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During bear market periods, anyone in the business of giving financial 
advice is in a position of greater risk from clients who end up with 
disappointing outcomes. Often this is a case of individuals not accepting 

responsibility for their own wealth creation strategy and where investment 
products or companies collapse, finger pointing can quickly turn into legal action. 
Financial planning firms need to be supported in these difficult times by some 
solid risk management mechanisms which enable them to continue to do business 
with confidence.

Recent experience indicates that there are three key areas financial planning firms 
should be focussing on to increase their protection against claims from investors 
when financial markets get rough.

Professional indemnity insurance
Loophole-ridden PI insurance policies can expose financial planning organisations 
to unacceptably high risk as they work to manage and grow their businesses. ASIC 
has recently published statutory minimum requirements for PI policies which are 
required to be taken out by financial planning licensees and while there is no doubt 
that this initiative may help to tighten up some of the loopholes, one of the problems 
with this regulatory approach is that insurance products become more expensive for 
licensees to the point where value for money comes into question.

The new standards were introduced partially in response to the thousands of 
disappointed retail investors who were pursuing the financial planning industry for 
compensation arising out of product collapses like those which occurred in the 
Westpoint group. Previously while there was a requirement to have insurance there 
was no guidance about the quality of the insurance in place. 

As a result of this ASIC initiative, some insurance companies decided to wind down 
their involvement in the PI market for AFS licensees, and the general availability of 
PI insurance has diminished. Appropriate ASIC compliant insurance has become 
harder to obtain and critically, it has become more expensive.
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There is also evidence around that insurers have sought to 
develop policy exclusions to deal with some of the new standards. 
It is not unusual to read PI contracts with one page of inclusions 
and 15 pages of exclusions. Financial planners can pay large sums 
for coverage and plain English is difficult to come by in these 
contracts. Sometimes the language can be so dense and obscure 
that it is hard for the clearest thinking person to follow it.

Middletons has assisted licensees in reviewing these policies, 
which under the new ASIC requirements now require a more 
sophisticated review and sign-off. Licensees who are paying six 
figure sums for PI need to be sure that what they believe the PI 
policy covers is what is actually contained in the contract.

One of the responses to the new standards is that many financial 
planning groups are asking themselves whether there is a better 
solution to the traditional approach of engaging brokers to 
source and obtain individual PI policies. This is particularly so 
with smaller planning groups whose buying power is limited.

This issue has become more acute in light of ASIC’s recent 
proposal that claim limits for External Dispute Resolution 
(EDR) schemes be increased from $150,000 to $280,000 for 
complaints by retail consumers in relation to investment advice. 
ASIC is of the view that consumers should also be entitled to 
claim interest on awards for compensation that exceed an EDR 
scheme’s new compensation caps. Accordingly, an award of 
interest by an EDR scheme can lead to compensation amounts 
exceeding the proposed cap of $280,000.

As the costs of insurance continue to climb and the level of 
cover is reduced, licensees should be asking whether this is the 
best solution moving forward and should perhaps consider an 
alternative. For example, mutual or group insurance schemes 
that consolidate premiums from a set of industry practitioners 
could be an effective way to reduce costs and increase coverage. 
Such a scheme might provide the following features where:

● The cover that is targeted to the needs of licensees (and 
their customers) which will respond adequately not only to 
routine complaints but also to industry failures involving 
large numbers of investors.

● The structure of the scheme can be specifically tailored to 
the ongoing requirements of the regulator and address the 
need to provide enhanced consumer protection. 

● The management and administration of the scheme can  
be delegated to a specialist body with skills drawn from 
industry, consumer and regulator representatives.

● A portion of the scheme’s profits can be allocated into 
industry relevant risk management initiatives which benefit 
financial planning firms and consumers alik.e

● A significant proportion of the premium is not diverted  
to the profits of insurers and the commissions paid to 
intermediaries.

The recent announcement by the Financial Planning Association 
that it has appointed a broker to assist in the development of a 
group PI arrangement for financial planners is a welcome 
development. While there is no doubt that a properly structured 
group arrangement can be an effective solution for the industry 
the FPA will need to work hard to ensure that true value for 
money is delivered. 

There also needs to be some limit placed on the scope of 
exclusions. For instance, insurers continue to seek to limit their 
liability in regard to awards made by the Financial Ombudsman 
Service which is the main recipient of retail investor complaints. 
PI policies which are the subject of these exclusions are simply 
too restrictive to be of any value to licensees.

In an environment where investment markets are not performing, 
it is critically important to get PI policies professionally reviewed. 
Although this is challenging, the pay-off is there for licensees if 
they’re pursued by disappointed investors. In these circumstances 
licensees need to be able to turn to the insurer for support – the 
worst outcome is for the licensee to be waging expensive legal 
battles with both the investor and its insurer.

internal comPliance regimes
The litigation which followed financial product collapses like 
Westpoint indicated that financial planning firms need to work 
harder at managing the risk of negligent advice being provided 
by authorised representatives.

Financial planning groups need a structured and contemporary 
compliance program in place to ensure that the advice provided 
is as good as it can be. Experience shows that not only must the 
documented compliance arrangements be effective but also the 
implementation of these processes must be robust enough to 
withstand the pressures exerted by advisers and their clients for 
innovative and successful products.

The issues around the product approval process are vitally 
important to the management of the licensee’s risk and there 
needs to be wider acknowledgement that the more sophisticated 
products which have emerged in recent times should only be 
approved for advisers with particular skills. Specialist advisers 
providing a deeper knowledge of classes of product offerings will 
maximise the chance that the product will be sold to a retail 
investor on the correct terms. 

The level of due diligence required to be undertaken by 
Licensees for product approvals needs to be constantly reviewed. 
The Westpoint experience is a good example where the due 
diligence and the layer of protection it was supposed to create 
did not withstand the close scrutiny applied by the lawyers acting 
for investors and by the regulator itself. Financial planning 
organisations did not adequately challenge the assumptions 
underlying the structures of the Westpoint products and the 
financial data presented.

While the process of due diligence should be rigorously 
employed regardless of the economic conditions, the focus on 
proper process tends to get sidelined when a product or company 
has had a long period of successful growth. This is where the 
best licensees can distinguish themselves from their competitors. 
There needs to be a strong focus on compliance with the 
documented processes for product approvals, and the officers 
charged with the responsibility of conducting due diligence 
need to ensure that each case is subjected to the full due diligence 
examination. Care needs to be taken that the approval process is 
not compromised by pressure from the business development 
people to get a product on to the approved product list. This is 
often easier to maintain when there’s a clear mandate from the 
board that’s followed to the letter. 
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When assessing a financial product’s suitability for the approved 
list, the offering must also be commensurate with the financial 
planning firm’s standards for risk. In this respect, a licensee may 
have consideration to such things as previous promotion of 
similar products and an ability to monitor product performance 
on a regular basis. Being willing to establish a formalised internal 
or external audit requires an investment in time and money. 
However, it is one of the most cost effective strategies available 
to ensure that risk is managed effectively.

When licensees across the industry can embed risk 
minimisation strategies into their operational model, the 
industry can become self-regulating. As a result, growth will 
be more consistent and better managed due, in part, to several 
factors including identification and removal of poor products 
earlier in the process.

Product ratings are also a major issue that ASIC has recently 
started to focus on. Companies paid to rate an investment 
product have an inherent conflict of interest that needs to be 
managed and maybe removed. Although ASIC is investigating 
this area, the last 18 months has shown that this may have led to 
some of the excesses in the system.

The conflict of interest centres around a ratings agency’s desire 
to work with large product providers that have numerous 
products to be rated. However, ratings agencies may be unwilling 
to take a hardline with a product provider given the value of the 
client to the business. If the ratings agencies want to continue to 
operate with credibility, they will need to address and resolve 
these conflicts quickly.

 review of authorised rePresentative agreement
Having in place robust compliance and supervisory mechanisms 
for representatives will assist financial planning licensees 
manage the risk against providing negligent advice but work 
needs to be done to ensure that the agreements with authorised 
representatives take note of the lessons learned in the last  
few years.

To start with, the agreements need to adequately deal with the 
specific processes around the approved product list. The 
communication of what’s on the list and any changes that are 
made from time to time needs to be rigorously maintained and 
reviewed with the authorised representative. The consequences 
of not doing this are that advisers stray outside the limits of 
agreed advice boundaries.

When this is the case, licensees need in their authorised 
representative agreements meaningful indemnities from their 
representatives when they act outside the properly authorised 
boundaries of advice. Those boundaries need to be clearly 
specified, so that if the licensee gets sued in relation to advice 
that a representative was not authorised to provide, the 
agreement provides for a mechanism to seek compensation 
from the representative.

Integral to this process is that the licensee through the authorised 
representative agreement requires the representative to have 
adequate PI insurance in place.

Another fundamental issue which should be addressed in 
representative agreements is the custody and maintenance of 
client records. Based on current industry standards, the licensee’s 
corporate head office depends on its authorised representatives 
keeping and retaining accurate records. If the licensee gets sued, 
securing these records depends on the authorised representative 
not only having accurately kept the records but also agreeing to 
provide them to the Licensee. 

Given the amount of movement of representatives that occurs in 
certain organisations, keeping a track of records that could be 
years old and possibly have been moved to one or several 
different locations creates an unacceptably high risk. In some 
cases, if there has been a disagreement of some kind an authorised 
representative may refuse to hand over records. Sometimes this 
situation can go on for extended periods of time, only to discover 
that the records no longer exist.

Accordingly, authorised representative agreements must include 
provisions which assist licensees to enforce the requirement to 
keep accurate records and to provide those records when 
requested. Such provisions should also include the requirement 
for the representative to submit to external audits on client 
records. In this regard the frequency of the audit is not the issue, 
but rather the quality of it.

Finally, the agreement and the processes specified in that 
agreement must be reviewed periodically. This is absolutely 
critical because the financial services environment tends to 
change and move quickly. Legislative change, new information 
and market experience informs our understanding of these risks. 

conclusion
As regulatory focus intensifies on the financial planning industry 
in the wake of recent market turmoil and product and company 
collapses, licensees face a number of new challenges in meeting 
their compliance and risk management challenges. 

Licensees need to adopt the most contemporary approach to a 
range of issues including reviewing representative agreements, 
PI insurance policies and risk management procedures. if they 
are to withstand the kind of pressures that market turmoil throws 
up in the retail financial product environment both now and in 
the future.


