DP 19: Options for Regulating the Sale of “Simplified Investment Products”

Royal London’s Response to the Discussion Document

April 2003

Introduction

At Royal London we view the changes to the long term savings industry proposed by the Sandler Review as vital to its future success.  The Sandler Review rightly identified a large and growing savings gap in the UK.  Under current market interpretations of regulation we are able to do little to close the Savings Gap.  In common with many providers Royal London has had to withdraw from many relationships with customers on low and middle incomes.  The costs of advising and servicing these customers typically outweigh the income stream that is generated by product sales to them. 

Fundamental changes to the selling regime of the sort detailed in DP19 may help us to re-engage with our traditional market and go some way towards bridging the Savings Gap.  We therefore welcome the proposals in DP19 whilst having some reservations about some of the details.    

About Royal London

Royal London is the UK's second largest mutual life assurer with funds under management of £21 billion (as at 1.1.03).  

The roots of the company are in its “home service” heritage.  Following the acquisition of the business of United Assurance in 2000, the Royal London home service customer base numbers around 3 million.  Typically these customers, who we would define as “mass market”, are at or below national average earnings and in socio-economic groups C1, C2 and D. 

Following the acquisition of Scottish Life in July 2001 Royal London now has over 500,000 customers introduced through Independent Financial Advisers. Many of these are customers through membership of an employer-sponsored pension scheme.  Royal London, marketing under the Scottish Life brand to IFAs, is a leading player in the pensions market.   

Royal London is now a very broadly-based financial services company with customers from all walks of life.  The Group encompasses every type of distribution capability.  The breadth of Royal London’s activities means that we have a singular perspective on some of the issues raised by the Discussion Paper.  This response to the Discussion Paper reflects the views of the Royal London Group.  

We would naturally welcome the opportunity to comment further as your thinking develops.       

Royal London’s Response

The foundation of Royal London’s business is our strong relationships with mass-market customers based on face-to-face contact.  

In recent years we have seen a decline in the number of direct customer relationships that we can sustain.  Regulation of the sale of long term savings products is complex. The price of non-compliance is punitive.  We therefore take a methodical and painstaking approach to fact-finding, establishing beyond any doubt each customer’s financial position and the suitability of any product recommendations.  Additionally we invest greatly in having strong controls in place to review the quality of advice given.  

This is an expensive process requiring many hours work from highly trained salespeople.  We need to recoup the costs of training and maintaining the competence of our salesforce and their supervisors as well as the costs of a compliant sales process.  Unfortunately many of our loyal customers do not offer the prospect of a large enough future income stream to justify maintaining a relationship with them.  We have had to withdraw from providing financial advice and face-to-face product sales to the majority of our current customers.  We now provide advice on long term savings for only the most affluent of our direct customers.   

This situation was identified in the Sandler Review of Medium and Long Term Savings:

“the competitive environment means that the incentives on the industry are to make the fact find more rather than less elaborate”

the report continues:

“ there is no written regulatory requirement for a lengthy and heavily documented sales process; but, on the basis of past experience industry participants believe this to be required, if they are to avoid future regulatory sanctions.” 

To cover the costs of an “increasingly elaborate” sales process distributors across the market confine their new business prospecting to those customer segments where there is a very strong likelihood of multiple or high value sales.  Royal London is no exception and this has been the strategy employed in our retail operations in recent years. 

However we have recently created a new salesforce aimed at meeting the needs of our mass market customers.  Anticipating some of the proposals detailed in DP19 this salesforce distributes simple protection and deposit-based savings products. It is our intention that this salesforce will distribute simplified investment products as envisaged under the new sales regime, provided the regime itself and the specifications of the products that can be sold enable Royal London to earn a return on capital. 

Answers to Questions in DP19

Q1 Do you agree with our assessment of the risks involved in selling

the kind of simplified products recommended in the Sandler report?

If not, what do you consider are the key risks to the objectives?

Yes, the risks highlighted are the major risks facing any new selling regime.  We would however make the following points:

Saving should make consumers proportionately better off
The FSA has rightly identified the risk of unsuitable product sales if it subsequently transpires that by buying a savings product a consumer has become (partially or fully) ineligible for means-tested State benefits.  This is an important risk that should not be understated.  In our experience the risk of ineligibility for means-tested benefits provides a powerful disincentive against self-provision for consumers in the mass market. 

Royal London believe that it should be clear and evident that each pound saved makes the saver at least one pound better off.  We strongly believe that this principle should guide policymakers and regulators in their thinking.   It should not be the case that saving (whether in a pension or other long-term scheme) can have the potential to make the saver worse off than a non-saver by making them ineligible for means-tested benefits. 

It is not clear that this principle has been built into FSA thinking about the new sales regime.  Whilst the fear of becoming ineligible for means-tested benefits at some point in the future remains a distinct possibility for many mass market consumers, any new regime will have only limited success.  

There is a further risk for firms seeking to embrace a new regime which stems directly from this same issue.  

A firm’s registered individuals may recommend a simplified product in all good faith, believing that it will be to the long term benefit of that consumer.  If it can be subsequently demonstrated that by buying a long-term savings product the consumer became ineligible for means-tested State benefits and, therefore, disadvantaged, there may, under current regulation, be a misselling claim against that firm. 

Royal London accept this risk exists under the current selling regime.  However we concur with the Regulator’s view that in order for a simple selling regime to thrive, the burden of establishing complete suitability will have to be relaxed.  We are pleased with the proposed regime of filter questions to mitigate the risk of consumers misbuying.  However even under the proposed regime there remains the risk of retrospective action from FSA, or more likely, changes to market practice following ruling on the simple products regime by the Financial Ombudsman Service or supervision team visits. 

The Protection Gap

There is a risk that consumers will believe that the simplified suite of products will meet all their financial planning needs.  This is clearly not the case.  We would urge FSA and HMT to allow individuals selling under the new regime to carry other simple products to meet a wider range of needs.  We would envisage, and believe mass market consumers would expect, sellers of simple long term products to also provide access to straightforward protection products such as life assurance and home insurance.  These products have very low potential for consumer detriment and can be sold with a simple uncomplicated sales process.  

Just as there is clear evidence that the “savings gap” has been created, at least partially, by the absence of readily accessible sources of advice, so there is evidence of a growing “protection gap” in the mass market for the same reasons.  Historically mass market customers have held savings plans which contained an element of life insurance and hence their dependants had cover in the event of early death.  The recent trend has been to unbundle savings plans, separating the life assurance element from the savings vehicle.  This means many mass market consumers no longer have any, let alone adequate, life assurance.  

Without the intercession of a seller or “persuader agent”, mass market consumers will not make adequate provision for their dependants.  This is despite the fact that life assurance is cheaper than ever before.  Royal London would strongly urge FSA and HMT to allow simple protection products to be distributed under the new sales regime alongside long term products. This would have the additional advantage of removing the need for consumers to self-certify themselves as being aware of the advantages of protection.  

Finally we see no need for a price cap in a commoditised market such as the market for term assurance. 

Q2: Do you agree that these are the main options open to us for

devising an appropriate sales regime for the kind of simplified

products recommended in the Sandler report? If not what other

option should we consider?

We agree that FSA has covered the scope for simplified sales regimes.  

We see little merit in the first option “Self Help” which does little to limit the potential for misbuying (as detailed above).  This model does not encourage consumer confidence in the process and will not help to optimise the reach of simple products.  

The third option “Focussed Advice” would rapidly become indistinguishable from the present Conduct of Business regime.  It is difficult to see how “limited” know your customer and suitability requirements would apply in practice.  Besides, focussed factfinds are already possible, but not frequently used, under the prevailing COBS rules.

Royal London agrees that the “Guided Self Help”, model where up front questions filter out positively inappropriate sales, has the most appeal.  This route offers consumers some protection while still offering a practical sales process for mass-market distribution.     

Q3: Do you have comments at this stage on what appears the most

appropriate way forward?

Royal London agrees with FSA’s proposed route forward.  

We agree that there is no need for the adoption of the RU64 proposal.  FSA must  maintain and regulate two separate sales regimes -  the proposed simple regime for consumers in the mass market and an in-depth regime based on the current COBS for those with more complex financial planning needs.   

Q4: Do you have any comments on the costs and benefits and wider

regulatory issues identified at appendices A & B?

We have no comments on appendices A & B.
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