Consultation Paper 61

Financial Services Authority

Theregulation of stakeholder pensions

Paragraph 5.2 of Consultation Paper 61 refers to publication on the FSA’s website of the full version
of chapters 5 and 6 of the existing conduct of business rules, including the changes to take account of
stakeholder pensions. This text is attached.
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COBS —new and amended dr aft rules Annex D

Records

3.7.1 R Afirm must make and retain an adequate record of each financial
promotion which it has confirmed as complying with the Financial
promotion rules. The record should be retained for a minimum period
of:

(1) 6yearsinthe case of arecord relevant to alife policy or pension
contract or stakeholder pension scheme;

(2) Indefinitely in the case of arecord relevant to a pension transfer
or opt-out;

(3) 3yearsinany other case.

COB 3 ANNEX 4G: GUIDANCE ON POTENTIAL PROBLEM AREAS FOR DIRECT OFFER
FINANCIAL PROMOTIONS

This annex, the table and the notes, form part of COB 3.9.14 G.

AVC Schemes (including FSAVCs) A
1)

PEP transfers B
)

Bond funds (and other funds using instruments which can pose a significant risk to the C
(3) capital value of the fund)

‘Guaranteed’ products D
(4)

With profit bonds E
(5)

Pensions — staggered vesting F
(6)

‘High Income’ products G
(@)

‘Stock market bonds’ H
®)

‘Hybrid bonds’
)
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Personal Pensions and Stakeholder Pension Schemes

(&

(10)

|~

PERSONAL PENSIONS AND STAKEHOLDER PENSION SCHEMES

Firms promoting personal pension schemes through direct offer financial promotions are reminded of
the provisions of COB 5.3.28 R. Further guidance is given in Table 5.3(1).

RECORD KEEPING REQUIREMENTS

4.2.11 R Afirm must make arecord of each terms of business it provides or
customer agreement it enters into, and any amendment made to it, as
soon as the terms of business, customer agreement or amendment
comes into force, and that record must be retained indefinitely in the
case of arecord relevant to a pension transfer or opt out, for a period
of at least six years in the case of arecord relevant to a life policy or
pension contract or stakeholder pension scheme, and for a period of
at least three years in any other case. In each case, the minimum time

period runs from the date on which the customer ceases to be a
customer of the firm.
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511

5.1.2

5.1.3

5.14

5.1.5

Chapter 5: Advising/Selling

Polarisation and Status Disclosure

APPLICATION

G

This section applies to firms which give advice to private customers about packaged
products.

PURPOSE

G

This section gives support to Principles 6 and 7 which require firms to have due regard to
the information needs of their customers and treat them fairly. Where advice is given
about packaged products it is important that a private customer is always clear about
whether a firm, its advisers or representatives, will act solely in his interests or whether the
range of advice it will offer will be constrained by the nature and number of its commercial
relationships. Accordingly, the rules and guidance in this section give effect to the
regulatory policy of polarisation which, in relation only to packaged products, requires a
firm either to act independently for the customer, or, on a tied basis where adviceis
restricted to the range of products available from one particular product provider or from a
collection of product providers which are allied together as a marketing group.

As well as giving effect to the policy of polarisation the rules and guidance in this section

require firms to ensure their polarised status is disclosed to customers in a clear and timely
way.

Polarisation

TIED ADVICE ON BEHALF OF PRODUCT PROVIDERS AND MARKETING GROUPS

R

(1) Afirm which is aproduct provider or a marketing associate
must, subject to paragraph (2) below, ensure that neither it nor
any of its employees or representatives gives advice to a private
customer concerning the sale of a packaged product unless the
product is issued by thefirm itself or by another member of the
marketing group to which thefirm belongs.

(2) Therestriction in paragraph (1) above does not apply to afirm
when it acts as a discretionary portfolio manager.

(3) Afirm which is aproduct provider or a marketing associate must
ensure that neither it nor any of itsemployees or representatives
communicates or approves a direct offer financial promotion for
a packaged product unless the product is issued by itself or by
another member of the marketing group to which the firm
belongs.

The polarisation restriction does not inhibit the sale of a firm’'s packaged products by firms
which do not belong to the firm’'s marketing group where a sale does not involve the
provision of advice to a private customer. Packaged products may be sold by firms outside
the provider's marketing group on an execution-only basis.
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5.1.6

5.1.7

5.1.8

5.1.9

5.1.10

5.1.11

5.1.12

5.1.13

The polarisation restriction applies to advice given to private customers about the
components of an ISA which comprise packaged products.

A firm which is aproduct provider or a marketing group associate
must take reasonable steps to ensure that neither it nor any of its
employees, representatives or introducers say or do, or omit to say or
do, anything which might lead a private customer reasonably to
believe that it is in a position to advise or procure advice on packaged
products other than those of the firm or of other members of the
marketing group to which thefirm belongs.

A firm which is aproduct provider or a marketing group associate
must ensure that its representatives are able to sell each type of
packaged product which the firm produces.

COB 5.1.8 R does not prevent a firm from offering different versions of a product for sale
through different sales channels and does not prohibit differential pricing between those
channels. Representatives should, however, be in a position to sell a least one version of
each type of product in the firm’s product range.

A firm which is aproduct provider or a marketing associate must
ensure that its representatives:

(1) arenotlikely to be influenced by the structure of their
remuneration to give unsuitable advice to a private customer;

(2) do notrefer private customers to an independent intermediary in
circumstances which would amount to the provision of an
indirect benefit which may not be given under COB 5.6 R Table
5.6(1)R, item 18.

A firm which is aproduct provider or marketing associate must take
reasonable steps to ensure that each of their appointed
representatives complies with the requirements contained in COB
5.14-51.10R.

INDEPENDENT ADVICE

G

COB 5.2.3 R requires an independent intermediary firm to ensure that any
recommendation of a designated investment for a customer is suitable. In the case of a
recommendation about packaged products, an independent intermediary must have regard
to the products available from the market as a whole. An independent intermediary must
not recommend a packaged product provided by a firm with whom it is associated unless
such a product is demonstrably the most suitable available in the market place. COB
5.1.13 R gives further support to these rules.

(1) Afirm which is an independent intermediary must, in relation to
advice given about packaged products, act in the best interests
of its customers.
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)

3)

GENERAL

A firm which is an independent intermediary must not enter into
commercial arrangements with other persons which might be
likely to adversely affect its ability to provide advice on
packaged products on an independent basis.

A firm which is an independent intermediary firm, must take
reasonable steps to ensure that any of its appointed
representative firms complies with the requirements of
paragraphs (1) and (2) above.

Disclosure of polarisation status

5.1.14 R Afirm must ensure that private customers are informed on a timely

basis as to whether any advice which they may give on packaged
products will be:

1)
()

3)

independent; or

restricted to the packaged products of one product provider or
marketing group; or

given for the purposes of managing a portfolio with discretion.

DISCLOSURE ON FIRST CONTACT WITH A PRIVATE CUSTOMER

5.1.15 R When contact is first made with a private customer:

1)

@)

3)

Annex A Chapter 5

a product provider or marketing associate must ensure that its
introducers and representatives and those of its appointed
representatives:

(@) state the name of thefirm and identify themselves as an
introducer or representative of the product provider or of
the marketing group to which the firm belongs; and

(b) make clear to the private customer that the firm provides
advice only on the packaged products of the product
provider or of its marketing group;

an independent intermediary must ensure that its financial
advisers and those of its appointed representatives state the
name of the firm and make it clear that thefirm provides
independent advice;

if the first contact with aprivate customeris carried out by
electronic means, afirm must ensure that a message specifying
the firm’s polarisation status is prominently displayed at the
outset of any presentation or series of screens.
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5.1.16 G The message in COB 5.1.15 (3) should be clearly visible and not hidden in some way, for
example within other text, by having print size too small to be easily legible or by including
it in an area which can be bypassed without giving the private customer an opportunity to
read it in full.

DISCLOSURE IN FINANCIAL PROMOTIONS

5117 R (1)

)

5.1.18 G @

)
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A firm which is aproduct provider or marketing associate must
ensure that it does not communicate or approve a financial
promotion for apackaged product to which COB 3.8.8R applies
(afinancial promotion which identifies and promotes a specific
investment) unless it discloses in the communication that the
firm is only able to advise private customers on the packaged
products offered by itself or by such other firms as are members
of the marketing group to which thefirm belongs.

[Paragraph (1) applies also to afinancial promotion which refers
to a particular mortgage (unless the promotion makes it
expressly clear that it relates only to a repayment mortgage)].

In accordance with the approach adopted for financial promotions generally in
section3, promotions which do no more than promote a firm’s image do not need to
disclose its polarised status. But a promotion which, for example, promotes ‘the xyz
with profits pension’ (i.e. a specific packaged product) must include a clear and
sufficiently prominent statement about the firm’s status.

A promotion which simply includes general references such as ‘life assurance’,

‘investments’, ‘savings’ or ‘pensions’ does not need to include a status disclosure
statement.
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5.2

521

522

5.2.3

524

525

5.2.6

5.2.7

Know Your Customer

APPLICATION

R

This section applies to a firm which gives investment advice to a
private customer or acts as an investment manager for any customer.

PURPOSE

G

Principle 9 requires a firm to take reasonable care to ensure the suitability of its investment
advice and discretionary decisions. To comply with this a firm should obtain sufficient
information about its customer to enable it to meet its responsibility to give advice which is
suitable. A firm acting as an investment manager should also ensure that before acting in
the exercise of discretion it has sufficient information about its customer to enable it to act
in a way which is suitable for that customer.

REQUIREMENT TO KNOW YOUR CUSTOMER

R

A firm which gives investment advice to a private customer or acts as
an investment manager for any customer must obtain, before giving
investment advice or exercising discretion, such personal and
financial information about that customer as may reasonably be
considered relevant to the services that the firm is to provide.

A firm which advises a private customer, or exercises discretion for any customer, on a
continuing basis should keep its information about the customer under regular review. A
firm which acts for a customer on an occasional basis should undertake such a review at
the point of the customer most recent instruction.

If a customer declines to provide personal and financial information, a firm should not
proceed to provide those services without promptly advising the customer and confirming
in writing, that the lack of such information is likely adversely to affect the quality of the
services which it can provide.

The specific form of information obtained and enquiries made in satisfying COB 5.2.3 R will
vary depending on the type of customer concerned. Table COB 5.2G provides guidance on
the process of collecting personal and financial information.

RECORD KEEPING

R

A firm must make arecord of a customer’s personal and financial
circumstances, obtained in satisfying COB 5.2.3R, to be retained
indefinitely in the case of arecord relating to a pension transfer or
opt—out, for aminimum period of 6 years in the case of arecord
relevant to alife policy, pension contract or stakeholder pension
scheme, and for a minimum period of 3 years in any other case. In
each case, the minimum time period runs from the point at which the
information required under COB 5.2.3R is obtained.
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Table Guidance on the collection of a customer’s personal and
526G financial information

@)

)

©)

@)

)

@)

1 COBJ5.2.3 R requires a firm to obtain sufficient information about a customer’s personal
and financial situation before giving investment advice or exercising discretion. The rules
do not prescribe the method of obtaining this information. This is left for firms to decide to
enable them to design and use a process suitable to the market place in which they
transact business. This process is usually referred to as factfinding. The document for
collecting customer information is commonly referred to as a ‘factfind’.

For a factfind to be successful it should:

(@) provide an analysis of a customer’s personal and financial circumstances
leading to clear identification of his needs and priorities so that, combined
with attitude to risk, a suitable and affordable designated investment can be
recommended; and

(b) demonstrate that the advice given or discretion exercised was suitable and
affordable at the time it was made; any future review of the advice given or
discretion exercised will concentrate on the factfind document as the record
of the resulting transaction; unless it is recorded, a reviewer will not have
access to subsidiary information which may be the key to explaining why the
advice given or discretion exercised was viewed as suitable;

a factfind can be electronic or paper based and a record of it should be readily
available and accessible at all times;

there is no regulatory requirement to obtain a customer’s signature on a factfind;
when a factfind is to be signed by a customer it should include a prominent warning
advising him to read the factfind in full before signing.

AFFORDABILITY

2  When assessing the affordability of a designated investment:

every item of expenditure need not be recorded separately but a realistic total of
overall expenditure, possibly split between essential and non-essential, should be
ascertained;

known or likely future changes in the pattern of the customer’s income and
expenditure should be taken into account as well as his current financial situation;

although a customer’s ability to afford a designated investment can only be decided
on the merits of each case, if the amount concerned was of a size which absorbed
all, or a substantial part, of a customer’s non-essential income, it might reasonably
be viewed as ‘unaffordable’.

Annex A Chapter 5
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ADVICE SCENARIOS

3 The scope of investment advice can vary widely depending on the situation. Consequently
the degree of factfinding needed will also vary. It is vital to determine at the outset what the
customer is seeking:

@ The overriding need is always to ensure that customers who are being advised:
(@ receive suitable advice; and
(b) know what to expect either a full financial review or advice on a limited area;

2 For example, a customer who approaches a firm for advice in response to a
financial promotion about a particular maxi ISA investing in unit trusts may in fact
require:

(@) advice about ISAs in general or indeed savings in general; in this scenario a
full factfind process would need to be followed but might focus on savings;

(b) advice about which of the firm’s funds is most suitable; this would be the case
where the customer had already concluded that a maxi ISA was the generic
type of contract needed; in this scenario factfinding might be restricted to
matters such as eligibility for a maxi ISA, attitude to risk and need for income
or capital growth, so as to enable fund selection.

4  When a firm is advising on designated investments such as group personal pensions which
might involve many potential customers all at one time, the Principles of suitability and
affordability do not change. The need to undertake a factfind on every employee could be
reduced however by issuing an information pack to all employees containing:

1) a full disclosure financial promotion explaining the scheme;

2 details of any employer contribution, mandatory employee contribution and the
opportunity for voluntary contributions;

3) an indication of the levels of advice available to the employee, for example from the
employer’s adviser (who might be a representative or an independent intermediary)
and the desirability of seeking entirely independent advice (and whether the
employee would have to bear the cost of this); and

4 a reminder to take account of any existing pension arrangements when deciding
what to do.

Those employees still requiring advice after receiving the pack would then be invited to go
through the factfind process a full factfind where a full financial analysis is required or a
focused factfind where advice is needed only on whether to join the scheme.
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where

@

@)

6 When
£50 a

@

@)

EXECUTION-ONLY

5  An execution-only transaction is a transaction carried out on the instruction of the customer

no advice has been provided or judgement made concerning the suitability of a

course of action or designated investment. An execution-only transaction does not require
a factfind. Cases where limited advice is provided cannot be treated as execution-only and
factfinding will be required. The degree of factfinding required will depend on the amount
and extent of advice the customer needs. For example:

if a customer has decided on a course of action without any assistance from the
firm but asks for details of a specific product, or confirmation of a particular feature
or its price before investing, the questions can be answered without the need for a

factfind; but

if a customer, on receiving the answers to questions about a product, then wishes
to know whether the product or features within in it are suitable for his or her
circumstances, a degree of factfinding will be needed; this would not be execution-
only business.

FRIENDLY SOCIETY LIFE POLICIES

recommending a friendly society life policy, the premium of which does not exceed
year or £1 a week, the firm need only :

obtain details of the customer’s (and his dependants’) net income and expenditure;
and

keep a record of the reasons why the recommended transaction is considered to be
suitable for that individual customer.

Annex A Chapter 5
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5.3

5.3.1

5.3.2

5.3.3

5.34

5.3.5

Suitability

APPLICATION

R

This section applies to a firm which makes a specific recommendation
of a designated investment to aprivate customer or acts as a
discretionary investment manager for any customer.

R This section does not apply to afirm in respect of adirect offer
financial promotion.

G Inrespect of COB 5.3.2 R firms are reminded that a direct offer financial promotion must
make it clear that should a customer be in any doubt about the suitability of the agreement
that is the subject of the promotion he should contact the firm or and independent
intermediary if the firm does not offer advice (see COB 3.9.6 R)

PURPOSE

G Principle 9 requires a firm to take reasonable care to ensure the suitability of its investment

advice and discretionary decisions. This section aims to ensure that a firm’s investment
advice and discretionary decisions are based on specific information about the customer,
both obtained by and known to the firm at the time.

REQUIREMENT FOR SUITABILITY

R

(1) Afirm must take reasonable steps to ensure that it does not in
the course of designated investment business:

(@ make any specific recommendation to a private customer of
a designated investment; or

(b) effect a discretionary transaction for any customer;

Unless the recommendation or transaction is suitable for the
customer having regard to the facts disclosed by him and other
relevant facts about the customer of which the firm is, or
reasonably should be, aware.

(2) Afirm which acts as:

(@ anindependentintermediary or a non-discretionary
investment manager who has agreed to maintain a private
customer’s portfolio or account under continuous review
and provide specific recommendations of designated
investments from time to time; or

(b) adiscretionary investment manager for any customer,
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5.3.6

5.3.7

5.3.8

5.3.9

5.3.10

must take reasonable steps to ensure that the customer’s
portfolio or account remains suitable having regard to the facts
disclosed by the customer and other relevant facts about the
customer of which the firmis or reasonably should be aware.

(3) Where, with the agreement of the customer, a firm has pooled
his funds with those of others with a view to taking common
management decisions, the firm must take reasonable steps to
ensure that the transaction is suitable for the fund, having
regard to the stated investment objectives of the fund.

Where afirm is aproduct provider, marketing associate or marketing
group representative and makes a specific recommendation to a
private customer to buy a packaged product, it must take reasonable
steps to ensure that:

(1) therecommended packaged product is the most suitable (taking
account of COB 5.3.8 R) of those available from the marketing
group; and

(2) such arecommendation is not made if there is no suitable
packaged product available from within the marketing group.

In satisfying COB 5.3.6R a product provider, marketing associate or marketing group
representative may refer a private customer to an intermediary provided it does so in
accordance with COB 2.2 (Inducements and Soft Commission).

For the purposes of COB 5.3.6 R (1), apackaged product will not be
more suitable than another only because it is available at a more
favourable price through an alternative distribution channel, or on
special terms offered by the product provider and is not available
through all distribution channels of the firm.

An independent intermediary must not recommend a private customer
to buy :

(1) apackaged product if it is aware of a generally available
packaged product which would better meet the needs and
circumstances of the private customer; or

(2) aconnected packaged product (ie apackaged productissued or
operated by aconnected person)if it is aware of a generally
available non-connected packaged product which could satisfy
the needs and circumstances of the private customer as well as
the connected packaged product (but see COB 5.3.10 R).

R COB5.3.9R (2) does not apply to an investment manager acting as

such.
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5.3.11 G A firm which manages the funds of an occupational pension scheme or a stakeholder
pension scheme should take reasonable steps to ensure the suitability both of specific
transactions and of the investment portfolio under management with regard to the
investment objectives specified in the scheme mandate.

5.3.12 G (@ COB 5.3.18 R contains specific rules applicable to the suitability of broker funds.

2 COB 5.3.19-5.3.27 contain specific rules applicable to the suitability of pension
transfers and opt-outs.

(3) COB 5.3.28 R contains specific rules applicable to the promotion of personal
pension schemes, including GPPs, via direct offer financial promotions.

(4) Table 5.3(1) G contains guidance which is relevant for assessing the suitability of:
(@ pension transfers and opt-outs;
(b) FSAVCs compared to scheme AVCs;
(c) hybrid products;
(d) industrial assurance policies;
(e) personal pension fund withdrawals;
() ISA/PEP transfers;
(g) contracting-out of SERPS.

(h) personal pensions and FSAVCs compared to stakeholder pension schemes

REASON FOR RECOMMENDATION
5.3.13 R Where, on the recommendation of the firm, a private customer either:

(1) Dbuys, sells, surrenders, converts, cancels, or suspends
premiums or contributions, in relation to a packaged product
which is alife policy or stakeholder pension scheme;

(2) elects to make pension fund withdrawals; or

(3) enters into apension transfer or opt-out of an occupational
pension scheme

and none of the exceptions in COB 5.3.17 R applies, the firm must
provide the customer with a suitability letter within the time stipulated
by COB 5.3.16 R.

5.3.14 R The suitability letter in COB 5.3.13 R must:

(1) explain the reasons why the firm considers the transaction to be
suitable for the customer having regard to his personal and
financial circumstances;
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(2) explain all significant consequences and potential
disadvantages of the transaction; and
(3) (a) Inthecase of apersonal pension scheme which is not a
stakeholder pension scheme explain the reasons why the
firm considers the personal pension scheme to be more
suitable than astakeholder pension scheme.

(b) Inthe case of afree standing additional voluntary
contribution where the customer has the alternative of a
stakeholder pension scheme explain the reasons why the
firm considers the recommended contract to be more
suitable than astakeholder pension scheme or an AVC.

(4) besigned by an individual who is nominated for that purpose
and who is authorised by the firm to advise on the type of
product that has been recommended.

5.3.15 G Table 5.2(2) G provides guidance on the construction and content of suitability letters.

5.3.16 R The firm must provide the letter required by COB 5.3.13 R to the
customer:

1)

in the case of a packaged product, where the Cancellation rules
require notification of the right to cancel, no later than the issue
of the post-sale notification of the customer’s right to cancel;

(2) in any other case, when or as soon as possible after the
transaction is effected.
EXCEPTIONS

5.3.17 R COB 5.3.13 Rdoes not apply:

1)

(@)

3)

if the customer is habitually resident in another Member State at
the time of signing the proposal form to which the
recommendation relates; or

if the customer is habitually resident in a State which is not a
Member State and the customer is not in the United Kingdom at
the time of signing the form to which the recommendation
relates; or

following a recommendation for alife policy sold by afriendly
society with a premium not exceeding £50 a year or, if payable
weekly, £1 a week.

[(1) and (2) above are subject to the final decision on territoriality]

SUITABILITY OF BROKER FUNDS

Annex A Chapter 5
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5.3.18 R Afirm acting as abroker fund adviser for a private customer must:

1)

(@)

3)

(4)

Annex A Chapter 5

take account of the characteristics of the broker fund, including
the charging arrangements, in total, when assessing the
suitability of the arrangements;

review on aregular basis the current investment objectives and
strategies relative to those at the time of any previous periodic
report to the customer in accordance with Table COB 8.2(5);

provide the customer with an alternative recommendation where
the broker fund arrangement is no longer suitable; and

Ensure that any significant change in the investment strategy of
the fund, where known to the firm, is notified to the customer in
advance together with confirmation of the fund’s continued
suitability to the customer’s circumstances or an alternative
recommendation.
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SUITABILITY OF PENSION TRANSFERS AND OPT-OUTS

5.3.19 R If arecommendation about a pension transfer or opt-out is to be made
on afirm’s behalf by an individual who is not one of its pension
transfer specialists, the firm must already have established
procedures for checking:

1)
(@)

(3)

the individual’s compliance with the firm’s procedures;

(where applicable) the correctness of the application of the
transfer value analysis system; and

the merits of the proposed transaction and the suitability of the
recommendation;

and any such recommendation must be assessed by one of thefirm’s
designated pension transfer specialists to ensure the procedures
have been followed.

5320 R (1)

(@)

3)

A firm must ensure that a transfer value analysis is carried out in
accordance with COB 6.11.76 — 6.11.82 (projections) before it
makes any recommendation to a customer to transfer out of a
defined benefits occupational pension scheme.

A copy of the analysis must be delivered with the key features
document or otherwise be with the customer before he signs the
application to transfer.

The firm must take reasonable steps to ensure the customer
understands the content and meaning of the analysis, drawing
attention to factors which do and do not support the
recommendation to transfer.

53.21 R Afirm must provide a projection of the possible future benefits of the
proposed individual pension contract before it makes any
recommendation to a customer to opt out of, or transfer from, an
occupational pension scheme.

1)

)

Annex A Chapter 5

The format and nature of the benefits given in the projection
must, so far as is possible, be the same as those which apply
under the occupational scheme of which the customer is, or is
eligible to become, a member.

Where it is not possible for the benefits shown in the projection

to replicate those of the occupational pension scheme, an
explanation must be given.
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(3) If the customer has expressed an interest in changing the
structure of his eventual benefits, an additional projection may
also be prepared on that basis.

5.3.22 R A suitability letter relating to a recommendation to opt out or transfer
from an occupational pension scheme must include:

(1) thedisadvantages as well as the advantages of opting out or
transferring; and

(2) inthe case of an opt-out, a financial analysis explaining the
decision to opt out.

5.3.23 R Where an opt-out or transfer from an occupational scheme is arranged
for a customer on an execution-only basis, the firm must make and
retain a clear and reliable record to demonstrate that no investment
advice was supplied to the customer and that the customer accepts
that none was received.

5.3.24 R Where, contrary to the advice of the firm, a customer instructs the firm
to arrange an opt-out or transfer, the firm must:

(1) make and retain a clear and reliable record of the firm’s advice
that the customer should not proceed to opt-out or transfer and
the customer’s instructions to proceed with the transaction; and

(2) provide afurther confirmation and explanation, in writing, to the
customer that the firm’s advice is that the customer should not
proceed to opt out or transfer.

5.3.25 G The ‘clear and reliable record” required by COB 5.3.23 R and 5.3.24 R will not be achieved
by using standard forms merely ticked or signed by the customer. Instead, a letter in the
customer’s own handwriting should be obtained wherever possible.

5.3.26 R Every six months, afirm must notify the FSA, in writing, of the number
of opt-out and transfer transactions it has handled during the previous
six moths; and it must also supply, at quarterly intervals, details if,
during the preceding quarter:

(1) The number of execution-only opt-outs or transfers arranged
exceeded 1% of all its opt-outs or transfers arranges during the
quarter; or

(2) Thenumber of opt-outs or transfers arranged against its own
advice exceeded 1% of all its opt-outs or transfers arranged
during the quarter; or

(3) The number of opt-outs or transfers arranged on a
correspondence-only basis exceeded 1% of all its opt-outs or
transfers arranged during the quarter.
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5.3.27 R A firm must:

(1) keep separate records by customer name of every opt-out and
transfer arranged, whether advised or not; and

(2) retain the records required by this section indefinitely.

5.3.28 R Afirm that intends to promote a personal pension scheme by means
of direct offer financial promotions to a group of consumers must
establish that the personal pension scheme is more suitable than a
stakeholder pension scheme for the majority of those consumers and
ensure that this greater suitability is adequately evidenced.

Table SUITABILITY GUIDANCE

5.3(1)G

PENSION TRANSFERS AND OPT-OUTS

1. When advising a customer who is, or is eligible to be, an active member of a defined
benefit occupational pension scheme, whether he should opt out or transfer, a firm should:

@) start by assuming it will not be suitable; and

(b) Only then consider it to be suitable if it can clearly demonstrate on the evidence
available at the time that it is in the customer’s best interests.

2. When the firm is recommending a customer to transfer or opt out of an occupational
pension scheme, the suitability letter should include:

@) a clear explanation why transferring or opting-out is more suitable than remaining in
the occupational scheme;

(b) a request for the customer to contact the firm immediately should clarification or
further information be needed or if the letter does not match the customer’s
understanding of why the transfer or opt-out has been recommended;

(c) a statement to the effect that the firm has relied on information supplied by the
customer and the occupational scheme;

(d) particularly with opt-outs there should be an arithmetic analysis setting out the
financial implications of leaving the scheme;

OPT-OUTS
3 When advising on an opt-out from an occupational pension scheme, a firm should:
@ identify all the rights and benefits available to the customer under the occupational
pension scheme and carefully consider the effect of replacing them with the very

different benefits of a personal pension; the following factors should be taken into
account relating to the occupational scheme:
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spouse’s, dependants’ and children’s pensions;
early retirement provision, including retirement in ill-health;

revaluation rates both in deferment and payment, and whether they are
guaranteed or discretionary (and if discretionary, whether likely to continue);
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(b)

(c)

(@)

ancillary benefits (eg tax-free cash or lump-sum death benefits);
transfer club arrangements where applicable;

the customer’s contribution/the employer’s contribution;
benefits on leaving service;

whether or not eligibility for other benefits, such as permanent health insurance,
is dependent on being a member of the occupational scheme;

the financial security of the occupational scheme, by reference (for example) to
the last actuarial statement issued under the Disclosure of Information
Regulations or the most recent trustees’ report and accounts;

take into account the following additional factors:
whether or not the employer would contribute to the personal pension;

the charging structure of the personal pension and its impact on transfer values
in the early years;

subjective factors relating to the customer’s personal circumstances such as;

- future career plans and earning prospects (including any reasonable
likelihood of career progression making better occupational terms
available) and intended retirement date;

- attitude towards earnings-related compared with money-purchase
benefits;

- attitude to financial risk and security;

- apossible wish to make pension arrangements separate from employment
(eg because the customer is on a short-term non-renewable employment
contract or does not expect to stay in his current employment for more
than a short period);

- any value the customer attaches to personal control;

- the customer’s cash needs;

where the customer is about to change, or has just changed, employment, consider
the issues in (2) and (3) in relation to any scheme of the new employer for which the
customer is eligible now, or will become eligible in the near future;

where the customer is an active or prospective member of a money-purchase
occupational scheme, follow (1) to (3), to the extent that the factors listed are
relevant to such schemes taking particular account of differences in costs and
charges.
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TRANSFERS

4 a) Advising a customer on the suitability of transferring deferred benefits from a
defined benefit occupational pension scheme requires detailed consideration of the
ceding scheme compared to the individual pension contract to which the transfer
would take place. A process will be needed which should include procedures:

for gathering ceding scheme information as detailed in (b);
to assess the customer’s attitude to risk and security; this is relevant not merely
to the choice of contract or fund, but also (and more fundamentally) to the initial

choice between an occupational pension scheme and an individual pension
contract;

to ascertain the customer’s career aspirations and desired retirement age and
to consider what a realistic retirement age would be, having regard to the size

of the transfer value and the extent to which it can be converted into a stream of
income before state pension age;

to ascertain whether the customer’s new employer (if any) has arrangements to
accept transferred benefits as if so a further analysis may be necessary;

enabling the adviser to look at other pension options, if available;
for carrying out a transfer value analysis;

for enabling the customer to receive sufficient, clear information to make an
informed investment decision (see (3)).

b) The following information as a minimum will be needed from the ceding scheme in
respect of the customer:

spouse’s, dependants’ and children’s pensions;
early retirement provision, including retirement in ill-health;
transfer value quotation detailing:
- guarantee period,;
- pre and post April 1988 Guaranteed Minimum Pension/Excesses;
- revaluation rates in deferment and payment and whether they are
guaranteed or discretionary and if discretionary whether they are likely to

continue and how far they are reflected in the transfer value;

- tax-free cash arrangements;
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lump-sum death benefits;

transfer club arrangements, if applicable;
relevant earnings;

period of service;

scheme details (eg benefits, bridging pensions, guarantee periods, position
pre/post normal retirement date, history of discretionary increases);

whether members’ benefits have been equalised for service from 17 May 1990;
ill-health benefits;

a consideration of the scheme’s financial position and whether the transfer
value has been reduced because the scheme is underfunded.

c) Relevant items of information about the customer include:
the different risks of personal pensions and defined benefit pension schemes;
the impact of fluctuations in annuity rates on the size of the eventual pension;
the impact of protected rights on the planned retirement date;
any changes to the tax-free lump-sum;
any reduction in immediate death benefits;

the transfer value analysis including an indication of the rate of growth needed
to ensure the investor is no worse off as a result of any transfer;

the position and interests of the customer’s spouse and dependants.

d) (a) - (c) also apply to prospective money-purchase benefits transfers where
appropriate; and additional information concerning the customer should be
considered, including:

the possibility of incurring early transfer penalties and new front-end charges;
how the transfer affects the investment risk;
how the effects of charges and expenses differ between the schemes;

changes to the tax-free cash;

any reduction in immediate death benefits.
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FSAVC/AVC

1. A particular feature of the FSAVC market is that a potential investor in an FSAVC will
always have the option of the in-house AVC alternative, so this option should always be
taken into account in assessing suitability.

2. Both independent intermediaries and representatives can be expected to undertake a
comparison between an FSAVC and the in-house AVC alternative. The factors which may
be relevant in making this comparison include:

@ the differences in charges and expense deductions

(b) the benefits available under the in-house AVC scheme, for example, employer’s
matched contributions, or contributions to an in-house scheme which might attract
added years’ service (which may be of particular benefit in a defined benefits
scheme);

(c) the degree of portability on changing jobs or becoming self-employed;
(d) fund choice

(e tax treatment of contributions

Hybrid Products

1. A ‘hybrid product’ is a product which results from combining a package of products to
create one recommended solution. An example is a ‘back to back’ contract which takes a
lump sum investment and splits it into two amounts; one part is used to provide income
through the purchase of a temporary annuity and the other part is invested in a unit trust or
life insurance bond so that by the end of the annuity term the growth may produce the
return of the original lump sum invested.

2. The Principles of suitability and best investment advice apply to all elements of a hybrid
product:

@ independent intermediaries need to scrutinise ready-made packages from a single
product provider to make sure that each element is competitive and that a better
solution is not available by combining elements from different providers;

(b) simplicity or administrative convenience is not sufficient reason for using one
provider for all elements.

Industrial Assurance Policies

Whenever an industrial assurance policy is recommended to a customer and a comparable
policy (which is not an industrial assurance policy) is available which is at least as suitable,
the suitability letter should explain clearly the reasons why the industrial assurance policy
is being recommended.
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Personal Pension fund withdrawals
When a firm is advising a customer about personal pension fund withdrawals:

@ the customer’s personal and financial circumstances should be considered carefully
in particular:

the customer’s investment objectives, need for tax-free cash and state of
health;

current and future income requirements, existing pension assets and the
relative importance of the plan, given the customer’s financial circumstances;

the customer’s attitude to risk, ensuring that any discrepancy between his
attitude to risk relating to pension fund withdrawals and that in relation to other
investments is clearly explained;

b) the suitability letter should explain:
the purpose of the contract for the customer;

the relative importance of the contract, given the customer’s financial
circumstances;

the customer’s attitude to risk; and
the risk factors involved in entering into a pension fund withdrawal , which are;
- taking withdrawals may erode the capital value of the fund, especially if
investment returns are poor and a high level of income is taken; this could
result in a lower income when the annuity is eventually purchased;
- the investment returns may be less than those shown in the illustrations;

- annuity rates may be at a worse level when annuity purchase takes place;

- When maximum withdrawals are to be taken, high income withdrawals
may not be sustainable during the deferral period.

PEP transfers

When a firm is advising a customer on whether to transfer existing PEP holdings, the
standard Principles of know your customer and suitability apply and all the advantages and
disadvantages of transferring should be considered. In particular the following information
(which is not exhaustive) should be considered and provided to the customer usually as
part of the suitability letter before the transfer takes place.

@ exit charges and any other costs associated with the transfer;

(b) initial start-up charges;
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(c) transaction details(ie are holdings liquidated or transferred intact, as permitted by
the terms and conditions);

(d) possibility (and likely effects) of shortfall, following cancellation;

(e) potential for loss of income or growth, following a rise in markets, while the PEP
transfer remains pending.

Contracting out of SERPS

When a firm is advising a customer on whether to contract out of SERPS in favour of an
appropriate personal pension or contracted out money-purchase scheme (‘COMP’):

@ advisers should have a clear understanding of:

the range of pivotal ages outside which it will generally be in the best interests
of customers to remain in SERPS;

the level of earnings below which it may not be in a new customer’s interests to
contract out;

the minimum length of time for which a customer may benefit from being
contracted out;

(b) factors to be taken into account include:
customer’s age and sex;
state pension age for females (where different from males);
customer’s level and stability of earnings and tax position;

customer’s career prospects (including the likely period for remaining
contracted-out);

customer’s existing pension provision or opportunity to participate in an
occupational pension scheme;

potential loss of rights compared to SERPS benefits;

terms of the personal pension or contracted out money-purchase scheme with
particular reference to the level of charges;

customer’s attitude to risk.

(c) The suitability letter should clearly explain any risks in contracting out.
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Personal Pensions and FSAVCs compared to Stakeholder
Pension Schemes

Q) A particular feature of the personal pension scheme market is that a potential
investor in a personal pension scheme will always have the option of a stakeholder
pension scheme and may find that equally suitable for his or her needs.

(2) Both independent intermediaries and representatives will need to undertake the
comparison between personal pensions schemes and stakeholder pension
schemes and as required by COB [5.3.14(3)]R explain in the suitability letter why, if
they have recommended a personal pension scheme, it is considered more
suitable.

(3) There are some circumstances where a potential investor in an FSAVC will have
the option of a stakeholder pension scheme, in addition to the option of an in-house
AVC.

(4) Both independent intermediaries and representatives will need to undertake a
comparison between the three options and explain in the suitability letter why, if
they have recommended an FSAVC, it is considered more suitable than both a
stakeholder pension scheme and the in-house AVC.

(5) Where a representative without access to a stakeholder pension scheme makes a
comparison with a stakeholder pension scheme, the comparison may be with a
stakeholder pension scheme on the minimum product standards unless the
representative is or ought to be aware that the customer has access to a
stakeholder pension scheme on more advantageous terms.

(6) This guidance applies equally to recommendations for individual and group
personal pensions, even though the latter may, in accordance with Requlation 22 of
the Stakeholder Pension Scheme Requlations 2000, exempt an employer from
having to designate a stakeholder pension scheme for his employees.

@) Firms are reminded that key features documents for personal pension schemes
should signpost the availability of stakeholder pension schemes, as set out in COB

6.5.12 (5) G.

(8) Firms promoting a personal pension scheme (including a GPP) to the employees of
a particular employer through direct offer financial promotions are reminded of the
provisions of COB 5.3.28 R. Accordingly, firms should satisfy themselves that the
personal pension scheme is more suitable than a stakeholder pension scheme for
the majority of employees to whom the personal pension scheme is being
promoted, and that this is adequately evidenced. Similar considerations should
apply to promotions issued to comparable groups of consumers, such as groups of
self-employed people.
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Table Guidance on constructing Suitability letters

5.3(2)G

COB 5.3.13 R requires a written explanation of a recommendation relating to a product to

be provided to a customer. This is commonly referred to as ‘the suitability letter’ although it

does not necessarily need to take the form of a letter, for example it might form part of:

@ a financial report to the customer (provided that it is prominent); or

(b) a factfind document (a copy of the whole factfind or just the recommendation
section could be given to the customer; if a copy of the factfind or the
recommendation section is sent, the copy should be of sufficient quality to be
clearly legible.).

2. A suitability letter, to be successful, should explain simply and clearly why the
recommendation is viewed as suitable having regard to the customer’s;

@ personal and financial circumstances;

(b) needs and priorities identified through the factfinding process;

(c) attitude to risk in the area of need to which the recommendation relates.
WHEN IS A SUITABILITY LETTER NEEDED

3. COB5.3.14 R sets out the occasions when a suitability letter is required; accordingly the
rule does not apply in the case of:

1. a recommendation to increase a regular premium to an existing contract (a
recommendation to commence regular premiums in addition to an existing single
premium contract does require a letter);

2. a recommendation to make further purchases under an existing fund within a
scheme;
3. a recommendation to invest additional single premiums in an existing single

premium life policy,

but a letter is needed in all cases in which pension transfers or opt-outs are recommended
and it is good practice in general to issue suitability letters whenever advice is provided.
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STYLE AND PRESENTATION

4. The style and presentation of a suitability letter is left for firms to decide so that they can
design a document which works best for the market in which they transact business.
Factors which will benefit the suitability letter are;

@ personalisation - the more personalised the suitability letter, the more effective it is
likely to be;

(b) simplicity and plain English - when technical terms need to be incorporated, they
should be explained if the customer is unlikely to understand their meaning;

(c) brevity and conciseness using clear messages - lengthy explanations in extensive
letters are likely to reduce the effectiveness of the letter with customers disinclined
to read it properly.

5. Ideally each suitability letter will be different, reflecting the approach of the adviser, the
customer’s profile, subjects discussed and the considerations on which the advice was
based. Some firms may wish to introduce a degree of standardisation to suitability letter
production to aid quality control. When using a standardised approach the firm should take
the following into account:

@ standard paragraphs are best limited to the description of the most common needs
and the products which will satisfy those needs;

(b) the firm should clearly link the customer’s own needs, priorities and attitude to risk
to the product recommended rather than just setting out stock motives that may
apply to all customers;

(c) tick box, pre-printed forms should rarely be used, and when they are it should only
be in the simplest and most straightforward advice situations.

6. Where a product provider supplies a computer-based system for the production of
suitability letters to an independent intermediary, it should:

@ cover all product types and providers and not steer the intermediary towards the
provider that supplied the system;

(b) Make clear that responsibility for suitability letter production rests with the
independent intermediary;

(c) Ensure the supply of the system does not infringe the rules on inducements.
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CONTENT
7. A firm should take the following into account when constructing a suitability letter:

@ the letter should explain why the customer’s needs, priorities, attitude to risk and
financial situation all combine to make the recommended product suitable and
affordable for the customer; it should not merely act as a ‘reason what' letter by
explaining only what product is being recommended with no link to the customers
personal circumstances;

(b) other needs discussed during the factfind process which the customer does not
wish to consider do not need to be included in the suitability letter (although they
should be recorded in the factfind); they should be included if they assist in
demonstrating why the product recommended is believed suitable;

(c) alternative products which were recommended but rejected by the customer should
be mentioned;

(d) only options, available under a contract, which have been recommended, whether
accepted or rejected, need be mentioned in the letter;

(e) independent intermediaries should include (the list is not exhaustive) why a
particular product provider has been recommended; reasons may include product
features not available elsewhere, price, service levels, performance track record,
investment prospects, medical evidence terms, reputation and financial strength.

SIGNING

8. Each suitability letter should be signed by someone nominated by the firm to advise on the
type of product which is being recommended. Ideally this will be the adviser who gave the
particular advice but if not both the signatory and the adviser should accept responsibility
for the letter and the recommendation.

TIMING OF ISSUE

9. Suitability letters should be issued to customers at the time that the recommendation is
made or as soon as possible afterwards, to allow as much time as possible for the
customer to consider the recommendation before any cancellation period ends. In any
event the letter should be issued no later than the issue of the cancellation notice or, in
situations where no cancellation notice will be issued, for example in the case of personal
pension income withdrawals, before the transaction is put into effect.
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5.4 Customers Understanding of Risk

APPLICATION
541 R This section applies to a firm which:

(1) makes a specific investment recommendation to a private
customer;

(2) acts as adiscretionary investment manager for a customer;
(3) arranges or executes a deal with or for a private customer; or

(4) engages in astock lending activity with or for aprivate
customer.

PURPOSE

5.4.2 G Principle 6 requires a firm to pay due regard to the interests of its customers and treat them
fairly. Principle 7 requires a firm to pay due regard to the information needs of its
customers and communicate information in a way that is fair and not misleading. Principle
9 requires a firm to take reasonable care to ensure the suitability of its advice and
discretionary decisions. This section supports these requirements by requiring firms to
take reasonable steps to ensure that private customers understand the nature of the
particular risks inherent in certain transactions.

543 CUSTOMERS’ UNDERSTANDING

R Where any of the services listed in column 1 of COB Table 5.4(1), are
provided to or for a private customer in respect of the designated
investments listed in column 2 afirm must take reasonable steps to
enable the customer to understand the nature of the risks involved.

COBS Table 5.4(1)

1 Services

2 Investments

Making a specific investment
recommendation, or acting as
discretionary manager

Any designated investment

Arranging or executing
transactions

Warrants, derivatives or penny
shares

Stock lending activity

Any designated investment
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54.4

54.5

5.4.6

5.4.7

MINIMUM REQUIREMENTS

To conform to COB 5.4.3 R a firm should, as a minimum, provide its customer with relevant
information specified in COB 5.4.6 Rto COB 5.3.14 R.

A firm may comply with an obligation to provide its customer with a particular risk warning
by including it in a customer agreement or providing it separately. Where the firm provides
it separately, it should make clear the services or investments to which the risk warnings
relate.

TRANSACTIONS IN A CONTINGENT LIABILITY INVESTMENT

Before providing a private customer any service listed in column 1 of
COB Table 5.4(1), in respect of a contingent liability investment, the
firm must take reasonable steps to ensure that the customer is fully
aware:

(1) of the circumstances in which thecustomer may be required to
provide any margin;

(2) ofthe formin which the margin may be provided,;

(3) of the steps the firm may be entitled to take if the customer fails
to provide margin which may be required;

(4) that the customer ‘s failure to provide margin might lead to the
firm closing out the customer’s position; the circumstances in
which the firm will have the right to do this and that the firm will,
in any event if margin is not provided, be required to close out
the position after a period of fivebusiness days; and

(5) of the circumstances, other than failure to provide margin, which
may lead to the firm closing out the customer’s position without
prior reference to him.

WARRANTS OR DERIVATIVES

Before providing to a private customer any service listed in column 1
of COB Table 5.4(1), in respect of awarrant or aderivative, afirm
must:

(1) provide its customer with the warrants and derivatives risk
warning at COB 5.4 Annex 1R;

(2) ask its customer to sign and return a copy of the warrants and
derivatives risk warning; and

(3) give its customer areasonable opportunity to read and consider
the risk warning.
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5.4.8 R The warrants and derivatives risk warning need not be sent in relation
to the realisation of awarrant that is already held by the customer, or
of awarrant attached to another security.

549 R Afirm need not seek to obtain a signed copy of the warrants and
derivatives risk warning:

(1) from an indirect customer, where thefirm has sent the risk
warning to the customer’s agent and has received confirmation
from the agent that the indirect customer has signed a copy of
the risk warning; or

(2) from a private customer who is ordinarily resident outside the
United Kingdom, if the firm can demonstrate that the private
customer did not wish to receive it or to sign it.

INVESTMENTS WHICH ARE NOT READILY REALISABLE

5.4.10 R Before making a specific recommendation to a private customer to
buy adesignated investment which is not a readily realisable
investment, the firm must:

(1) Warn the customer that there is a restricted market for such
investments, and that it may therefore be difficult to deal in any
such investment or to obtain reliable information about its value;
and

(2) Disclose any known position which the firm or any of its
associates holds in the investment or in arelated investment.

PENNY SHARES

5.4.11 R Before providing to a private customer any service listed in column 1
of COB Table 5.4(1), in relation to penny shares, a firm must provide
the risk warnings required by COB 3.9.15 R (financial promotion).

SECURITIES WHICH MAY BE SUBJECT TO STABILISATION

5.4.12 R Afirm must not, in the exercise of discretion, arrange or execute a
deal with or for aprivate customer, or make a specific
recommendation to a private customer to deal, in securities which
may be subject to stabilisation unless:

(1) thefirmis satisfied on reasonable grounds that at the time of the
relevant deal or recommendation, those investments were not
the subject of stabilisation and had not recently been the subject
of stabilisation; or

(2) thefirm takes adequate steps to enable the customer to
understand the nature of the risks involved.

Annex A Chapter 5 Page 33



(3) Forthe purposes of (2) “adequate steps” means, unless the firm
has reasonable grounds for believing that an oral explanation is
sufficient, that:

(@ thefirm has sent, or knows that another firm has, sent to the
customer before the relevant deal or recommendation, a
notice substantially in the form set out in COB 5 Annex 2E;
and

(b) before or at the same time it makes a recommendation, the
firm warns the customer that the recommendation relates to
securities which may be subject to stabilisation, and
reminds him of the notice referred to at (b).

5.4.13 G The notice referred to in COB 5.4.12 (3)(a) R may be included in the customer agreement.

STOCK LENDING ACTIVITY

5.4.14 R Before afirm undertakes a stock lending activity with or for aprivate
customer, it must notify him:

(1) that this may affect his taxation position and that he should
consult his tax adviser before proceeding; and

(2) oftheconsequences to him of the stock lending activity,

including how it may impact on his rights as holder of the
investments.
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COB 5 ANNEX 1 R — WARRANTS AND DERIVATIVES RISK WARNING NOTICE

This notice is provided to you, as a private customer, in compliance with the rules of the
Financial Services Authority (FSA). Private customers are afforded greater protection under
these rules than other customers are and you should ensure that your firm tells you what
these are. This notice cannot disclose all the risks and other significant aspects of
warrants* and/or derivative* products such as futures*, options*, and contracts for
differences* (* delete as appropriate). You should not deal in derivatives unless you
understand the nature of the contract you are entering into and the extent of your exposure
to risk. You should also be satisfied that the contract is suitable for you in the light of your
circumstances and financial position. Certain strategies, such as a ‘spread’ position or a
‘straddle’, may be as risky as a simple ‘long’ or ‘short’ position.

Whilst derivative instruments can be utilised for the management of investment risk, some
investments are unsuitable for many investors. Different instruments involve different levels
of exposure to risk and in deciding whether to trade in such instruments you should be
aware of the following points. (Include or delete as appropriate)

1. Warrants

A warrant is a right to subscribe for shares, debentures, loan stock or government
securities and is exercisable against the original issuer of the securities. Warrants
often involve a high degree of gearing, so that a relatively small movement in the
price of the underlying security results in a disproportionately large movement,
unfavourable or favourable, in the price of the warrant. The prices of warrants can
therefore be volatile.

You should not buy a warrant unless you are prepared to sustain a total loss of the
money you have invested plus any commission or other transaction charges.

Some other instruments are also called warrants but are actually options (for
example, a right to acquire securities which is exercisable against someone other
than the original issuer of the securities, often called a ‘covered warrant’).

2.  Off-exchange warrant transactions

Transactions in off-exchange warrants may involve greater risk than dealing in
exchange traded warrants because there is no exchange market through which to
liquidate your position, to assess the value of the warrant or the exposure to risk. Bid
and offer prices need not be quoted, and even where they are, they will be
established by dealers in these instruments and consequently it may be difficult to
establish what is a fair price.

Your firm must make it clear to you if you are entering into an off-exchange
transaction and advise you of any risks involved.
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3. Futures

Transactions in futures involve the obligation to make, or to take, delivery of the
underlying asset of the contract at a future date, or in some cases to settle the
position with cash. They carry a high degree of risk. The ‘gearing’ or ‘leverage’ often
obtainable in futures trading means that a small deposit or down payment can lead to
large losses as well as gains. It also means that a relatively small movement can lead
to a proportionately much larger movement in the value of your investment, and this
can work against you as well as for you. Futures transactions have a contingent
liability, and you should be aware of the implications of this, in particular the margining
requirements, which are set out in paragraph (8) below.

4.  Options

There are many different types of options with different characteristics subject to the
following conditions.

Buying options:

Buying options involves less risk than selling options because, if the price of the
underlying asset moves against you, you can simply allow the option to lapse. The
maximum loss is limited to the premium, plus any commission or other transaction
charges. However, if you buy a call option on a futures contract and you later exercise
the option, you will acquire the future. This will expose you to the risks described
under ‘futures’ and ‘contingent liability transactions’.

Writing options

If you write an option, the risk involved is considerably greater than buying options.
You may be liable for margin to maintain your position and a loss may be sustained
well in excess of the premium received. By writing an option, you accept a legal
obligation to purchase or sell the underlying asset if the option is exercised against
you, however far the market price has moved away from the exercise price. If you
already own the underlying asset which you have contracted to sell (known as
‘covered call options’) the risk is reduced. If you do not own the underlying asset
(known as ‘uncovered call options’) the risk can be unlimited. Only experienced
persons should contemplate writing uncovered options, and then only after securing
full details of the applicable conditions and potential risk exposure.

Traditional options:

Certain London Stock Exchange firms under special exchange rules write a particular
type of option called a ‘traditional option’. These may involve greater risk than other
options. Two way prices are not usually quoted and there is no exchange market on
which to close out an open position or to effect an equal and opposite transaction to
reverse an open position. It may be difficult to assess its value or for the seller of such
an option to manage his exposure to risk.
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Certain options markets operate on a margined basis, under which buyers do not pay
the full premium on their option at the time they purchase it. In this situation you may
subsequently be called upon to pay margin on the option up to the level of your
premium. If you fail to do so as required, your position may be closed or liquidated in
the same way as a futures position.

5. Contracts for differences

Futures and options contracts can also be referred to as a contract for differences.
These can be options and futures on the FTSE 100 index or any other index, as well
as currency and interest rate swaps. However, unlike other futures and options, these
contracts can only be settled in cash. Investing in a contract for differences carries the
same risks as investing in a future or an option and you should be aware of these as
set out in paragraphs (3) and (4) respectively. Transactions in contracts for
differences may also have a contingent liability and you should be aware of the
implications of this a set out in paragraph (X) below.

6. Off exchange transactions

It may not always be apparent whether or not a particular derivative is effected on
exchange or in an off exchange derivative transaction. Your firm must make it clear to
you if you are entering into an off exchange derivative transaction.

While some off-exchange markets are highly liquid, transactions in off-exchange or
‘non transferable’ derivatives may involve greater risk than investing in on-exchange
derivatives because there is no exchange market on which to close out an open
position. It may be impossible to liquidate an existing position, to assess the value of
the position arising from an off-exchange transaction or to assess the exposure to
risk. Bid and offer prices need not be quoted, and, even where they are, they will be
established by dealers in these instruments and consequently it may be difficult to
establish what is a fair price.

7.  Foreign markets

Foreign markets will involve different risks from the UK markets. In some cases the
risks will be greater. On request, your firm must provide an explanation of the relevant
risks and protections (if any) which will operate in any foreign markets, including the
extent to which he will accept liability for any default of a foreign firm through whom

he deals. The potential for profit or loss from transactions on foreign markets or in
foreign denominated contracts will be affected by fluctuations in foreign exchange
rates.

8.  Contingent liability transactions

Contingent 