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CBA's finan
of

sthe full extent of the issues
Aplaguing the financial planning
arm of Commonwealth Bank
of Australia werelaid bare during June,
onekey aspect of how thebank was set
up, structured and managed attracted
particular attention.

So-called "vertical integration” (VI) —
whereby multiple businesses at different
pointsinamanufacturing or production
process are housed under oneroof — was
being blamed for not only encouraging
but failing adequately torein-in a culture
where sales volumes wereking, and
where clients'interests apparently took
aback seat to the interests of the bank,
itsin-house products and the authorised
representatives of Commonwealth
Financial Planning Ltd (CFPL).
Commonwealth Bank declined
tobeinterviewed for this article.

Don Trapnell, a director of independent
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ning arm has laid bare some
lems that a vertically integrated
model can face. Is this business
riate in a post-FoFA, professional
vironment? Simon Hoyle reports.

licensee Synchron, says vertical
integrationis the greatest threat thereisto
financial planners discharging their best
interests obligation, bothin accordance
with the Future of Financial Advice (FoFA)
reforms, and professionally.

He saysthe conflictsinherentin
vertically integrated businesses drive
all sorts of behaviour that is contrary to
clients'interests. Whether the drivers are
explicit or implicit isreally a moot point;
Trapnell says theresultis the same.

However, verticalintegrationis neither
illegal nor necessarily even undesirable.
In some quarters (principally among
institutions) itis viewed as anaturaland
inevitable consequence of regulatory
reforms that have been under development
for atleast the past four years.In other
quartersitisviewed asanecessary
response to pressures created by the global
financial crisis (GFC). Implemented well,

it can generate significant efficiencies,
leading to lower costs and better products
and services for consumers.

Butinother areas, Vlis seen as one of the
mostinsidious and malign influences on
the financial serviceslandscape; one which
drivesinstitutionalised behaviour thatis
often contrary to the clients' best interests
-andwhich wasinlarge part actually
responsible for, rather than being aresult
of, the GFC.

Inalandmarkreport published in 2010,
Dr June Smith, who conducted her PhD
research through Victoria University,
found that the “contextual” factors - those
influences determined by the employer
andinculcatedin the workplace - havea
greater bearing than "individual” ethics
onwhether anindividualis prepared to
puthisor herinterests ahead of the
client's. (See box on page 14.)

Mark Spiers, generalmanager of advice
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for BT Financial Group, says verticalintegration getsabad name
when things go wrong, but more often thannotitisn't thebusiness
model at fault but the culture of the organisation.

"Let'sassume we've got all the best systems and all the best
policiesin the world, what youneed is the moral and ethical fabric
that connectsallthat up,” Spiers says.

“Thatis called culture, andit's called leadership andit's called
management. That is the sine qua non - that which you cannot do
without - over and above everything else, because policy, process
and procedureis opento control breakdown.

"What sits above and through it is the cultural fabric based on
the values and the ethics of the organisation. At a group like ours,
wehave deep-rootedright through the organisation - not just
through BT or the wealth business but right through Westpac - all
about the customer first, the customer at the centre.

"We only use ‘customer’becauseitis the vernacular of the bank;
it'sinterchangeable with ‘client’. But that pervasiveness about
everything we do, everything we stand for, is allabout putting the
client first; and if youhave a culture around that, inappropriate
practices and potential conflict get flushed out, identified and dealt
with through putting in place the appropriate controls to manage
those conflicts.”
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WHAT YOU NEED IS THE MORAL
AND ETHICAL FABRIC THAT CONNECTS
ALL THAT UP

Whatever the arguments for or against,
vertically integrated institutions already
dominate the Australian financial services
landscape.Inthe current economic and
regulatory environment, the structure
throws up some big management
challenges. The interests of shareholders,
clients and financial planners (who may
haveindividual professional obligations)
must bebalanced against each other;and
the business has to conform with new
financial planning regulations, embodied in
theFoFAreforms.

Some claim that these interests simply
cannot equitably bereconciledina
vertically integrated structure, because
such astructure willnaturally tend to
favour theinstitution'sinterests over its
consumers'. Others argue that the full
obligations of complying with FoFA can
only be satisfied in such a structure, where
the cost of operating an advice business
canbe subsidised from elsewhere - for
example, client funds placed into in-house
investment products generate profits for
theinstitution that subsidise losses
made fromrunning a sub-economic
advice business.

Spiers saysitis "absolutely possible”
for each separate entity in a vertically
integrated business tobe profitablein
itsownright.

"The whole thing about vertical
integrationisthatit'sabout accounting
treatment within abusinessand an
enterprise, hesays.

"If youlook at why it's possible, it's
because there are boutiques andlarge
stand-alone fund managers; there's
boutiques and medium/large financial
planning businesses; there are boutiques,
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THEY FELT IT WAS
INAPPROPRIATE AND
WRONG THAT THEY SHOULD
BE FORCED TO DO THAT

DON TRAPNELL

large and stand-alone insurance operations. Soif you say we have
[all] this in one enterprise because we get synergy benefits across
costs, we get synergy benefits about meeting all of our customers’
needs, and we have control of cost, quality service and delivery,
that's a different model from someone who sayswant to operate
singly, but the fact that there are many stand-alone participants
saysthey canbe stand-alonein the wrapper of an enterprise.

And quite frankly, given the benefits of scale, given the synergy
benefits..arguably they could be more [profitable].”

Spierssaysverticalintegrationisn't limited toinstitutions - it's
astructure for providing holistic advisory services that applies to
organisations of all sizes.

"“It'sabout where abusiness participates across all areas of the
value chain," he says.

"For us, and for many othersin theindustry,it'saround asset
management, administration,insurance, superannuation and
advice. And verticalintegrationis oftenreferred to and commented
on[but]Ido not think it'sactually vertical integration per se
that people are questioning or is implicit in their conversations;
it'sabout the fact that large wealth management providers are
vertically integrated.

“Largeinstitutions..participate across key areas of the value
chain andit's the size and scale of the operations, market share
and balance sheet strength that we have, and then the potential
conflicts that go with that, that people question.

“And when people talk about verticalintegration they naturally
drift to thelargeinstitutions, but there are plenty of examples
oflarge, medium and small businesses in wealth management,
including institutions, that can be considered vertically integrated.

“Many participants have activities across the value chain,
from developing, designing and deploying their own proprietary
software; running their own self-managed accounts, IMAs
[individually managed accounts], their own models; from providing
advice;badging and joint-venturing with asset managers; their
own asset management. Whichis fine — but by definition, they're
vertically integrated.

“Thetruthis,it'snotlimited to a size;it'slimited to how you want to
competeinthemarketplace.It'sa slant thatIthink never comesup.”
Matt Lawler, chief executive officer of Yellow Brick Road, says
"verticallyintegrated businesses arenot evil, aslong as they are

managed properly".

“What you've got to dois make sure the system works from the
clientbackwards, and that you protect the sanctity of the adviser-
client relationship,” he says.

“But that doesnot preclude you from having different parts of the

PROFESSIONAL PLANNER | August 2013

WHO SETS THE STANDARD?
Ethical standards are largely set by the organisations that individual financial
planners work for, according to a landmark report published in 2010.

Ethics and Financial Advice: The Final Frontier, by Dr June Smith through
Victoria University, examined a range of examples of unethical behaviour by
financial planners and found that it is often superficial to conclude simply

that a planner in question is a crook.

The report found that there are both individual and “contextual” issues
when planners make decisions that are detrimental to their clients. It found
that contextual factors - the environment in which a planner works - have
the greaterinfluence. If a financial services organisation does not effectively
instil a culture of thinking and behaving ethically, or if it institutes practices
designed to serve its own interests better than those of its customers or clients,
an individual financial planner is more likely to behave unethically.

Some of the “individual” factors that influence ethical behaviour include
“the ethical reasoning ability of the individual decision-maker, which in turn is
influenced by the decision-maker’s age, experience and whether they hold a
professional designation”.

However, “the contextual factors are numerous and seem to have more
influence on ethical conduct outcomes than individual factors”, the report said.

“These contextual factors include remuneration structures, the role played by
the individual decision-maker, the ethical climate and culture of the organisation
and the presence of ethical leadership.”

A clear outcome of this finding is that “improvement in individual conduct
and competency standards, whilst necessary, may not achieve [the] objectives”
of ensuring that high-quality financial advice becomes the norm, and financial
planning achieves recognition as a true profession.

“Itis suggested that regulatory responses may not always resolve
these issues and that a more comprehensive solution may be required,”
the report said.

It recommended that ethical guidelines be incorporated into organisational
structures in the same way as corporate governance, risk management and
compliance “as an alternative or complementary mechanism to the reliance
on constant regulatory reform going forward".
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YOU'VE GOT TO DO IS MAKE

l_ SURE THE 'SYSTEM WORKS FROM THE

CLIENT BACKWARDS, AND THAT YOU
PROTECT THE SANCTITY OF THE
ADVISER-CLIENT RELATIONSHIP

COVER STORY

chain, from an ownership basis and from a value-creation basis.

"Whenever youintervenein the client-adviser relationship, on
thebasis that you areinfluencing a vertically integrated benefit,
you've actually stepped over theline.”

Lawler says stepping over theline caninclude setting up
dealership splits that favour in-house product over external
product; and buyer-of-last-resort (BOLR) formulas that ascribe a
greater value to abusinessbased onfundsaggregated withinin-
house products versus third-party products.

“Butif youleave the client and adviser to agree on what the feeis,
and thenthe adviser'sremunerationis calculated onthe aggregate
amount of fees they've collected from the clients, then if youmake
money out of the platform and make money out of being a fund
manager, that'sfine," Lawler says.

“It'sas simple asthat - aslongas youdonot stepin. And the
waysyoustepinare, one, by biasing your licensee split; a second
[waylis your buyer-of-last-resort or equity scheme biases the
value that's created; and a third is that you give away products
and services on the basis that [advisers] will support the product.
Because again, you're stepping into the breach [between] the
adviser and the client.”

Synchron's Trapnell says the potential problems of vertically
integrated businesses were graphically illustrated when two new
advisersrecently joined his dealer group.

“Ihadtworepsjoinusfromalicensee — and it's probably not
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THE AGGREGATE OF
ALL THE REVENUES THAT
GROUP CAN GET IS GOING
TO MAKE IT AVIABLE THING

MATT LAWLER

right thatIsay whichlicensee, but alicensee that had a vertically
integrated model — and they joined usbecause they were having

pressure put on them to support the product of the parent,' he says.

"It was financial pressure.In other words, if you sell the parent's
product, you willmake more money - over and above what
everyone elsemakes. And substantially more.

“Thesetworepshad a very strong moralistic view on that
and they felt it wasinappropriate and wrong that they should
beforcedtodo that.

"Whilst thelicensee was institutionally owned, they alwaysin
the pasthadfelt thatit wasrunindependently, as anindependent
model. Once this happened, straight away they felt prostituted.”

Trapnell says once theindividualshad ascertained that
Synchron does not offer favourable terms for selling any particular
product over any other, the decision to jump ship was ano-brainer.

“[They asked,] do you put any pressure on [us] to support one
company over another?[said no, we donot direct the traffic,"
Trapnell says.

“They said, do youhave a ‘preferred'list;I said no, we donot have
a'preferred'list.

"It was the fact that we donot direct the traffic that was the big
plusfor joining Synchron. AndIthought, if the feeling is that strong
out there that someoneisprepared toleave their licensee - andit's
abig decision toleave alicensee; you donot make these decisions
lightly —if someone thinks that strongly about thisissue..there
must be alot of feeling about that.

"Soldecidedtoinvestigate further and find out how big a
problem it was.It did not take melong to find five licensees, owned
byinstitutions, that were directing traffic. WhenIsay 'directing
traffic’ it'snot an overt 'you must write with this company' - it's
afinancialincentive to write business for one particular
company or another.”

Trapnell says that what he found was chilling.

“Inoneparticular case, where 90 per cent of an adviser'snew
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business was placed with the parent company, thelicensee fee was
almost waived. That'sa pretty big incentive," he says.

"Othershave, for example, what we call 'favoured terms’ for
preferred partners, and that will always include the owner of the
licensee. So Life Insurance Company A owns Licensee B, which
then entersinto agreements with four other life companies to
say these four willbe our ‘favoured'life companies.If the adviser
favoursthose four life companies, they receive a higher
brokeragerate thanif they use other life offices that are
available outin the marketplace.”

In caseit'sunclear why oneinstitution would encourage a
licensee that it owns to sell the products of other institutions,
Trapnell says the answer is simple.

"Shelf-space fees, to be blunt," he says.

"We havebeen asked on anumber of occasionstohavea
preferredlist bylife companies. Anumber of timeslife companies
have come to us and said, why don't you do a preferredlist; it
thereforereduces the amount of life companies out there that you
are spreading your business amongst; that therefore increases
the concentration of new business; and therefore we can pass the
savingsonback to Synchronin the form of a cheque. These
cheques can be quite substantial.

“Wehave at all timesrejected those offersbecause we believe as
alicensee wehave a primary duty of care to both the adviser and
the client to make sure all products are presented equally.”

Lawler saysregardless of whether a planner works for a
truly independent licensee, works for abank and is paid by
salary, or is self-employed and the authorised representative
of aninstitutionally ownedlicensee, the guiding principles
must be the same.

“Aslong as your relationship with the clientis not impeded in
any way by how you get remunerated — people can influence you;
people cansay, Ireckon the BT Wrapisbetter' —and aslong as you
make that decision not on the basis of whether you're getting paid

IT'S NOT LIMITED TO A
SIZE; IT'S LIMITED TO HOW
YOU WANT TO COMPETE IN
THE MARKETPLACE wmarkspiers
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more but becauseit'sbetter for the client
because of functionality or price, then
that'sactually 'best interests'," he says.
"You're making the decision because your
relationship with the clientis a good one, is
aprotected one.

Lawler saysitisnotimperative that the
provision of advice be profitablein its own
right. Vertically integrated business models
routinely subsidise the cost of advice from
other areas - potentially most troubling,
frominvestment products - andin that
case the entity responsible for overseeing
and ultimately providing advice could
finditselfrelying on aninherent conflict
forits very survival.If that'snot strongly

“ THE QUESTION FOR
ME.COMES DOWN, TO,
STILL,4S THAT IMPEDING
THE RELATIONSHIP

BETWEEN THEADVISER
AND THE CLIENT?

managed, it can go haywire.

“Absolutely. Andit has.It has gone
haywire,' Lawler says.

"My last couple of years at MLC, Steve
[Tucker]andIcould see that these sorts
of issues were going to come.I'm not
saying we wereincredible philosophers
or futurists or anything like that; but you
couldjust tell where it was going to go, and
that trust was themain thing wehad to
sell. All this other stuff that was happening
was eroding trust.

“Theindustry hasto decide that there
isasanctity between the adviser and the
client that needstobe protected. At the
end of the day it's the same as accountants.
Accountants arenot licensed through the
firmthat they work for, they'relicensed
as anindividual. They have individual
responsibility tomaintain that licence.
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"That's a good starting point, because...
itinfluences therest of theindustryif
they say,I'mnot going to be influenced
by you, because you cannot pay me, so
whatI'm demandingis great service,
great product that's affordable andif Isee
something else out there that'sbetter for
my client I'm going to put pressure on you
to become competitive, or you're going to
losemy business."”

Lawler says that some form of vertical
integration of businessesin financial
servicesis almostinevitable.

"I'mnot saying that only because we
can'trunabusiness withoutit;I'm saying
itbecauseit's common for allbusiness

models that exist today," he says.

"Evenindustry funds. AustralianSuper,
whichnow hasits owninternalinvestment
team, that's verticalintegration.

"The question for me comes down to, still,
isthatimpeding therelationship between
the adviser and the client? Aslong as you
don't,thenthat's OK.

"The only form of remuneration that an
adviser should see - like an accountant,
like alawyer - should be the fees that
they charge the clients. Aslong as that's
the case, then competition will be [about]
how do we make products and platforms
cheaper, easier to deliver and better
performing for both the adviser and the
client.If youre making the decision on
which product you will use based on
performancerather than theindirect
remuneration you're going toreceive,

that creates abetter industry — because
then, competitionis about improving [and]
being cheaper..not about what formula or
what sneaky way can you come up with to
feather your nest.”

But the message to plannersis often
clear: sure, support whatever products
you think are appropriate, butif the
licensee isnot profitable, it could be your
jobontheline.

“Idon't think you can say that; you
cannot threaten people on that basis,”
Lawler says. "And the other thingis, those
guysshouldbefreetogo.”

Lawler says the economics of the
licensee should be such thatregardless

of the service or the product anindividual
adviser uses, the potential benefit to the
licenseeisthe same.

"The aggregate of alltherevenues that
group can getis going tomakeit a viable
thing.I'll give you an example. We charge
a 25 per cent split onrevenue. The financial
planning market justlaughsat a 25 per cent
split, because they're saying these guys
[other licensees] are going to giveit [licensee
support] to mefor free,

“I'msaying, we can't giveit to youfor free.
Youeither go to those guys, and they won't
actually giveit to youfor 'free', there willbe
something that youhave todoinorder to
get something.

We say we'll charge 25 per cent, we
willlook to get fair compensation for the
services that we provide, but you are free
towrite any product that youwant.” m
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