicable to all advisers; and
¢ fiduciary obligations (either codified or equitable) which are applicable only to those advisers
that are considered fiduciaries (ie financial planners and “independent advisers” but should
exclude sales agents and non-independent advisers).

That submitter suggested that there must be some ultra-vires regarding the Code’s proposed
standards and the submitter suggested that they exceed the statutory obligations.

Another submitter suggested that in addition to these principles, advisers should be regarded as
being in a fiduciary relationship with their client.
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PRINCIPLES OF CLIENT CARE

QUESTION TWO: Are the client care principles (professionalism; capability and capacity;
effective communication; effective dispute resolution; compliance and custody)
appropriate ones to base client care standards on? If not, what would be the appropriate
principles?

SUMMARY

Submitters were generally in favour of the proposed client care principles, subject to a number of
reservations. Several stressed the importance of ensuring that the principles are clear and easy to
understand, while others noted that the last two principles were more accurately described as
headings for prescriptive requirements.

Several submitters were concerned about how the principles would be implemented, and in
particular sought clarity on how advisers would be measured against the principles. Some
submitters stressed that the application of the principles should take into account the particular type
of client. It was also submitted that both NZX Advisors and lawyers should be exempt.

The principle of professionalism was endorsed, and it was suggested that this would require good
product knowledge. It was suggested that the requirements of professionalism should be graded
according to the needs of the client.

Concerns were expressed about how the suitability standards would be implemented, and whether it
would prove unnecessarily onerous for advisers and clients. This is more fully discussed in
Question 21.

Although the capability and capacity requirements were generally endorsed, clarification and
specificity was sought. Likewise, although the requirement for effective communication was
endorsed, a number of submitters expressed concern at its application. The requirement for advice
to be in writing was particularly mentioned (and is discussed further in relation to Question 26).
Several submitters had suggestions as to what “effective” communication constituted.

Several additional principles were suggested, including: consistency of dealing; training obligations;
sufficient resourcing and client satisfaction.

INDIVIDUAL SUBMISSIONS

General responses

Twenty-two submitters expressed support for the seven client care principles and stated that these
principles would establish a solid basis from which to improve the level of client care.

One submitter suggested the following client care (and ethical) principles instead, suggesting that the
Code should be framed as a set of principles supplemented with guidance notes: tailoring to the
consumer; consumer interest; compliance; remuneration; professionalism; objectivity; competence;
continuing professional development; responsibility for actions; conflicts of interest; scope of
service; and suitability of service.
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One submitter invited the Code Committee to view the standards on www.cluinstitute.ca which
provide a perspective on risk and insurance advisers.

Another submitter suggested that suitability and effective dispute resolution were the key principles,
and that the rest were too vague.

One submitter largely agreed, although it was noted that the last two were not so much principles as
“headings for sets of prescriptive requirements.”

One submitter stated that it could be argued that some of the terms are not really principles but
nevertheless strongly supported the sentiment behind them. It was submitted that quality
performance (ie performing work with due care and diligence to the best of their ability and in a
timely manner), professional behaviour (ie respecting the confidentiality of information acquired and
conducting oneself in a courteous and considerate manner) should be the minimum standards
expected of an AFA.

Another submitter agreed that the principles are appropriate but suggested that these should not be
complicated so that the client can easily understand them.

Another submitter agreed that the client care principles are appropriate. It was submitted that there
needs to be clear definitions but that the client care principles must not be too onerous for the client
or adviser.

Implementation

One submitter stated that the principles are fair and seem obvious. However that submitter was
concerned with how the principles will be measured. She queried whether there will be exact
definitions for these principles and she expressed concern about how this will be measured to
achieve the desired outcome.

Three submitters stated that they have no issue with the principles but have concerns regarding how
AFAs will be measured against these. For example “communication” which requires that all financial
advice and recommendations must be communicated in writing would be inappropriate in some
circumstances and would also add unnecessarily to the cost of compliance.

One submitter stated that in principle the client care principles are ones which they expect their
advisers to adhere to. However the extent to which the AFAs are required to abide by these
principles depends on the needs of the particular client.

That submitter suggested that client care principles need to be client focussed and not focussed on
the organisation of the adviser or the adviser themselves. They stated that all AFAs should be guided
by the principles but the extent to which they have mandatory minimum standards to follow should
depend on the needs of the particular client: eg the reliance of “retail” clients receiving a financial
planning service is higher than “wholesale” clients receiving financial advice.

One submitter agreed that the principles are appropriate but argue that they should not be applied
to lawyers.

One submitter agreed that the principles are appropriate but that NZX Advisors are already subject
to similar standards under the NZX Rules. It was submitted that NZX Advisors are required at all
times to act with due care, diligence and efficiency and operate under a dispute resolution scheme
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operated by the NZX (NZX Rules 8.1.1(a) and 17.2). It was submitted that when providing advice to
clients, NZX members are required to maintain the standards of objectivity and professionalism at all
times (rule 9.1(c)). Therefore it was stated that the standards are unnecessary.

Professionalism

One submitter stated that professionalism should be a priority at all times.

Another submitter suggested that in setting the standards of professionalism regard should be had
to the circumstances and the service/s being offered to avoid imposing unrealistic obligations.

One submitter stated that professionalism can be defined as adherence to ethical behaviour
principles. It was submitted that this should include the obligation to be well-informed about a wide
range of products and services.

Suitability

One submitter stated that the intent of the suitability provision is accepted and appropriate.
However it was stated that it is not totally clear what is expected by a suitability analysis or at what
stage the suitability analysis should be used. It was submitted that “suitability” means testing
whether a recommendation given is a good recommendation. It was submitted that proposed
standard 11 suggests that this analysis must be done “before providing any financial adviser services”
which is illogical and unworkable. It was also stated that prior to engaging with the client and
conducting data gathering and then analysis it is not possible to determine what advice or product
may be chosen. Therefore the suitability analysis cannot be undertaken until the adviser is nearly
two thirds through a comprehensive advice process.

One submitter suggested that the suitability requirement be limited to the information available to
the AFA and the scope of the activity for which they have been retained.

Another submitter stressed that the suitability issue needed to be adequately addressed at the
outset, and argued that doing so can pre-empt misunderstandings later on.

One submitter stated that while the suitability standards may be appropriate for investment
advisers, the suitability standards will be of great concern to both the life and general insurance
sectors and to other non-investment areas too.

One submitter preferred the concept of “competence” to “suitability.”

One submitter stated that a needs analysis approach is recommended and that a client could waive
this approach if it is explained to the client.

One submitter argued that in assessing suitability the position (and sometimes vulnerability) of older
people needs to be considered.

Another submitter referred to PAA’s Code of Ethics (canons 1 and 2) on client “advocacy” and
“diligence”:

Advocacy — Endeavour to provide advice and service which are in the client’s best interest
Rules:



34

1.1 A member possessing a specific body of knowledge which is not possessed by the
general public has an obligation to use that knowledge for the benefit of the client
and to avoid taking advantage of that knowledge to the detriment of the client.

1.2 In a conflict of interest situation, the interest of the client must be paramount.

Diligence — Provide ongoing professional advice and service to clients

Rules
2.1 The member must make a conscious effort to ascertain and understand all relevant
circumstances surrounding the client.
2.2 Advice and service is to be competent and ongoing to best match the client’s
changing circumstances.
2.3 Remain informed of economic and legislative changes which relate to the client-
member relationship.
2.4 In the making of oral or written recommendations to clients, a member shall:
° distinguish clearly between fact and opinion.
. Base recommendations on sound professional evaluation of the client’s
needs; and
. Support recommendations with appropriate research and adequate

documentation of the facts.

One submitter suggested that the requirement for a suitability analysis is inappropriate for the share
broking business, and would be likely to annoy customers who demanded particular financial
products and were told by their share broker that a costly suitability analysis would have to be
undertaken first. This would be particularly true of sophisticated investors who simply used AFAs to
undertake the transactions themselves.

Capability and capacity

One submitter stated that this would be ideally linked to the principle of professionalism.
Another submitter rejected the inclusion of “capability,” because it was the same as competence.

One submitter suggested that the concept of “capability and capacity” needed to expressly include
good practice management, including record-keeping and appropriate professional indemnity
insurance.

One submitter agreed that the principles are generally appropriate. However it was submitted that
the capability and capacity principle requiring AFAs to “identify, implement and review appropriate
client care processes and controls” is vague.

Effective dispute resolution

One submitter stated that internal dispute resolution processes must be communicated to all clients
as well as options for external dispute resolution. It was stated that the complaints investigation
facilities of the Securities Commission should also be stated in the advisers’ disclosure statement.

Effective communication

One submitter agreed that all information and advice should be confirmed in writing to the client. It
was also submitted that there may be some instances of telephone contact which should be noted
on the client’s file. They submitted that all primary advice should be communicated in writing,
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ongoing advice would need to be communicated in writing unless not practical in certain
circumstances — however notes should be kept of ongoing advice.

One submitter suggested that the principle of effective communication could be expanded to require
communication in a timely fashion.

Another submitter suggested that AFAs should not be held liable because certain clients have
difficulty understanding complex financial information, no matter how clearly it is set out. That
submitter also suggested that when information is required to be communicated it should be
sufficient to refer the client to a website, and suggested that terms such as “prominent” should be
defined.

One submitter stated that in some instances transactions need to be auctioned quickly ie currency
conversions or sales of securities and verbal instructions must be adequate in these circumstances.

One submitter argued that if full disclosure is made, the client will already be aware of any restrictive
relationships or remuneration and is thus in a position to decide for themselves how to proceed.

One submitter agreed that financial advice should be confirmed in writing and communicated clearly
wherever possible and that this would avoid any ambiguity of instructions and service provided.

One submitter suggested that the requirement to provide advice in writing could be impractical as
securing on-market transactions often required speed. The submitter stated that the requirement
would ultimately become a meaningless compliance cost, because firms would simply obtain written
waivers from every client.

One submitter stated that with regard to effective communication, the enforcement of this
particular principle may need to be tempered by prescribed text from MED regarding disclosure. It
was stated that effective communication must mean plain language and that communication should,
without exception, be in writing. It was stated that part of effective communication is allowing time
for consideration and consultation before financial decisions are made. It was also noted that
informing clients of procedures for dealing with disputes and redress must also be part of effective
communication.

One submitter stated that she is in general agreement with these principles. However she queried
how far the Code will require advisers to go: for instance, communication could require compulsory
written advice/information in all instances which could be costly for the client. It was acknowledged
that written communication reduces risk in all areas, however some clients do not require it and the
full range of clients and situations cannot be put into one basket.

One submitter stated that the level of disclosure (full and thorough documentation of the process,
including information, advice, suitability analysis and any waivers or disclaimers subsequently
required) should be set at a high level. It was submitted that such a structured process, particularly
for more complex category 1 products, is essential to meeting the objectives of the Act.

Custody

One submitter noted that the custody concept arguably overlays with the legislative requirements of
the Privacy Act 1993.
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Additional principles

One submitter stated that additional principles could include consistency in how AFAs deal with all
clients, their approach, the integrity of the analysis, review periods and disclosure.

Another submitter suggested that notwithstanding standard 17 and the separate rules on
competence and training, it would be useful to record training obligations as a specific duty or
principle. For instance it was submitted that an adviser should only provide advice in areas where
they are qualified and competent; all advice should be properly researched; training must be current
and up-to-date at the time of giving advice and the adviser must have proper resources available to
provide that advice ie market data.

One submitter stated that one element that is missing from the Code is the ability to deliver sound
advice in the interests of consumers. They also submitted that another standard that should be

included is simplicity in the advice process which should be part of effective communication.

One submitter stressed that qualifications and skill were not all that was required, and the Code
should also require advisers to be appropriately resourced with good research backup.

Another submitter suggested the addition of “client satisfaction” as a principle.
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ETHICAL BEHAVIOUR STANDARDS

QUESTION THREE: Do you think the proposed over-arching ethical standard (proposed
standard 1) is appropriate? Should it apply to all AFAs?

Proposed standard 1: AFAs must place the interests of the client first and act with integrity

In providing financial adviser services, an AFA must:
(a) place the interests of his or her client first; and

(b) therefore, not place the AFA’s own interests, or the interests of any third parties (including those of
any employer), ahead of the interests of his or her client; and

(c) act with integrity.

SUMMARY OF COMMENTS ON STANDARD ONE
The majority of submitters supported the over-arching ethical behaviour standard (standard 1).

However concerns were expressed regarding how receipt of commission would be dealt with and
also possible legal liability where third parties’ interests have been harmed by the AFA placing the
client’s interests first.

Several submitters raised the issue of whether fiduciary duties should be imposed on AFAs instead of
the concepts of client first and integrity.

Who should the standard apply to?
Most submitters stated that the standard should apply to all AFAs.

Some submitters suggested that several groups should not be required to comply with this standard:
e lLawyers — as these concepts are covered in the Lawyers and Conveyancers Act
(Lawyers Conduct and Client Care) Rules 2008;
e AFAs who solely provide financial adviser services to wholesale customers;
e AFAs employed by FSPs and QFEs;
e Research and transaction-only AFAs; and
e NZX Advisors.

In relation to AFAs employed by FSPs and QFEs, it was submitted that this standard would require
AFAs to advise on all products on the market and may require an employed AFA to recommend a
competitor’s product. It was suggested that a proviso be added to standard 1 stating that an AFA can
still put the client first and act with integrity even though they are advising on a limited product
range providing the disclosure requirements set out in the Code are satisfied.

Several submissions also suggested that standard 1 should apply differently according to the financial
adviser services being provided.
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INDIVIDUAL SUBMISSIONS

Twenty-eight submitters supported the over-arching ethical behaviour standard and eighteen
submitters stated that the standard should apply to all AFAs.

One submitter stated that standard 1 should apply not only to AFAs who deal with category 1
products but also to AFAs who only deal with category 2 products.

Another submitter stated that this standard underpins the proposed client care principles of
professionalism, suitability and capacity and capability. It was submitted that the only third party
that may take issue with this standard is an AFA’s insurer. They stated that this will depend on the
nature and manner of the insurance and the process for dealing with complaints and/or claims in
place as a result.

One submitter stated that placing the client’s interests first is paramount together with integrity and
objectivity. It was submitted that objectivity is an over-arching principle of equal importance to
integrity and client first. It was also submitted that this principle should apply to all AFAs including
those providing financial adviser services to wholesale FSPs.

One submitter stated that it is appropriate but there could be conflicts when staff receive
commissions. That submitter also raised concerns regarding the legal liability when AFAs endeavour
to meet standard 1. It was stated that an unintended consequence of meeting this standard could
be the threat of legal action over conflicts that could arise. They submitted that there needs to be
statutory protection from action from parties other than the consumer and that this standard should
be reviewed.

One submitter suggested that this is the precise standard that financial advisers should strive to
meet, but that the Code should not try to define what constitutes “ethical” behaviour.

Another submitter suggested that employers should have a binding obligation to support their
employees’ fulfilment of standards.

Suggested alterations to the standard

One submitter stated that the standard should be amended to read “AFAs must act solely in the
interests of the client and with integrity at all times”. It was submitted that this should apply to all
AFAs without exception.

One submitter stated that sub-paragraph (b) (“not placing the AFA’s own interests, or the interests of
any third parties (including those of any employer), ahead of the interests of his or her client) should
be omitted as it is tautologous to sub-paragraph (a).

One submitter suggested that sub-paragraphs (a) (“place the interests of his or her client first”) and
(c) (“act with integrity”) need to be “fleshed out”.

Another submitter stated that the standard is not necessarily appropriate as it does not mention the
statutory obligations in s 33 (AFAs must use care, diligence and skill) and s 34 (AFAs must not engage
in misleading, or deceptive conduct) of the FAA. It was submitted that these should be included in
the Code. That submitter queried how the ss 33 and 34 duties compare to the duties in the
proposed standards.
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One submitter stated that the standard should be separated into:
e placing the client’s interests first; and
e integrity.
That submitter also stated that this standard should apply to all AFAs.

One submitter stated that the “client first” and “integrity” concepts are really two principles, and
that they should be separated.

Another submitter stated that they did not support the standard as it failed to take account of the
constraints on the client first requirement, and failed to recognise that sometimes clients would have
to be placed on an equal footing, not be given precedence. It was also noted that the promotion of
the client’s interests would be subject to the restrictions imposed by the client, the time able to be
expended on the client and the fee the client is willing to pay.

That submitter also suggested that an adviser be accorded statutory protection or indemnity against
claims by third parties who have been prejudiced by the adviser placing the interests of clients first.

One submitter expressed concerns regarding standard 1 and the reference to “any” employer, when
considering section 10 of the Life Insurance Amendment Act 1977 and the impact of QFEs especially
bank employees giving financial advice. It was submitted that if this remains, major changes will be
required for all insurers to alter their contractual arrangements with financial advisers.

One submitter suggested that standard 1 is missing an “external objectivity test” and proposed the
following amended standard:

In providing financial adviser services, an AFA must:

a) Act with integrity and be able to demonstrate consistency in their actions, values,
principles and motivations for their services provided;

b) Place the interests of their clients first and therefore not place the AFA’s own interests,
or the interests of any third parties (including those of any employer), ahead of the
interests of their client; and

¢) Exercise prudent judgement, ensuring that the circumstances must be weighed to
determine the correct action and would withstand a reasonable person test.

Fiduciary relationship

One submitter suggested that there was merit in aligning New Zealand’s approach with Australia’s
approach. The submitter referred to the Ripoll Report which recommended that AFAs be subject to
a fiduciary duty to their clients.

Another submitter suggested that the meaning of “priority of client interests” had an unclear scope,
unlike the well-establish concept of a fiduciary relationship. They suggested that part of the “priority
of client interests” analysis required taking account of the fact that the parties have a business
relationship, and the client’s ability to pay the fees.

One submitter suggested that proposed standard 1 was suitable, and should apply to all AFAs with
the qualification that the adviser’s obligation to place the client’s interests first must be judged in the
business context — so, for example, the principle would not extend so far as to require an adviser to
give advice for free.

One submitter generally endorsed the standard, but suggested that a degree of commercial
pragmatism — in light of the fact that the adviser is under no obligation to provide the advice — was
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necessary. For example, a client would be better off with a lower fee, but the adviser should not be
obliged to charge lower fees.

Groups of AFAs that the standard should not apply to

One submitter agreed that the standard is appropriate but stated that the Committee should take
care that the standard is suitable for the wide range of AFAs.

One submitter suggested that standard 1 should apply to all AFAs involved in providing investment
advice, including employees.

Lawyers and employees of lawyers

One submitter stated that the over-arching standard should apply to all AFAs except lawyers and
employees of lawyers.

AFAs serving wholesale customers only

Two submitters stated that standard 1 is appropriate but it suggested that it should not apply to
AFAs who provide advice solely to wholesale clients.

Another submitter stated that the application of this standard should differ depending on what type
of client is being served:

e where a “retail” customer is being provided a financial planning service then their interests
should be placed first;

e but where the client is a wholesale client, there should not be a mandatory requirement for
the customer’s needs to be placed first. They stated that this is justified as wholesale
customers are financially literate and can avail themselves of financial and legal advice and
can determine whether the advice is in their interests.

Employed AFAs

One submitter agreed that the over-arching ethical standard is appropriate except for (b) (“not
placing the AFA’s own interests, or the interests of any third parties (including those of any employer),
ahead of the interests of his or her client) as those who are employed by a financial product provider
(i.e. a KiwiSaver provider) cannot be expected to recommend a competitor’s product. Instead in this
circumstance it was recommended that the adviser should be required to declare to the client that
they only deal with certain products.

Another submitter expressed similar concerns and stated that standard 1 needs to include a proviso
stating that AFAs are not required to advise on all products in the market. They submitted that
without this proviso it is possible that the standard will be interpreted to require AFAs who are
employed by a FSP to investigate and advise on products sold by competitors.

That submitter proposed that standard 1 should read as follows: “In providing financial adviser services,
an AFA must:
(a) place the interests of his or her client first; and
(b) therefore, not place the AFA’s own interests, or the interests of any third parties (including those of
any employer), ahead of the interests of his or her client; and
(c) act with integrity.
(d) For the avoidance of doubt, this requirement does not prevent an AFA from only advising on a limited
range of products and/or acting as an AFA who is not independent, providing the AFA has complied
with the disclosure requirements set out in this Code.



41

That submitter stated that it understood that the obligation to act in the client’s best interests would
not prevent AFAs from providing financial adviser services:
e if the AFAs, or connections of the AFAs, receive a financial benefit from selling the product
advised on; or
e if the AFAs are limited in their ability to provide advice (for example through an employment
contract that requires the AFA to only advise on products approved by his or her employer).

That submitter also referred to the Australian Securities and Investments Commission’s comment
that advisers “would not [be] require[d]...to provide the best advice to clients, or that every product
available in the market would need to be considered”.

Another submitter was concerned that AFAs who are employed or engaged by FSPs will not be able
to comply as to put their client’s interests first would need to:
e advise on all products in the market, including products sold by competing FSPs; and
o refer clients to competitors of FSPs if the competitors are offering better products ie higher
returns or lower premiums.

That submitter suggested that the standard should say that AFAs can still put their clients’ interests
first even if they only advise on a limited suite of products. That submitter also noted that the Ripoll
report makes a similar proposal in respect of the client first standard in Australia.

One submitter stated that generally this standard is fine but raised concerns regarding paragraph (b).
That submitter queried how the responsibilities of employed AFAs will be managed. It was
suggested that unless this standard is changed, there is a possibility that AFAs employed by
institutions will be perceived as a higher employment risk, resulting in fewer of them being employed
by institutions. However they stated that in all other respects the proposed standard is appropriate,
and should apply equally to all AFAs.

One submitter questioned how the principle of placing the clients interests first will be applied and
understood in relation to an AFA who is selling a particular “brand” of product. They queried
whether people providing information purely about their own products can really be considered as
providing “advice”. It was acknowledged that some of the proposed standards (particularly aspects
of the suitability standard) would appear to place obligations on AFAs who are only providing
information about their own “brand” of products, but it was stated that the obligations of such AFAs
need to be made much clearer.

One submitter considered that in general terms, the proposed standard is appropriate, and should
apply all AFAs. However it was stated that the standard needs to reflect the nature of the adviser-
client relationship and the scope of services. They referred to AFAs who are aligned or tied to a
product provider and stated that at any given time, it is possible that there will be a more suitable
product offered by another provider. It was submitted that if the AFA has disclosed the limitations
on the range of products on which he or she is able to sell, and recommends only suitable products
within that range, the AFA should not be in breach of the standard if they do not recommend that
the client purchases a different product offered by another product provider.

One submitter suggested that if the “priority of client interests” principle were taken too far, then an
adviser who advised on a set range of products would have to continually refer their client to
another adviser. The submitter suggested that a better solution was for the adviser to disclose to the
client what products s/he did and did not advise on. It was suggested that the crux of the matter was
whether there was a conflict of interest, and the reference to priority of client interests should be
qualified by reference to this.
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However one submitter was firmly of the view that the principles should be applicable to QFE
advisers providing category 1 products to counter the inherent concerns with QFE advisers only
being able to promote approved products (which may not be the best available in the market.)

Research staff and transaction-only AFAs

One submitter suggested that the primacy of clients’ interests was not necessarily an appropriate
yardstick for some AFAs, such as backroom research staff or transaction-only advisers.

Different standard according to the service provided

One submitter suggested that there should be three different classes with varying obligations to
reflect the different services, in a manner that is readily understood by the consumer:
e financial planners: who are independent and give personal advice should be subject to
fiduciary obligations (codified or equitable) and the statutory obligations in the Act;
e brokers: non-fiduciary, who give general advice related to particular transactions, should
only be subject to the statutory obligations in the Act;
e agents: who are non-independent and give sales advice on particular products should only
be subject to the statutory obligations in the Act.

One submitter suggested that the current proposals display a bias towards financial planning
advisers, and that conduct and client care standards should be tailored to different classes of AFAs,
based on the clients they serve. The submitter suggested three classes:
1. Advisers dealing with wholesale/sophisticated customers (in respect of whom client care
standards would not be applicable);
2. Financial planning advisers; and
3. Advisers selling specific products.

Non-independent AFAs

One submitter stated that the obligation of placing the client’s interests first and presumably
avoiding conflicts of interest is only functional in a proper fiduciary relationship. It was suggested
that if a distinction is drawn between independent advisers and non-independent advisers, the over-
arching standard is probably inapplicable to non-independent advisers.
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STANDARDS OF INDEPENDENCE, OBJECTIVITY AND MANAGING CONFLICTS OF INTERESTS

SUMMARY OF GENERAL COMMENTS ON THE STANDARDS AND KEY TERMS

“Independence” as expressed in proposed standards 2-4 was not seen as appropriate. The most
significant objections related to the relationship between commission and “independence”. A
number of submitters stated that “independence” should not be linked to commission. Some
submitters stated that receipt of commission does not affect objectivity and that independence and
objectivity should be de-coupled.

Most submitters stated that the most important limb of determining “independence” in key term (1)
was whether or not the AFA had links to any product providers. The submitters identified the
following factors as compromising “independence”:

e existence of quotas or sales goals;

e obligations to place a certain percentage of sales with one particular provider; and

e where the AFA’s firm is owned or partly owned by a product provider.

The issue of whether an AFA could be independent when the AFA only offers a limited range of
products was also addressed. Some suggested that this may impinge on independence. However
other submitters referred to the benefits of research that an AFA has access to when they belong to
a platform.

INDIVIDUAL SUBMISSIONS

Appropriate
Three submitters stated that they supported proposed standards 2-4.

Two submitters stated that provided there are clear guidelines on the principles and how advisers
are measured against them then proposed standards 2-4 are appropriate.

One submitter stated that the standards are acceptable provided they are treated separately. It was
submitted that the most important concepts are disclosure and acting in the best interests of the
client.

One submitter stated that high standards should be required of those who call themselves
independent.

Not appropriate

One submitter rejected the proposed standards in favour of a principle-based standard focused on
objectivity and appropriate management of conflicts of interest, supplemented by a guidance note.
That submitter stated that they are opposed to the introduction of standards that restrict
consumers’ access to advice in the guise of protecting them, or make advice more expensive. They
stated that this would inevitably lead consumers to forego advice which has been shown to be a
major cause of the losses suffered by investors in recent years.

One submitter disagreed, suggesting that the Committee was operating on the basis of insufficient
experience with investment clients.

One submitter suggested that the proposed standards assume that the client’s interests are not
being met. The submitter gave the example of an NZX Advisor who is asked to advise on the
purchase of equities, who after showing the client research on a given issuer immediately has to tell
the client that the research has been produced in-house, that the adviser will receive a commission,
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that s/he is therefore not independent and objective, possibly that s/he is aligned, and will have to
tell the client to obtain independent advice. They also suggested that it might be inappropriate to
taint expensive research as biased just because the firm may earn money from the research (and
because broker research is tied to a set of advisers.)

One submitter stated that the standards are not appropriate except for the standards requiring full
disclosure. They argued that independence is not essential and many members successfully
represent differing providers and give consumers a comprehensive and objective review of suitable
products, policies and advice.

Changes to the standards generally

One submitter stated that if the “independence” principle is maintained, the Code should set out the
circumstances in which it would be appropriate for an AFA to claim to be independent, and require
disclosure of any limits on the range of products/services and any direct or indirect fees or other
payments received. In reality, they stated that it is obvious that bank employees are not
independent and banks uses branding and disclosure to ensure that they are not promoted as such.

That submitter stated that the proposal would be very difficult to comply with unless the Code
contains provisos such as that the conflict of interest needs to be proven to be known to the AFA at
the time the financial advisory services were performed.

Another submitter suggested that the scope of the independence principle could be strengthened by
referring to the importance of clear, user-friendly and complete disclosure of remuneration and
other non-remunerative incentive arrangements that may influence the extent and nature of the
adviser’s independence. It was submitted that disclosure should cover not just bonuses,
commissions and other direct forms of remuneration linked to products but also less direct forms of
remuneration ie non-cash perks, trail commissions, step-up in commission rates tied to volume of
sales of particular products. They noted that disclosure regulations may deal with this but suggested
that it should be prominently referred to in the Code as well.

One submitter stated that the standards regarding independence and objectivity should be re-
drafted so that:

0 only AFAs who are independent can describe themselves as such; and
0 AFAs who are not independent must disclose the information in proposed standard 3(a) (but
are not required to state that they are “not independent or objective”).

One submitter suggested that standards 2 and 3 are redundant if full disclosure is made to clients.

One submitter suggested that standards 2 and 3 are redundant if full disclosure of potential conflicts
is made and the principles in standard 1 are complied with.

Another submitter suggested that the Adviser Disclosure Statement should disclose all material
relationships the adviser has and the forms of remuneration that the adviser might receive if the
client accepts the advice. The adviser should be required to guide the client through the disclosure
statement and give them an opportunity to withdraw from the relationship if they wish.

One submitter stressed that these standards needed to be meaningfully policed.
Objectivity

One submitter suggested that a separate and distinct standard that AFAs should always provide
financial adviser services with an objective mind should be introduced.
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Conflicts of interest

One submitter stated that more guidance needs to be provided on managing conflicts. They
submitted the reference should be made to the Lawyers Client Care and Conduct rules.

Another submitter stated that it should be made clear that interests can be disclosed as a means of
discharging any conflict without otherwise avoiding other obligations associated with providing
advice, such as acting with integrity.

One submitter suggested that conflicts of interest must be disclosed so that the client is able to
decide whether to accept the advice.

One submitter suggested that the presence of potential conflicts of interest did not prevent other
professions from being objective, and that disclosure was only required when a real potential conflict
arose. That submitter suggested that the Code and the education standards should include guidance
and examples as to what conflicts exist in the industry.

Another submitter noted that compliance with standard 1 would require the adviser to demonstrate
that any potential conflicts had been managed appropriately.

NZX Advisors

One submitter stated that standards 2-4 are inappropriate for the realities of an NZX Advisor who is
also an AFA. It was stated that NZX Advisors will not qualify as independent as they have an
association with a business, a platform or a type of product ie traded equities and debt. It was
submitted that very few, if any, financial advisers will be independent meaning that retaining
“independence” as a core value would create a large compliance burden. It was stated that the
emphasis should be on full and frank disclosure so the client can make his or her own judgement.

The submitter stated that NZX firms are already required to have written internal conflict
management procedures in place (NZX Rules 11.10.1) with regard to any conflict between the NZX
firm, its employees and any client of the NZX firm and therefore no new standards are necessary.
Therefore although the submitter saw the merit of the standards, they stated that the standards
should not apply to NZX Advisors.
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KEY TERMS

(1) It is proposed that financial adviser services provided by an AFA will not be regarded as

independent and objective if-

(a) in addition to or instead of payment by the client, the AFA, or a connection of the AFA, may
directly or indirectly receive a benefit from the services such as receiving commission on

any financial product recommended; or

(b) the AFA, or a connection of the AFA, is under an obligation, or is a party to an arrangement,
that in any way limits the AFA’s freedom to provide the services, such as being under an

obligation, or party to an arrangement, to recommend:

(i) a particular financial product or service; or

(ii) a particular type of financial product or service; or

(iii) a particular provider of a financial product or service; or

(c) for any other reason the AFA is unable to provide the financial adviser services on a fully

independent basis or the services are provided on a basis that could reasonably be

perceived as lacking full independence or objectivity.

General comments

One submitter supported the proposal that an AFA is not acting independently if an AFA or
connection of the AFA:
e receives a direct or indirect benefit from the services, eg commission; or
e is under an obligation, or is party to an arrangement, that in any way limits the AFA’s
freedom to provide the services, eg an employment agreement.

One submitter pointed to the difficulties of a restrictive definition of “independent”, preferring
definable terms like “non-aligned” and clear definitions of what constitute potential conflicts of
interest.

One submitter suggested that the client’s best interests should be the focus of any definition.
Another submitter stated that the proposed definition of “independence” was “outrageous.”
Another submitter suggested that “independence” was too hard to define.

One submitter stated that even if advisers “rebate” (ie credit) any commission to the client they are
still subject to influence. They stated that the provisions in 2(b) and (c) allow loopholes to a
prohibition on commission and should not be allowed.

One submitter stated that the word “independence” poses definitional problems and is extremely
difficult to achieve. They suggested that if the “independence” concept is retained in the Code it
should not be defined in a way that circumscribes an AFA’s operations or implies that their advice is
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unprofessional. They submitted that the real issue is disclosure of interests and sensible
management of conflicts.

Three submitters stated that “independence” needs to be defined or the meaning clarified. One
submitter suggested that “objective” needs to be defined.

Another submitter stated that “independent” is already used in the securities industry to mean no
association with other financial services firms. It was submitted that this is standard industry
practice and commonly understood term. It was suggested that requiring NZX Advisors to disclose
non-independence or to state that they are aligned would cause confusion.

One submitter stated that AFAs must give priority to objective advice for the client regardless of their
employment contract terms and conditions. It was argued that if objectivity and fiduciary care are
the central tenets of “independence” then all AFAs must by definition be “independent”. It was also
submitted that the term “independent” (although often misused) has an existing meaning in the
minds of consumers and advisers alike. The submitter suggested that the Code should prohibit
incorrect use of the term “independent” but that it should carry the same meaning as it currently
holds in the industry. It was submitted that in the industry “independent” means “able to offer
objective advice without being compelled to provide any particular solution”. It was submitted that
inevitably advisers are all biased in some way even if only because of their own experience with
particular suppliers. One submitter suggested that AFAs who are able to offer objective advice and
begin from a position of neutrality on product solutions and disclose what bias they carry, would
meet the definition of “independent” in the consumer and industry’s view.

That submitter suggested that the consultation paper implies that professionalism equals
independence and that an adviser cannot be ethical unless one is independent. It was submitted
that as defined there is virtually no such thing as utterly independent and objective advice. It was
submitted that all financial advisers are influenced in some way ie their view on the strength of the
product.

That submitter also discussed the following terms:

e aligned adviser — signifies an adviser that has a degree of independence only — but is still
constrained by the products they offer.

e tied adviser — is a contractor commissioned (but not necessarily so) who is compelled to offer
the products approved by their institutional supporter/relationship only.

Objectivity definition

One submitter stated that they were concerned that neither independence nor objectivity are
defined. It was recommended the definition of objectivity in the Institute of Financial Advisers Code
of Ethics: “Objectivity requires intellectual honesty and impartiality. It was stated that regardless of
the services delivered or the capacity in which a financial adviser functions, objectivity requires
financial advisers to ensure the integrity of their work, manage conflicts and exercise sound
professional judgement.”

One submitter argued that objectivity could not be judged entirely by the form of the adviser’s
remuneration.

Three submitters stated that independence and objectivity have separate meanings.

One submitter stated that some expansion in terms of objectivity may be required as the definition
of this concept is more to do with not being influenced by personal feelings or opinions.
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Quality of advice

One submitter stated that this section needs to be reconsidered and stated that it is important to
distinguish between the adviser’s method of remuneration and the quality of advice given to clients.

Most important aspect is disclosure of links to product providers

One submitter stressed the importance of principles that require financial advisers to identify to their
clients the extent to which, if at all, they are independent of product providers. It was stated that
this goes to the heart of the reputation and credibility of the financial adviser industry.

One submitter rejected the utility of references to “independence”, suggesting instead that advisers
disclose with whom they have contractual arrangements, whether they are obliged to place a certain
amount of business with a provider, whether they have a preferred provider and so on.

One submitter suggested that the concept of “independence” in the Code was rather technical and
was unlikely to address the perceived causes of poor advice (advisers restricted by quotas, advisers
having a limited product selection, where there is no connection between a client’s needs and the
recommendation and the failure to provide ongoing advice).

One submitter suggested that the concept of “independence,” as understood in the industry, was
defined by whether an adviser was aligned.

One submitter suggested that independence should be judged according to whether an adviser has a
contractual alignment and an obligation to place a certain amount of business with a provider.

One submitter stated that if an AFA does not have an obligation to place business with a particular
company then this is sufficient to be independent.

One submitter stated that “independence” means that (1) there is no restriction in terms of product
selection and (2) there is no alignment to any product provider.

One submitter questioned whether receiving a commission necessarily compromised the quality of
an adviser’s advice (in the same way that, for example, being tied to a single provider might).

One submitter suggested that the absence of tied arrangements, combined with full disclosure,
would ensure that independent advice could be provided to clients.

Very few advisers will be “independent”
One submitter stated that it is unlikely that many advisers will be both objective and independent.

Another submitter agreed that due to this definition, very few advisers in the mortgage or insurance
industry will be able to use the term independent or objective.

Four submitters stated that under this definition whilst AFAs are remunerated in any shape or form it
is impossible for AFAs to achieve the status of being independent.

Two submitters suggested that there would be no truly independent advisers in New Zealand.

One submitter stated that “independence” was the subject of debate some years ago and the result
was that it was impossible for anyone to call themselves independent if they received any
remuneration other than a fee from the client.

Another submitter pointed out that it would preclude anyone who receives any commission from a
product provider, including commission for sales of insurance products from calling themselves
“independent”. It would also prevent anyone who receives trail brokerage from financial products
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such as personal superannuation plans, KiwiSaver plans, managed funds from calling themselves
“independent”.

Discussion of Key Term (1)(a) — Direct or indirect receipt of a benefit such as receiving
commission

Appropriate

One submitter stated that the behaviour and recommendations of AFAs who receive commission is
affected by commission and the value of that commission.

One submitter stated that advisers should only be permitted to call themselves independent if they
charge fees only and do not receive any reward or remuneration from the product provider.

Another submitter stated that they believed that commissions create an inherent risk that advice will
not be based on what is best for the client, but did not believe that the concept of “independence”
was useful or easy to understand.

One submitter stated that they were concerned that mandatory disclosure of commissions could be
misleading, because advisers may have to disclose commissions when banks did not. This would
suggest to a lay client that the adviser’s advice was less impartial, when in fact the bank’s advice
would be far less impartial because the bank would be pushing the products of the provider with
whom it had arrangements (even if it was technically not receiving a commission). The definition of
commission should include payments the banks receive even if it was technically not commission ie
profit sharing arrangements or fixed agreements that they receive instead of ordinary commissions.

One submitter suggested that advisers should be required to detail their sources of remuneration.

One submitter suggested that only advisers who rebated all commissions and only earned a fee from
their clients should be able to describe themselves as independent.

Inappropriate

One submitter suggested that the receipt of a commission did not mean that an adviser was not
independent, and what was more relevant was whether the adviser was aligned or had certain
targets to meet.

One submitter questioned why an adviser should be considered not to be independent when they
take a commission, when they are permitting a consumer an informed choice consistent with s 3(a)
of the FAA.

One submitter did not support the connection made between the receipt of a commission and non-
independence, and suggested that a term such as “unbiased” or “unaligned” would be more
appropriate.

Two submitters rejected the suggestion that he ceased to be independent just because he accepted
commissions, and suggested that abolishing fees would have a deleterious effect.

One submitter stated that disclosure is the key matter and they submitted that whether or not an
AFA receives a fee or commission is not pivotal.

One submitter stressed that independence was not necessarily compromised by the receipt of
commissions, and that disclosure was sufficient.
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One submitter questioned how you define independence, and suggested that if a commission made
an adviser non-independent then all payment, even from the client, would make them non-
independent — the client ultimately pays either way. The submitter referred to the media discussion
of corrupt lawyers, showing that the fact they received “fees” did not stop them being corrupt.

One submitter suggested that provided full disclosure was made, the receipt of a commission did not
necessarily mean that an adviser was not independent or objective. He suggested that advisers who
only supply a restricted range of products, or otherwise receive “soft dollars”, should not be able to
describe themselves as independent or objective.

One submitter stated that they did not agree with tying “independence” to commission and
suggested that independence and objectivity is a state of mind. It was submitted that the client
should be placed first but that it is not a problem if the AFA and client mutually benefit.

One submitter suggested that commissions, independence and client care were not mutually
exclusive as long as an adviser was not corrupt.

One submitter suggested that (1)(a) is inappropriate. It was submitted that if an AFA has access to all
products available in the market, understands the differences between them, their strengths and
weaknesses and makes a recommendation based on his or her analysis of the client’s needs and
wants and the understanding of the products, the fact that he or she is remunerated by commission
is irrelevant.

One submitter stated that if the standards were implemented as they are currently drafted their
disclosure statement would read as follows:

We are remunerated by commission or brokerage payments paid to us by life and health insurers
for new policies placed in force. The Securities Commission, as the regulator of financial advisers,
has taken the view that advisers who receive commission cannot be independent or objective.
We have access to all products offered by all life insurers currently in the market. We subscribe
to an independent service that analyses these products to ensure we understand the differences
between them and their strengths and weaknesses. We make our recommendations to you
based upon our analysis of your needs and wants, and our understanding of the various products.
We have no obligation to any insurer to place any or all new insurance business with them. We
do not owe any insurer money. We act independently of the insurers and always recommend
what we consider to be the best product for each client on a case-by-case basis. We consider our
advice to be objective. We are not aligned to any insurer. Notwithstanding all of this, we are not
permitted to call ourselves “independent”!

One submitter stated that it is not sufficient to deny use of the term “independent” to any AFA who
receives commission or payments from product providers. They stated that this is impractical and
virtually unenforceable as they said that the market invariably finds a way to meet the specific
wording of impractical rules without honouring their intent. It was also submitted that the
Committee should not attempt to determine the rights and wrongs of commission.

One submitter suggested that commission arrangements did not prevent brokers being independent,
and that disclosure requirements are sufficient to protect consumers.

One submitter stated that merely because commission is received does not mean that the AFA is not
independent. That submitter also stated that the standards should be modified to allow an adviser
with no ties or sales goals, who has an over-arching duty of care to put the client first, to call
themselves independent (even if commission is received).
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One submitter stated that conflicts of interests need to be disclosed such as “soft dollar” benefits,
extra-ordinary production quotas or incentives, referral fees, sub-commission etc. That submitter
stated that standard 2 infers that if an AFA receives a commission he or she is not independent. It
was submitted that this definition is inappropriate for insurance and risk management advice.

One submitter stated that it is simplistic to say that an adviser cannot be independent and objective
without also deriving a commission from the same consumer at a later point. That submitter stated
that where a financial adviser receives a percentage of client funds regardless of actual
service/advice delivered, this is called a fee typically. That submitter stated that insurance brokers
receive a trail commission as a percentage of the premium paid each year and they submitted that
this is no different to a fee except that the insurer remits it to the broker rather than the money
being taken directly out of the client’s funds. It was submitted that this is anomalous with the first
situation being an “independent” one and the second a “commission” based one.

The submitter stated that under the IFA rules they must disclose commissions received. It was
submitted that the majority of product providers pay the equivalent commissions. They strongly
argued against the idea that by receiving commission an AFA is not independent.

One submitter expressed concern that the proposed definition of independence and objectivity
would exclude almost all insurance and mortgage advisers. That submitter stated that an adviser
who is not tied to a particular provider (i.e. offers a range of products), who has a duty to put the
client first and who has appropriate safeguards and procedures in place to prevent conflicts should
be able to call themselves independent, notwithstanding that they earn a commission.

One submitter suggested that clients should be able to easily distinguish between advisers who may
merely receive commissions, but still provide impartial factual advice about insurance, and those
who have quotas or receive “soft dollars.”

One submitter stated that AFAs who receive commission or payments must remain independent and
objective in any case as the ethical behaviour principles (client first and integrity) state. It was
argued that merely because such a payment exists does not mean the AFA cannot follow these
principles. It was stated that an AFA can remain objective and independent when assessing a
product even if there is a commission involved and disclosure is all that is required.

One submitter stated that one way to avoid the commission would be to place the investment on a
platform where the adviser gets a fee when a client purchases a product. It was submitted that the
adviser is no better off — he receives a fee rather than commission. However that submitter stated
that clients often prefer the adviser to receive commission than pay a fee themselves.

One submitter suggested that receipt of commissions that help launch IPOs did not necessarily
compromise the quality of the advice when they were accompanied by independent research.

One submitter stated that there are three different phases during any advisory project: planning,
implementation and ongoing monitoring. It was submitted that an AFA can objectively and
independently provide advice during the planning phase regardless of business structure and
regardless of whether there is any intent to implement advice for a consumer and regardless of
whether the adviser happens to be a salaried employee of a particular company. Once the plan is
completed the consumer is able to do as they wish with the plan: do nothing, implement
recommendations with the adviser, implement them through another adviser or buy solutions direct
from a product supplier. It was submitted that none of these courses of action available to the
consumer during implementation compromise the independence and objectivity of the initial advice
provided. The submitter argued that if the same adviser does handle the implementation phase and
derives a commission, it does not compromise the independence or objectivity of the initial plan (or
advice).
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That submitter stated that the critical issue is disclosure in advance so that the consumer can make
informed choices regarding the adviser's competence, business methodology and conflicts of
interests (real and perceived) prior to making a decision to proceed with engaging the adviser.

That submitter emphasised that the different phases of advice mean that independence is assured ie
that independence is not required in the “implementation phase”. It was submitted that in the
insurance market the consumer cost is the full premium paid and that whatever benefits are
received by the financial adviser are irrelevant. It was stated that “[d]isclosure of remuneration in
non-investment products may well be a barrier to attaining the increased consumer participation in
financial services”. Therefore that submitter stated that they did not support the key term set out in
on page 12 at (1)(a) of the consultation paper. However it was submitted that (1)(b) on page 12 is
appropriate. The submitter however supported the key term in para (2) on page 13.

One submitter stated that there needs to be a clear understanding between financial advice that is
given to the client prior to the final product recommendations being made. That submitter stated
that a quality adviser will obtain information to understand a client’s position and provide advice
designed to assist the client meet their individual goals and the individual products are rarely
discussed at this point. Once the financial plan or solution has been outlined then a discussion on
appropriate products is conducted based on the range of products the adviser has at their disposal.

Receiving commission does not affect objectivity

Two submitters agreed that an adviser who received a commission could not be independent, but
suggested that such an adviser could still act objectively.

One submitter took exception to the suggestion that receiving a commission prevents an adviser
from being objective. In practice, the submitter suggested, advisers are not swayed from advancing
their clients’ interests by differing levels of commission.

One submitter agreed that receiving a commission or being aligned precluded an adviser from calling
themselves “independent”, but that does not mean they are not objective.

One submitter suggested that the adviser should be required to disclose any arrangement or
obligation that limits his/her ability to be objective, but the fact that he/she is paid by commission
does not limit that ability.

One submitter did not see the concept of objectivity as belonging here, and suggested that
appropriate disclosure of alignments and relationships was most important.

Brokerage

One submitter stated that this proposal does not take into account the situation with many NzZX
firms where brokerage is paid by issuers for fixed interest and equity IPOs, and payment does not
necessarily indicate a lack of independence or objectivity provided that it is disclosed.

Trail commission

One submitter pointed out that many advisers receive trail commissions, not up-front commissions,
and that these vary little between products so there is little incentive to recommend a particular
product for that reason.
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Discussion of Key Term (1)(b) — AFA or connection of AFA is under an obligation, or is party
to an arrangement that in any way limits the AFA’s freedom to provide the services

One submitter stated that key term (1)(b) is appropriate.

Another submitter suggested that advisers should be required to detail their associations.

One submitter suggested that tied or aligned advisers cannot be considered independent.

One submitter stated that if an adviser can provide a range of products, is not tied and has a duty of
care to put the client first and has procedures in place to prevent conflict, then even if they receive a
commission they should still be able to use the term independent.

One submitter stated that (b) is not necessarily appropriate for employed AFAs.

One submitter argued that care was necessary to ensure that key terms (1)(b) (party to an
arrangement that limits an AFA’s freedom) and (3)(c) (entity in which the AFA or a family member
has a financial interest) are not interpreted so as to preclude advisers with business relationships
with dealer groups from being considered independent and objective. The submitter noted that
while such groups do not impose service restrictions on members, there may be financial services
activities which are not supported by the group, and this could be interpreted as a limitation on an
AFA’s freedom.

Constraints on products offered

One submitter pointed out that very few advisers in New Zealand could be considered truly
independent, but of necessity work within a given pool of products with which they are familiar.

One submitter suggested that independence should be judged according to whether an adviser has
any arrangements that constrained the universe of available product selections.

One submitter suggested that advisers that promote products from a single provider would not be
independent, and should not be considered “advisers” at all.

One submitter stated that for insurance advice, AFAs should be required by the Code to indicate
when they have any restrictions imposed by their QFE or insurers they hold contracts with.

Quota and obligation to place percentage of business with a provider

One submitter stated that factors such as whether the AFA is under a quota sales system need to be
disclosed.

One submitter stated that it was not necessarily a bad thing for advisers to have a close relationship
with one provider. But that submitter suggested that, to describe themselves as “non-aligned”, an
adviser would need to have no formal obligation to place a certain percentage of business with a
given provider. In addition, they should not be permitted to place more than 60% of their business
with one provider and should use at least three providers in total.

Value of research from providers

One submitter stated that emphasis on independence and objectivity could see favoured advisers
being small operations staffed by 2-3 people without good links to research. It was submitted that
this poses a much higher risk to investors than going to large investment advisory firms who pay for
overseas research and have local research teams to review investments.
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One submitter suggested that the definition of “independence” was too broad, so that any adviser
that screened investments, worked from a research-based preferred list, short-listed candidates with
a disciplined methodology, or that used a structure would be considered non-independent. That
submitter suggested that thorough and disciplined means of evaluating and screening products was
crucial to good quality advice, rather than compromising it.

Two submitters queried whether if a broking firm chooses to research the major listed property
trusts, but not smaller trusts, would advisers be demonstrating full independence by only
recommending those on which they can access research.

Key term (1)(c)

One submitter stated that they have no problems with sections 1(c).

Another submitter stated that (c) is vague and they queried the interpretation of “reasonably
perceived as lacking full independence or objectivity”.

Key term (2)

One submitter suggested that paragraph (2) of the key terms of Standards 2—-4 (page 13 of the
Consultation Paper) should be reworded to eliminate the double negative.
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PROPOSED STANDARD TWO

Proposed Standard 2: AFAs must provide independent and objective financial adviser services unless
limitations on independence and objectivity have been expressly communicated and any appropriate
safeguards in place

(1) The financial adviser services provided by an AFA must be independent and objective unless
any limitations on independence and objectivity have been expressly communicated to the
client and any appropriate safeguards are in place.

(2) Depending on the circumstances, safeguards may include:

(a) offering the client the opportunity to take independent advice and advising the client of
the benefits of seeking independent advice; and/or

(b) implementing procedures to prevent or control the exchange of information between
relevant persons with a conflict of interest.

SUMMARY (INCLUDING RESPONSES TO CONSULTATION QUESTIONS FOUR AND FIVE)
Many submitters made the point that disclosure should be the focus of proposed standard 2.

A number of submitters also suggested that objectivity should not be coupled with independence.
Many stated that a lack of independence did not mean that an individual was unable to provide
objective advice.

Others also made the submission that the Code should not allow AFAs to provide advice that is not
objective as objectivity is a necessary incident of the client first principle (for instance the AFA cannot
place the client’s interests first unless they can also provide objective advice).

In response to consultation question four, the majority of submitters said that express consent to a
lack of independence should not be required and that disclosure is sufficient. However many
seemed to think the requirement for express consent was suitable. Several submitters stated that if
express consent is required, this should be able to be combined with the disclosure statement.

A number of submitters stated that express consent was not necessary due to the requirement in
s 34 of the FAA not to engage in misleading or deceptive conduct (and also in the Fair Trading Act
1986).

Safeguards

In response to consultation question five, most submitters stated that disclosure was sufficient.
Several submitters also stated that safeguards should not be prescribed as the ways to protect
consumers from lack of independence and conflicts of interests will be fact-specific

Safeguard (a) — offering the client the opportunity to take independent advice and advising
the client of the benefits of seeking independent advice

Most submitters stated that providing the client with the opportunity to take independent advice
would:

e be detrimental to public confidence;

e be too expensive so that only wealthy clients will avail themselves of this; and

e be too difficult to obtain given that most AFAs will not be “independent”.
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It was also pointed out that this safeguard may not be suitable for transaction-only services
particularly where informed investors are merely requiring the AFA to purchase a product for them.

Some submitters did state that the safeguard would be appropriate in certain cases ie where there
are conflicts of interest.

Safeguard (b) — implementing procedures to prevent or control the exchange of information
between relevant persons with a conflict of interest

Most submitters did not express strong disagreement or agreement with this safeguard. A number
of submitters requested guidance on how this safeguard should operate. A number of submitters
endorsed the NZX Participant Rules requirement that all firms must produce a conflict of interest
manual.

INDIVIDUAL SUBMISSIONS

One submitter stated that proposed standard 2 is appropriate.

One submitter stated that proposed standard 2 undermines the principle of placing the client’s
interests first. It was submitted that this points to an issue at the heart of the Code — that financial
advisers often face a conflict of interest due to the way they are remunerated. It was submitted that
any commission-based remuneration creates an inherent conflict of interest in selling particular
products. That submitter stated that commissions are likely to be difficult for consumers to
understand in terms of the impact they will have on their investments and will create difficulties for
consumers wishing to compare prices between financial advisers.

One submitter questioned whether independence and quality advice were necessarily linked.

One submitter stated that AFAs should not be permitted to contract-out of the obligation to provide
independent advice. That submitter stated that there is little point in positing independence as an
over-arching principle only to undermine it in the standard. Therefore that submitter stated that
standard 2 be amended to read “AFAs must provide independent and objective financial adviser
services”.

One submitter expressed concern that the operation of this standard — and the requirement to offer
clients independent advice — could draw customers away from advisers employed by or aligned to
institutions.

One submitter stated that this seems over-complicated. She suggested that since AFAs have a legal
obligation not to mislead, confuse or be deceitful to their clients, standard 2 from the outset seems
to add a further layer of complication to matters.

Focus should be on disclosure

One submitter stated that proposed standard 2 should focus on communicating the extent of
alignment or conflicts of interest rather than on independence, which would be rarely achieved. It
was submitted that any restrictions, commissions, or incentives should be disclosed to the client.

One submitter also stated that it would be difficult to ascertain which advisers would have complete
independence. It was submitted that lawyers and accountants do not provide a disclosure of
independence. It was, however, stated that conflicts of interest should be disclosed. It was
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submitted that disclosure of how they are remunerated and any conflicts of interest should be
sufficient.

One submitter also suggested that standard 2 should focus on communicating the extent of
independence, rather than achieving independence, which in most cases will not be possible. It was
submitted that:

e the starting point should be that AFAs must not imply or state that they are independent
unless this is the case (proposed standard 4) which would create a meaningful division
between “independent AFAs” and all other AFAs.

e the Code should set out the circumstances in which AFAs are not independent (as already
explained in the Code);

e require disclosure by AFAs of any limits on the range of their services, and any direct or
indirect benefits they receive; and

e require AFAs who cannot hold themselves out as independent to offer the client the
opportunity to take other advice rather than “independent” advice, given that the pool of
“independent” AFAs is likely to be relatively small.

That submitter stated that standard 2 should read as follows:
AFAs must not state or imply that their financial adviser services are independent unless that is the case.
Financial adviser services provided by an AFA are not independent if:
(a) the AFA, or a connection of the AFA, receives a direct or indirect benefit from the services; or
(b) the AFA, or a connection of the AFA, is under an obligation or party to an arrangement that in
any way limits the AFA’s freedom to provide the services (for example, an employment
agreement).

One submitter stated that independence is crucial. However it was noted that New Zealand has a
minimal supply of financial product suppliers and the financial adviser profession is linked with most
financial product suppliers in a way that precludes advisers from being totally independent in the
traditional sense of the word. Therefore it was submitted that disclosure and appropriate safeguards
should be sufficient and that independence may be waived with due disclosure and client consent.

One submitter stated that disclosure is sufficient and that it is the client’s responsibility to seek out
independent advice or cease to use the adviser if they wish.

Two submitters stated that the most appropriate method is to insist on full disclosure of all
remuneration and alignment of products, related companies etc. It was submitted that in reality a
client may prefer to be advised by a share broker who receives brokerage by the issuers of a new
bond rather than paying a fee directly to the AFA.

Objectivity and independence should be de-coupled

One submitter agreed that the ethical behaviour principles are appropriate but submitted that the
concepts of independence and objectivity are distinct, as a lack of independence does not necessarily
result in a lack of objectivity, but rather a limited framework within which to work.

One submitter stated that the principles are very positive however they expressed concern that a
lack of objectivity could be waived in some instances and appropriate safeguards be put in place. It
was submitted that the overriding principle of client first and integrity should at all times be
observed and objectivity would be a necessary incident to the client first principle. They stated that
objectivity is paramount and must apply if acting in the best interests of the client. It was submitted
that no appropriate safeguards could or should be put in place to justify a waiver of objectivity.
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One submitter suggested that it was inappropriate to equate “independence” with “objectivity”.
They stated that an adviser could be objective without being entirely independent, and there are
differing levels of “dependency.”

One submitter stated that independence should not be linked to objectivity. He stated that an AFA
can be objective even if the AFA is not independent. That submitter stated that if receipt of
commission means that an AFA is not independent, then in relation to life insurance he doubted
whether any adviser would qualify as independent or objective under the current definition. It was
submitted that there are only a very limited number of life insurers and many agents would have
agencies with all of them. It was submitted that this should not mean that they cannot be
considered “objective”.

One submitter stated that very few advisers will be able to claim that they are independent. It was
stated that “independence” in reality may be an unrealistic principle and therefore “independence”
needs to be separated from “objectivity”. The submitter stated that the key point in giving
investment advice is that the advice is objective. He submitted that provided that objective
processes are used to assess client needs then non-independent advice is acceptable (ie a bank
employee recommending a bank product). In this situation it was submitted that the AFA must
disclose that he/she is offering in-house products.

One submitter stated that there is an assumption that an adviser who recommends an investment
that pays a commission is not being objective. He submitted that if objective analysis of the
investment options available identifies an investment paying a set amount commission is superior to
other options then the investment should be recommended to the client.

One submitter stated that they believed that “independence” and “objectivity” need to be
distinguished, and that so few advisers would qualify as “independent” that it could compromise the
availability of advice. They submitted that a “non-independent” adviser could still provide objective
advice.

One submitter stated that independence and objectivity are two distinct principles and that all NZICA
members are required to perform all professional work with an objective mind. Therefore any
conflict of interest that would impair objectivity must be dealt with by either removing the conflict or
declining the work.

One submitter stated that where there are remaining conflicts that could be viewed by the client as
impairing the objectivity of the member then these conflicts should be disclosed. That submitter
stated that disclosure is not a sufficient response to manage and resolve conflict of interests. It was
submitted that action must be taken to ensure that the conflict will not adversely affect the quality
of the services provided to the client.

That submitter suggested that the standard be restated to require that the adviser must always
perform professional work with an objective mind, although there may be a reason for restricting
this requirement to advisers offering financial advice and performing financial planning services. It
was submitted that merely making an investment transaction in line with the client’s express
instructions should probably be viewed differently. It was submitted that where a conflict remains
that could be viewed by the client as impairing objectivity then this should be disclosed and the
client’s written consent obtained.

That submitter stated that the NZICA Code states that where effective safeguards are not available to
reduce the risk to a member’s actual or perceived objectivity, then the member must not accept the
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new engagement or must discontinue the existing engagement. Therefore it was submitted that
standards 2-4 should distinguish between independence and objectivity.

One submitter referred to the coupling of “independence” and “objectivity” and stated that this is
inappropriate. That submitter stated that “objective” means not influenced by personal feelings or
opinions in considering and representing facts. Therefore it was submitted that an AFA who is not
independent should still be required to be objective because, while alignment with a product or
employer may affect independence, it should not preclude advice that is based on facts rather than
subjective feelings.

That submitter referred to the NZICA Code as an example of a separate objectivity requirement that
applies in all circumstances (in the NZICA Code, independence is a further requirement that also
applies in some but not all circumstances):
“...the fundamental principle of objectivity imposes the obligation on all members to be fair,
impartial and intellectually honest. Objectivity is essential for any member exercising
professional judgement. It is as essential for members in employment as for members in public
practice. Objectivity is a state of mind which has regard to all considerations relevant to the task
in hand but no other.”

NZICA rule 3 states that “members must perform all professional work with an objective

mind”.

That submitter also referred to NZICA’s comments on objectivity in relation to employment and
provided a quote:
“although it may be more difficult for a member in employment to be, or to be seen to be free, of
any interest which might conflict with a proper approach to the member’s professional work, this
does not diminish the member’s duty to maintain objectivity in the performance of that work.
The member must observe the high standards of conduct and integrity expected of members.
Without the capacity of being fully independent of their employers, it is all the more important
that members in employment should strive constantly to maintain objectivity in every aspect of
their work. Therefore the interests of a member’s employer should not affect the objectivity of a
member’s judgement.”

Two submitters noted that independence and objectivity were different concepts, and that an
adviser could be objective even though the adviser receives a commission and is not “independent.”

One submitter stated that all AFAs should be required to act objectively regardless of whether they
are independent or not and therefore independence and objectivity should not be merged.

One submitter stated that “objective” should not be confused with “independent”.

One submitter suggested that independence and objectivity do not necessarily go hand-in-hand, and
that objectivity is better achieved by the adviser getting an in-depth understanding of their clients’
needs and then choosing appropriately matched investments.

QUESTION FOUR: Should proposed standard 2 include a requirement that the client must
expressly consent to a lack of independence and/or lack of objectivity?
In favour

Five submitters stated that AFAs who are not independent and/or not objective should be required
to seek clients’ approval to continue to advise them.
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One submitter stated that the client should be required to express that consent in writing in their
own words.

Another submitter agreed that when an adviser is tied to a provider or has targets then the client
must agree in writing to the lack of independence and objectivity.

One submitter stated that express consent is appropriate but that guidance on what constitutes
objectivity should be included in the Code.

One submitter stated that this is appropriate to protect the adviser rather than the client.

One submitter stated that there should be a requirement to seek the client’s written consent.
However the AFA should recognise that obtaining consent to proceed with the advice does not in any
way diminish the other duties owed to the client under the engagement.

Two submitters suggested that consent should be contained in the adviser’s disclosure document,
and not required to be a separate document.

One submitter suggested that clients should acknowledge that they understand the lack of
independence.

One submitter suggested that if an adviser is clearly aligned/tied to certain institutions and these
alignments prevent them using other institutions then consent from the client should be obtained.
That submitter noted, however, that clients would be unlikely to read disclosure statements “given
that they hardly ever even read their insurance policies”.

One submitter stated that the independence standards are difficult but that the standards could
include a requirement that the client should consent to a lack of objectivity in the case where an
adviser is representing only one company such as a banker or a tied insurance adviser or an adviser
that mainly uses one platform or a limited number of insurance companies.

One submitter stated that there is a need to differentiate between those advisers that can provide
unaligned advice as opposed to the adviser who is tied to a QFE or individual product provider and
has sales targets or incentives which can compromise the advice given. It was submitted that
regarding advisers who are under a QFE, tied or aligned, it is vitally important that they obtain
express consent for lack of independence and objectivity.

Not in favour — disclosure requirements are sufficient

Six submitters merely stated that a client should not be required to expressly consent to a lack of
independence/objectivity. Seven other submitters also agreed that express consent should not be
required provided that there is full disclosure of interests.

One submitter stated that AFAs should not be required to expressly consent to a lack of objectivity.

One submitter suggested that if the adviser’s Disclosure Statement accurately describes all conflicts,
and clients acknowledge in writing that it has been received, then that should be sufficient.

One submitter pointed out that “non-independent” AFAs comprise the vast majority of, if not all,
current financial advisers who will become AFAs. It was submitted that requiring express consent to
non-independence will create unduly negative connotations that will undermine the confidence in
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the majority of advice currently provided by financial advisers and it will not provide consumers with
any additional protection. Instead disclosure requirements would sufficiently and clearly
communicate to clients the limits on independence.

One submitter stated that it is sufficient if the AFA discloses all conflicts of interests. He stated that
consumers need to be responsible for the decisions they make.

One submitter suggested that it should be sufficient for the adviser to show that s/he has disclosed
to the client all relevant alignments and material relationships, and that the client has had the
opportunity to discontinue the relationship if they wish.

One submitter rejected this suggestion, arguing that almost all advisers will lack independence to
some degree and requiring express consent would be cumbersome. It was suggested that the better
approach was for the adviser to disclose their relationships and potential conflicts to the client, act
objectively, and refer the client to another adviser if the adviser cannot fulfil the client’s needs.

One submitter stated that it is not necessary for a client to expressly consent to a lack of
independence and/or lack of objectivity. The key issue is to ensure that the lack of
independence/objectivity is disclosed to the client and then the client must make an informed
decision on whether to proceed with that AFA. It was submitted that, in practice, if the client
continues to receive financial advice from that AFA, the client is consenting. Therefore express
consent is not necessary.

Four submitters also stated that requiring express consent “flies in the face” of the aims of the Act.

One submitter stated that requiring a client to expressly consent to a lack of independence
immediately brings the adviser’s competence and professionalism into question in the client’s mind.
One submitter stated that asking the adviser to communicate a lack of independence is appropriate,
together with disclosure of all other relevant decision-making facts to the consumer. It is a step too
far to ask the client to expressly consent to accepting that as a risk factor.

One submitter suggested that disclosure, but not express consent, should be required, although in
practice most advisers would probably required the client’s signed acknowledgment to protect
themselves.

Another submitter stated that express consent should not be required and stated that under the
current definition of independence, all NZX Advisors would require express consent as they are only
accredited under the NZX Rules to provide services in relation to traded equities and debt or futures
and options.

One submitter stated that express consent should not be required as the focus should not be on
achieving independence. It was suggested that proposed standard 2 would require the majority of
AFAs to state that they are not “independent or objective” and that this unduly impugns the services
offered by AFAs especially if they were not holding themselves out as “Independent” in the first
place. They stated that it also offers limited benefits to consumers as most consumers know that
financial advisers employed by banks provide advice on behalf of their employers.

One submitter stated that AFAs who do not meet the proposed test for independence should:
e not be permitted to hold themselves out as “independent”; and
e disclose:
0 the benefits that may be received by them or their connections;
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0 the obligations and arrangements that may limit their independence; and
0 how the AFAs will ensure the clients’ interests are placed first; and
o offer the client the opportunity to take “alternative financial advice” (although not
“independent advice” as there may be few independent AFAs).

One submitter stated that it would be inappropriate to require such consent as it would increase
compliance burdens and complicate the process of providing advice. They submitted that there
should be clear up-front disclosure of such matters, without the need for client consent. It was
submitted that the most that should be required is a signed acknowledgement by the client that they
have read the disclosure and have understood it.

One submitter stated that to seek consent would be to imply that not being independent was
“dodgy” rather than the norm.

One submitter stated that there are six factors to bear in mind regarding insurance product
commissions:
e initial risk assessment advice;
e advising which products are best;
e recommending a particular insurer or insurers;
e assisting the client with the placement of insurance;
e ongoing service including annual reviews, estate planning and especially the unpaid time
assisting clients at claim time (this is a standard expectation);
e commission is not “earned” until a policy is in force for a period of up to 24 hours. If the
policy lapses in that period, it is repayable and therefore an adviser receives nothing for the
advice and time incurred.

That submitter also stated that the only element during this process where any issue of
independence (conflict of interest) could arise is in recommending the insurer. Therefore it was
submitted that a requirement for the client to expressly consent to a lack of independence is
“absurd”. However the need to acknowledge that commission is being received in lieu of
professional fees is appropriate.

One submitter suggested that this requirement was “bordering on the bizarre”, and failed to take
into account clients who want a transaction-only service (assuming all clients are financially
unsophisticated) or disclosure requirements.

Express consent should not be required for the wholesale market

One submitter considered that disclosure is the appropriate threshold of protection in the wholesale
market. It was submitted that the requirement for a client to expressly consent to a lack of
independence or objectivity is not appropriate in relation to institutional clients. It was stated that if
a client is unhappy, they will not trade through that provider. To require express consent will impose
an administrative burden on the client and AFA which will not provide a safeguard to the recipient of
the financial service.

Express consent is unnecessary due to requirement not to be misleading or deceitful

Thirty submitters suggested that requiring written consent to a lack of independence or objectivity
was an unnecessarily expensive addition on top of the requirement that AFAs not be misleading,
confusing or deceitful. Another submitter also suggested that this requirement was unnecessary and
confusing (particularly for less sophisticated clients) in light of the obligation not to be misleading.
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One submitter stated that express consent should not be required as it would be difficult for an AFA
to claim complete independence. That submitter stated that AFAs will be subject to the Fair Trading
Act which requires that a service should not be confusing, misleading or deceitful. They stated that
full disclosure of conflicts and remuneration methods should be sufficient. They recommended that
this standard be deleted or clarified.

If express consent is required a separate document should not be necessary

One submitter stated that if the Committee decides that express consent is necessary, it should be
sufficient for the AFA to obtain such “consent” by having the client sign an acknowledgement on the
AFA’s disclosure statement, rather than having a separate document.

One submitter suggested that, instead, the adviser should give the client a “scope of practice”
statement, which would outline the services that the adviser is able to advise on. They stated that
this could form part of either the Adviser Business Statement or the Disclosure document.

One submitter suggested that it was unnecessary duplication to require express consent to a lack of
independence when this matter was covered in disclosure documentation.

One submitter stated that if such a requirement was included, a signed client agreement between an
NZX firm (not the adviser) and the client should be sufficient as this would set out clearly the limits
and nature of the services provided by an NZX Advisor.

QUESTION FIVE: Are the safeguards listed in proposed standard 2(2) appropriate? Are
there other safeguards that should be included?

Appropriate

Five submitters agreed that the safeguards in proposed standard 2 are appropriate.

One submitter recommended that the client be asked to sign a waiver confirming that they have
been offered the opportunity to take independent advice and have been advised of the benefits of
doing so, but have elected not to do so.

Inappropriate

One submitter stated that the safeguards are not appropriate.

One submitter criticised the proposed safeguards, and suggested that conflict management
procedures and disclosure (not independence) is the solution.

One submitter stated that the safeguards are not appropriate. It was submitted that accurate
disclosure backed by appropriate systems and processes within the AFA business would suffice. That
submitter noted that NZX Participant Rules require NZX Firms to produce a conflict management
manual and out of that manual procedures are designed for each firm to manage their respective
conflicts. It was suggested that this should be considered by the Committee.

One submitter stated that the safeguards in proposed standard 2(2) are inappropriate and that
disclosure of lack of objectivity and remuneration would be adequate.

One submitter stated that if the independence and objectivity standards are refocused as they
suggested the only necessary safeguards should be disclosure of:
e the limits on the range of financial products or services that AFAs provide;
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e the benefits AFAs, or their connections, receive from providing the services; and
e how AFAs will ensure that their clients’ interests are placed first.

Another submitter stated that full disclosure of interests is sufficient.

One submitter suggested that disclosure of the reasons why the adviser was not independent, with
written client acknowledgement, was a more appropriate safeguard.

One submitter suggested that initial, and perhaps continuing, disclosure would be sufficient
protection.

One submitter suggested that it should be up to the client to decide how to act after being informed
that the adviser is not “independent” in relation to a particular investment (or generally).

One submitter suggested that any lack of independence had to be explained in disclosure
documents, and conflicts had to be managed so that they do not compromise clients’ interests.

Two submitters suggested that clients often have several advisers and choose between them.

Safeguards should not be prescribed

One submitter suggested that the Code did not have to define procedures, and should be a
governance document not a management manual.

One submitter suggested that the Code did not need to prescriptively list all the safeguards, and that
this should be left up to the discretion of advisers. They stated that the Code should list the
principles and the Committee should provide guidance notes.

One submitter suggested that rules in this area might need to wait until the structure of the industry
was clear.

Safeguards should be more robust

One submitter suggested that the safeguards needed to be more “robust and structured”,
particularly to address the situation where a firm offers a wide range of potentially conflicting
services (e.g. conveyancing, mortgage broking and trust administration).

Safeguard (a) — offering the client the opportunity to take independent advice and advising
the client on the benefits of seeking independent advice

Safeguard (a) is appropriate

One submitter agreed that proposed standard 2(2)(a) is, in principle, appropriate.

One submitter stated that where there are conflicts of interests or potential conflicts of interest it is
appropriate to offer the client the opportunity to take independent advice and explain the effects of
doing so.

One submitter stated that when applied to the insurance industry, independence means non-allied
to any particular insurer, having no imposed quotas, and in some situations not being a member of a
QFE. Therefore it was submitted that those advisers whose contracts with insurers restrict their
product recommendations must clearly disclose those constraints. It was submitted that lack of
independence could be a problem when assisting with placement ie when their insurer offers non-
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standard terms and they do not have the resources to obtain alternative options. They stated that
this could also be an issue at claim time where an independent assessment may be needed where a
claim is declined. They suggested that in these circumstances an AFA should offer a client alternative
resources for seeking independent advice.

Safeguard (a) is not appropriate

One submitter stated that the safeguard in proposed standard 2(a) is not appropriate and would
have a destructive influence on the industry. It was understood that the objective of the standard is
to ensure consumers have full knowledge of the independence and objectivity of the adviser and
that potential and actual conflicts of interest are managed appropriately. That submitter stated that
referring potential consumers elsewhere does not achieve those objectives and it merely shifts the
requirements to meet the standard to another adviser. It was submitted that adequate disclosure
and documentation that is transparent and understandable will achieve the first two aspects of the
proposed standard.

That submitter “vehemently” opposed the idea that an adviser who does not meet the proposed
definition of independence must advise clients to find an adviser who is “independent”. It was
submitted that proposed standard 2(a) would be detrimental to public confidence and that this could
drive consumers to go to less ethical advisers who have a different “more favourable to regulators”
business structure.

One submitter suggested that this requirement was symptomatic of an attempt to set the bar for
client care too high, so that clients would be required to obtain “independent” advice when they feel
that they are already being adequately independently advised by a team of professionals (e.g. their
investment banker, lawyer and accountant).

That submitter stated that requiring advisers to constantly refer their clients to third party advisers
could hinder attempts to foster a trusting relationship by creating negative impressions in the mind
of an inexperienced investor.

One submitter stated that the safeguards are not appropriate. She submitted that suggesting that a
client go to a competitor to seek similarly (or even less) independent advice is unlikely commercially,
especially if this requires the client to pay second or third advice fees. It was submitted that conflicts
of interests are best disclosed at the outset via the adviser’s disclosure statement and that this
should be presented to the client, before the provision of advice.

One submitter stated that safeguard (a) is idealistic and not realistic. It was submitted that based on
the interpretation of “independent” the client will need to pay someone who could provide this
“independent advice”. It was suggested only the wealthy will do this and those who should get a
second opinion will not have the opportunity.

One submitter stated that sending a client to a competing company to review the independence of
an AFA is likely to result in serious conflict. It was stated that clients can choose the business model
they deal with. It was submitted that if an AFA’s independence is to be reviewed, the individual
should go to a lawyer. However it was submitted this would cost too much money.

One submitter disagreed with this proposal. It was stated that in the life and health insurance sector
safeguard (a) is impractical. It was submitted that if a disclosure statement is provided clearly stating
that the adviser is paid by commission and that he has no obligation to or limitation imposed by any
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insurer on his ability to place insurance with any or all insurance companies in the market place —
then that is sufficient.

Four submitters stated that the requirement for a client to seek advice from a potential competitor
does not make sense and should instead be dealt with by disclosure upfront. Those submitters
stated that in compliance with the NZX Rules, NZX Firms must produce a conflict management
manual and out of that manual procedures are designed for each firm and its advisers to manage
their conflicts.

One submitter stated that they are not sure that an offer is needed for the client to take
independent advice. They stated “surely the client would have completed their ‘homework’ on the
adviser which is often word of mouth referral”.

One submitter stated that offering the client the opportunity to take independent advice would not
be practical. That submitter stated that referral elsewhere is acceptable where the advice is outside
their key area of competence. It was submitted that this confuses independence with the need for
an objective process and that disclosure is the key safeguard.

One submitter stated that a business should not be required to ask clients to approach competitors
for advice.

One submitter questioned whether providing independent advice would always be an appropriate
(or even sufficient) means of managing conflicts of interest and preferred strengthening disclosure
requirements to requiring advisers to pass work to a competitor, whose second opinion may be
based on personal preferences rather than objective factors.

One submitter rejected the suggestion that the adviser should be obliged to give the client the
opportunity to seek independent advice. That submitter stated that the practicalities are not
sufficiently thought through — for example, would the adviser direct the client to a particular
“independent” adviser?

One submitter stated they do not think that the adviser should be obliged to specifically recommend
independent advice.

One submitter stated that the independent advice requirement is not workable and would not be
suitable for NZX Advisors.

Difficulties in finding an independent AFA

One submitter stated that offering the client the opportunity to take “independent” advice and
advising the client of the benefits of seeking “independent” advice is impossible as he does not know
of any insurance adviser that charges fees rather than accepting commission from the life insurer.
That submitter also stated that he fails to see what the benefits of “independent” advice might be.

One submitter stated that although the safeguard is, in principle, appropriate, it is likely that there
will be only a very small number of independent AFAs. Therefore it was stated that it may be
impractical for some clients to obtain advice from an “independent” AFA. It was suggested that this
needs to be reflected in proposed standard 2(2)(a).

Two submitters stated that it would be difficult to find an “independent adviser”. It was stated that
given that the share market works on the principle of opposing opinions as to the value of listed
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entities, it may well be impossible to seek “independent” advice, which would be corroborated by
another adviser.

One submitter stated that safeguards are considered superfluous as there will be relatively few
advisers who can accurately be deemed independent when selling their own or their employer’s
products.

Four submitters pointed out that very few advisers will qualify as independent.

Twenty-one submitters suggested that whenever AFAs were remunerated there was the possibility
of a lack of independence. Therefore they questioned the practicality of requiring an adviser to refer
a client to a potential competitor and that any concern would be addressed by sufficient disclosure
standards up-front.

Not suitable for transaction-only services

One submitter queried how clients who wish to receive a transaction only service without advice will
be dealt with and suggested that it would be unworkable for AFAs to be required to tell clients to
seek independent advice. They stated that the standard implies that because a stock broker is
remunerated, there is a conflict of interest and the stock broker is obliged to send the client to seek
independent advice. It was submitted that the standard makes no allowance for transaction only
business and it also does not cater for the informed investor who wants to use a stock broker to
source products.

Safeguard (b) — implementing procedures to prevent or control the exchange of
information between relevant persons with a conflict of interest

One submitter stated that safeguard (b) is appropriate. Another submitter agreed that “Chinese
walls” may be necessary to prevent conflicts of interest.

One submitter stated that clause 2(b) should be expanded to cover how conflicts are to be managed.

One submitter stated that 2(b) is best practice but they stated that they would expect these
procedures to be in place to control the exchange of information between all clients, not only those
with a conflict of interest. That submitter stated that it should not be seen as a safeguard to mitigate
the threat to independence and objectivity.

One submitter stated that disclosure should be the principal safeguard against an AFA’s potential
conflict of interest or lack of independence. That submitter stated that other conflicts of interest
such as those relating to the use of confidential client information should be addressed in a separate
standard. That submitter referred to rule 8.7 of the Rules of Conduct and Client Care for Lawyers.

One submitter stated that any potential conflicts should be in the adviser’s disclosure statement so
the client can assess and query if advice does not appear to be objective.

One submitter suggested that this aspect can be partly addressed through adequate disclosure
mechanisms, but strengthened with a requirement for continuous disclosure of conflicts of interest.

Twenty-one submitters endorsed the NZX requirement that each firm produce a “conflict
management manual.”
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Guidance required

One submitter stated that (2)(b) is slightly ambiguous and could be reworded so that it is clearer
what the procedures could be.

One submitter stated that sub-paragraph (b) is difficult to understand. It was queried “should a life
insurance adviser who is paid by commission not be able to ask all the necessary questions to enable
him or her to give good advice?”

One submitter stated that it would be helpful if the Committee could provide some guidance around
the nature of the procedures that will be required for the purposes of satisfying proposed standard
2(2)(b).

One submitter queried how standard 2(2)(b) requiring “implementation of procedures to prevent or
control the exchange of information between relevant persons with a conflict of interest” could be
reviewed and deemed appropriate.

Additional safeguards?

One submitter stated that no other safeguards should be included in the Code. However one
submitter suggested as an additional safeguard that the adviser should ensure that “the appropriate
steps” in relation to the suitability of their recommendation have been taken.

Duty of care relating to making recommendations

One submitter suggested that the proposed Code did not adequately distinguish between “advising”
and “selling”, and that the tendency of many advisers to recommend products from within a very
narrow range essentially fell into the latter category.

That submitter suggested that the safeguards set out will not protect consumers. It was suggested
that “advisers” in that situation be barred from presenting their advice as “recommendations”,
because it does not constitute proper advice. They suggested that this could be achieved by means
of a duty of care, so that whenever a “recommendation” was made it had to be based on proper
assessment of a wide range of products from a wide range of providers. It was stated that this will
enable “advice” to be distinguished from “selling”.
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PROPOSED STANDARD THREE

Proposed standard 3: AFAs must communicate lack of independence or objectivity and any
safequards that apply

Where the financial adviser services are not independent and objective, the AFA must fully
and clearly communicate to the client:

(a) the financial benefits that may be received by the AFA or an AFA connection, and/or
the obligations or arrangements, that make the financial adviser not independent
and/or objective; and

(b) any safeguards the AFA will follow to ensure the client’s interests are placed first.

SUMMARY (INCLUDING CONSULTATION QUESTION SIX)

Submitters re-emphasised the point made in relation to standard 2: that the focus should be on
disclosure. Some submitters stated that there was overlap between standards 2 and 3.

In response to consultation question six, many submitters disagreed with the suggestion that an AFA
be required to specify that they are “not independent” or that they are “aligned”. It was thought
that preventing those AFAs from using the term “independent” and requiring full disclosure was
sufficient.

INDIVIDUAL SUBMISSIONS

One submitter stated that the level of disclosure required in proposed standard 3 should apply
equally across all AFAs regardless of the level of independence.

One submitter stated that proposed standard 3 be deleted as AFAs should only provide services that
are independent.

Another submitter stated that any matter affecting independence or alignment of the AFA must be
stated clearly to the client and not merely implied by silence on the matter.

One submitter stated that in accordance with standard 3, they should be required to disclose:
e that they receive commission; and
e the nature of the benefits they, or their connections, receive.

That submitter suggested that proposed standard 3 should be altered as follows: “Where the
financial adviser services are not independent—and—ebjective, the AFA must fully and clearly
communicate to the client:

(a) any limits on the range of products/services;

(b) the financial benefits that may be received by the AFA or an AFA connection, and/or the
obligation or arrangements that make the financial adviser services not independent-and/or

oebjeetive; and
(c) any-safeguardsthe-AFA-wil-follow-te how they will proceed in providing financial services

that ensure the clients’ interests are placed first.”
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One submitter stated that objectivity is debatable and he prefers to see full disclosure of payments
at the time advice is given.

Another submitter suggested that just because NZX firms may be paid a commission by issuers of
fixed interest and equity IPOs did not mean that they could not provide quality advice, and that the
remuneration is always disclosed by the adviser and in the prospectus released by the issuer. The
submitter suggested that full and proper disclosure obviates the need for standard 3.

s

One submitter stated that the concepts of “independence,” “objectivity” and “alignment” should not
feature in the Code outside the general requirements not to be confusing, misleading or deceitful,
and that prescriptive requirements should not be imposed in relation to them.

One submitter stated that the inter-play between the disclosure required by the Code and the
disclosure regulations should be considered. They stated that it would be helpful for AFAs if the Code
Committee could provide some guidance around the nature of safeguards that would be appropriate
for the purposes of proposed standard 3(b).

One submitter suggested that disclosure will be more useful to the consumer if the statement
explains why the adviser is not independent but is objective.

One submitter suggested that guidelines were needed to assist advisers to prepare Disclosure
Statements, and that they should be audited.

One submitter suggested that communicating safeguards to clients (as required under proposed
standard 3(b)) was an example of disclosure that would be of little benefit.

One submitter stated that there is duplication between proposed standards 2 and 3.

QUESTION SIX: Is it sufficient for AFAs who receive commission or payments from financial
product providers or others in addition to, or instead of, payments from clients cannot call
themselves “independent” or “objective”? Or should AFAs be required by the Code to
indicate that they are not independent by specifying that they are “non-independent” or
“aligned” or some other similar term?

Agree that AFAs should be required to specify that they are non-independent or aligned

One submitter stated that this is not sufficient and AFAs should at a minimum be required to indicate
that they are non-independent or aligned or some other similar term. That submitter would prefer
to go further and require them to state that they are not qualified to provide independent or
objective advice. It also was submitted that these “advisers” should not be permitted to call
themselves advisers. That submitter stated that it would prefer that they only use prescribed terms
that are more reflective of their services, such as “agent” or, “salesperson”.

One submitter stated that AFAs should be required by the Code to indicate they are not independent
by specifying that they are non-independent or aligned.

One submitter stated that a term for non-independence would be useful but also disclosure of how
the adviser is paid should be made.

One submitter stated that their standards require a financial adviser to consider, for each financial
advisory engagement, whether or not the adviser is able to undertake the engagement on an
independent basis. They stated that this is regardless of whether or not the adviser holds
themselves out as providing financial advice on an independent basis. They submitted that where
the adviser concludes that the engagement cannot be undertaken on an independent basis, the
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adviser must disclose the relevant circumstances to the client and obtain the client’s informed
consent to provide advice. Therefore at the level of individual clients, it was recommended that the
Code require that advisers fully disclose their independence or non-independence.

One submitter stated that the key influence for consumers will be the AFA’s provider relationships ie
whether aligned or unaligned. They stated that an AFA who works for a QFE should therefore
declare that they only work with one provider or QFE. Therefore it was submitted that one solution
could be for an AFA linked to a QFE (or the QFE itself) to be required to notify the customer that if
he/she wants additional and objective advice, they will need to speak to an AFA who is not aligned to
just one provider.

One submitter suggested that AFAs be required to identify themselves as “aligned” or “non-aligned”,
which would be a more workable distinction than (non-)independent.

One submitter suggested that advisers receiving a commission should be required to advise their
clients that they are not independent by means of a specific written disclaimer.

AFAs should not be required to specify that they are non-independent or aligned

Two submitters stated that AFAs should not be required to call themselves “non-independent” or
“aligned”. One of those submitters stated that AFAs who are not independent should be required
not to use the word “independent”.

One submitter agreed that it is sufficient that AFAs cannot call themselves “independent” and that
they must fully disclose.

One submitter stated that AFAs should not be deemed “not independent and objective” as this
places a negative connotation on advice provided by the vast majority, if not all, financial advisers.

One submitter stated that they do not support referring to AFAs who do not meet the independence
test as either “non-independent” or “aligned. It was submitted that this does not appropriately
describe the status of employed AFAs or the type of advice they provide. It was suggested that this
will create an unduly negative connotation.

One submitter stated that no adviser would indicate they are non-independent or aligned. She
stated that if a client rings a product provider for advice they will know the adviser is aligned. It was
suggested that commission should be dealt with via full and up-front disclosure and that investors
need to become sufficiently financially literate to read them.

One submitter stated that if there is clear disclosure there should be no issue about independence.

One submitter stated that the public can make their own decision about how “aligned” an adviser
might be, and whether this is concerning to them.

One submitter stated that it is not necessary to require AFAs to call themselves “non-independent”
or “non-objective” and that the rules will prevent them from saying that they are both independent
and/or objective.

One submitter considered that it was sufficient that AFAs are not able to call themselves
“independent” in these circumstances. That submitter stated that given the disclosure required by
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standards 2 and 3 (and the disclosure regulations), it is unnecessary for AFAs to also be required to
indicate that they are not independent.

One submitter stated that full up-front disclosure should cover these issues and it would be
commercially unrealistic for advisers to call themselves non-independent.

One submitter agreed that AFAs who receive commission or payments (and also other non-monetary
and soft-dollar rewards) should not be able to call themselves independent or objective. That
submitter stated that the use of the terms “non-independent” or “aligned” would require
elaboration or need to be accompanied by an explanation to the client of what they mean.

One submitter stated that it was sufficient if advisers who received commissions could not describe
themselves as independent, and it was not necessary that they expressly identify themselves as
“non-independent.”

One submitter stated that AFAs should not be required to label themselves as non-independent and
objective as this places an unduly negative connotation on advice provided by the vast majority of
financial advisers. That submitter stated that this could be addressed by the Code:

e setting out the circumstances in which it would be appropriate for an AFA to claim to be
independent; and

e requiring disclosure of any limits on the range of products/services and any direct or indirect
fees or other payments received.

Four submitters stated that no AFA will want to promote themselves as “non-independent” or to
have their objectivity in doubt. They stated that best way to deal with this is to mitigate the situation
by full up front disclosure of all remuneration,. the alignment of products and links to related
companies.

One submitter stated that only AFAs who meet the proposed test for “independence” should be able
to call themselves “independent”. However they said there is limited benefit in requiring other AFAs
who do not meet the test to call themselves “non-independent” or “aligned” and that requiring them
to identify themselves as “non-independent” will undermine the advice provided by the AFA, no
matter what their skills or qualifications. They submitted that the term “aligned” may be appropriate
for employees of large FSPs, however it is less appropriate for AFAs who are connected to FSPs in
other ways such as AFAs who advise on products provided by many different FSPs but receive
payment by commission.

Nineteen submitters suggested that full disclosure, up-front, of all remuneration and alignment of
products was the best way of mitigating any risks.

One submitter suggested that written notice of potential conflicts should be given at the outset,
followed by verbal disclosure of any potential conflicts that are relevant to subsequent advice.

One submitter suggested that it was sufficient for the adviser to be forbidden from describing
themselves as independent or objective, given that standard 2(2) requires them to inform the client

of their lack of independence and of the client’s opportunity to seek independent advice.

Another submitter suggested that this was a “non-issue” as long as there was sufficient disclosure.
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Proposed standard 4

Proposed standard 4: AFAs must not falsely assert independence or objectivity

An AFA must not state or imply that he or she, or his or her financial adviser services, are independent
and/or objective unless that is the case.

One submitter suggested that a better approach is for the adviser to be required to disclose to the
client the nature of their relationship to the provider — i.e. the size of the commission, if they earn
one, or the targets they have to meet — so that clients can make an informed decision. They stated
that if both commission-earning and tied advisers are barred from calling themselves independent,
clients will have no way of knowing how they are not independent.

One submitter stated that proposed standard 4 should be re-drafted as follows:
“All AFAs must provide financial adviser services with an objective mind. Objectivity
(a) requires AFAs to be fair, impartial and intellectually honest; and
(b) is a state of mind that has regard to all considerations relevant to the task in hand but no
other.

One submitter stated that advisers are subject to the Fair Trading Act 1986 which prevents advisers
from operating in a confusing, misleading or deceitful way. They argued that this is sufficient
protection for clients as advisers are not permitted to use the words “independent” and “objective”
in a misleading way. It was stated that while an adviser will always seek to provide an objective
service, it is rarely practical to claim complete “independence” from providers. However it was
stated that advice can be independent from the product solution.

One submitter suggested that the content of standard 4 was already adequately covered by existing
legislation such as the Fair Trading Act.

Additional standards of independence, objectivity and managing conflicts of interest

One submitter stated that the Code should include a standard that addresses how AFAs should
manage their own feelings and prejudices to achieve a proper balancing of each client’s interests. It
was submitted that the new standard should require AFAs to be fair, impartial and intellectually
honest and to approach all professional work with an objective mind (ie rule 3 of NZICA rules).
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QUESTION EIGHT: Some overseas regulatory bodies have considered stopping financial
advisers from accepting commission. The Committee would like to hear your feedback
and submissions on whether you think such an approach would be appropriate in New
Zealand (so that receiving a commission without rebating it to the client would be a
breach of the Code). What effect would this have on consumers and the industry in
various sectors: insurance, investment, financial planning, credit contracts and any other
relevant sector?

SUMMARY

The majority of submitters expressed the opinion that commission should not be banned, however,
there were still a significant number of submitters who expressed approval of a ban on commission.

In support

Submitters in support of banning commission reasoned that commission should be banned as it
creates bias and conflicts of interest. Some submitters stated that banning commission would boost
consumer confidence. Many of those in support of banning commission suggested that if a ban was
to be imposed, the ban should be implemented in a transitional manner so that AFAs have an
opportunity to change their business models.

Some submitters suggested that only certain categories of AFA should be banned from receiving
commission:

e financial planners; and

e AFAs who sell investment products.

Not in support

Some of the submitters who were not in favour of a ban stated that consumer choice was important
and that disclosure was sufficient to protect consumers. Several submitters suggested that banning
commission may not result in higher quality advice.

It was also argued that commission provided the following benefits:
e motivation for AFAs; and
e reduction in costs for consumers thereby encouraging clients to seek financial advice.

Submitters also suggested that if commission was to be banned, many financial advisers will leave
the financial sector resulting in a vacuum of experienced advisers. A number of submitters
suggested that if commission was banned, the client would lose out and the product provider (who
previously paid the commission) would benefit as they would no longer be required to pay
commission.

Mortgage, insurance and share broking sectors

A number of submissions were directed to the impact of banning commission on the mortgage,
insurance and share broking industries. In terms of the mortgage sector, several submitters stated
that clients who are wanting advice on a mortgage are in need of cash and generally do not have
spare money to spend on financial advisers’ fees (unlike investors). Some expressed concerns that if
commission in the mortgage sector is to be banned consumers will not pay for advice and may
transact directly with lenders. One submitter also made the point that commission varied little
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between providers in the mortgage sector and therefore there was little risk that brokers would
choose particular mortgage solutions to maximise personal gain.

It was suggested that banning commission in the insurance sector will result in more frequent under-
insurance and sales of unsuitable insurance policies as consumers will not pay fees to receive advice.

Share brokers made the submission that charging clients to access new share issues would affect the
uptake of primary market offerings.

A number of those who were not in favour of a ban stated that banning commission is not an issue
that the Code Committee should be dealing with, but a matter for Parliament.

Several submitters expressed the view that the approach to commission should be aligned with other
countries’ approaches.

INDIVIDUAL SUBMISSIONS

Commiission should be banned

One submitter stated that AFAs should be under a duty to avoid conflicts of interest and this includes
not being paid by commission.

One submitter stated that commission has the potential to affect the behaviour of a small number of
advisers and that commission is the subject of on-going negative publicity. It was suggested that
commission should be eliminated and rebated on investment products.

One submitter stated that AFAs should not receive commission of any type, on the basis that this will
always threaten independence and objectivity and compromise the AFA’s ability to put the interests
of the client first. It was acknowledged that while such a move may result in higher fees it would
result in renewed confidence in the industry. They stated that transparency is preferable to the
current situation where the line between advice and a sales pitch has become blurred.

One submitter was considering aligning itself with the Australian position and removing the payment
of commissions for savings products. Although the submitter does not believe that this will on its
own improve the quality of the advice, they stated that it will improve public perceptions.

Another submitter suggested that New Zealand should follow the lead of other countries and ban
commissions because they created an inherent conflict of interest.

One submitter endorsed the United Kingdom approach, and suggested that commissions
engendered bad business practices from advisers. It was suggested that the Committee take
guidance from the United Kingdom Financial Services Authority’s Consultation paper.

Time for transition

One submitter suggested that a fee-based (as opposed to commission-based) model was preferable,
but that it might take time to make the transition to that model and it was necessary to consider the
time needed to make that transition from entrenched business models.

One submitter stated that it would be more appropriate for the issue of commission to be dealt with
separately to the Code consultation process. However that submitter was generally in support of
phasing out commission in respect of savings and investment products, though they considered that
any such prohibition should not apply to existing businesses given that there will be existing binding
contracts in place.
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One submitter stated that they strongly support the stance the Code Committee has taken regarding
the term “independent”. It was submitted that the preference of their working group would be to
require independence as this is seen as a key aspect for the provision of high quality professional
financial advice. That submitter stated that it is likely that the public’s expectations will be that they
will act independently and deliver advice that is free from influence and ideally this would mean that
they do not receive commission or if commission cannot be avoided that it is rebated fully to the
client. However it was stated that a ban on commission at present would cause significant practical
difficulties. It was submitted that commission is ingrained in the financial advisory industry and it
would be very difficult to avoid commission without limiting the scope of practice and an adviser’s
ability to compete/participate in advisory markets.

One submitter stated that fundamental changes to accepting commissions and moving to a fee-
based system requires extensive consultation with the industry because the changes affect whole
business models. They stated that there would need to be a transition phase.

One submitter supported a transition to a fee-based system, but argued that it was necessary to
recognise the circumstances in which commissions served a useful purpose (e.g. where clients have
modest funds to invest.) They stated that commissions are not necessarily a problem as long as full
disclosure is made.

Another submitter suggested that a transitional period should be permitted for the investment
industry, with a review in a few years’ time (and no change in the insurance industry in the
meantime).

Financial planners should not be permitted to receive commission

One submitter stated that a prohibition on accepting payments from third parties should be included
for financial planners, or “personal advice” advisers. It was also submitted that transaction-based
fees should be prohibited for services such as financial planning, as remuneration is dependent on
transactional activity — which may not be in the client’s best interest.

That submitter stated that fund managers and financial planners are two examples of financial
advisers who should be paid on a non-transactional basis to avoid conflict. It was submitted that an
hourly rate or a fee based on total funds under “administration” should be used.

Commission on investments

One submitter stated that commissions on investment products be banned, but that they be
permitted for risk management insurance.

One submitter suggested that, for investments, a hybrid model could be used whereby the client had
the choice of paying the fee or allowing the commission, with any commission that exceeded the
level of the fee being rebated.

Another submitter supported banning commissions in the investment industry.

One submitter suggested that commissions for investments and savings products should be banned
completely. That submitter suggested making an exception for KiwiSaver, but suggested that this
would be problematic and should be transitioned-out.

One submitter stated that their preference is that commission attached to investment products
should be replaced by an agreement with clients to pay a fee for investment advice.