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FAILURE OF FINANCIAL INSTITUTIONS

& STRUCTURED PRODUCTS

We have received a number of queries
from our IFA clients about the effects on
their Pl Insurance arrangements of the
insolvency of product providers and/or
the financial institutions that provide the
backing for investments, particularly in
relation to structured products, and the
freezing of certain investment funds.
This technical bulletin aims to cover
the main PIl issues arising from these
problem areas; however, where your
clients’ investments are exposed to the
risks of financial failure, we strongly
recommend that you speak to us about
your specific problems in order that we
may agree a strategy for you.

BACKGROUND

Starting with the collapse of the Icelandic
banks and Lehman Brothers in 2008, there
have been a series of high profile failures
of a number of financial institutions, which
have directlyimpacted upontheinvestments
of IFA clients. It is not the purpose of this
technical bulletin to examine the detail in
regard to each of those financial failures;
that is well documented elsewhere.

..... claims by investors
against IFA’s will be
assessed by the FSA

and FOS in regard to all
investment losses triggered
by “financial failure”.

However, the effect of those failures on the
Professional Indemnity Insurance market
for IFA's has been considerable:

® Claims and potential claims made by
investors against IFA's for unsuitable
advice;

® The requirement by insurers at policy
renewal for detailed information about
investments in products where there

has been financial failure of the product
provider or the underlying security, or
where the investor cannot get at his
money through freezing of the assets;

® The imposition by insurers at policy
renewal of  wide-ranging policy
exclusions for any claims that arise
directly or indirectly from “financial
failure” of financial institutions;

® [ncreases in Pll premiums for IFA’'s by a
number of insurers.

The FSA produced a report in October
2009 of the findings of a Thematic Review
in relation to advice given to customers to
invest in structured investment products
backed by Lehman Brothers between
November 2007 and the bankruptcy of
Lehmans in September 2008. In the report
the FSA sets out the standards against
which it has assessed firms in relation to
suitability of advice on structured products
both a) before the Lehman collapse and b)
after it.

The document is therefore a clear indication
as to how claims by investors against IFA’'s
will be assessed by the FSA and FOS in
regard to all investment losses triggered by
“financial failure”.

We strongly recommend that all our
IFA clients should read the FSA report
as soon as possible, if you have not
already done so.

The FSAreviewed 157 files across 11 firms
under its Thematic Review, and concluded
that 73 cases involved unsuitable advice
and 36 cases were unclear as to suitability.
The key reasons for unsuitability of advice
were as follows:

® The recommendation failed to meet
the customer’s needs and financial
circumstances;

e The recommended product exposed

the customer to an inappropriate level
of risk;

® The recommendation failed to meet the
customer’s tax needs.

It is also interesting to note that, although
the FSA says that it did not assess cases
as unsuitable for risk disclosure failings
alone, there was “widespread failure by
firms to adequately disclose counterparty
risk to customers in suitability reports.”
Consequently, the FSA expects firms to
follow higher standards of product due

..... potential losses
suffered as a result of
“financial failure” have
created a risk of claims
for compensation against

diligence and risk disclosure post Lehman.
Inthe course of 2010, the FSAwill undertake
follow-up assessments to ensure that firms
are meeting its advice standards.

The FSA has also issued an “advice
suitability assessment template” to be
used by firms when considering complaints
by its customers in relation to the sale of
structured products.

We also strongly recommend that all
our IFA clients who have sold structured
products should study the template and
accompanying guidance issued by the
FSA.

THE PIl POSITION: NOTIFYING
POTENTIAL CLAIMS

The actual and potential losses suffered as
a result of “financial failure” have created
a risk of claims for compensation against
IFA’s by the aggrieved investors. Indeed,
such claims have been made already.

As with all claims or potential claims
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that could involve an indemnity under
your Pl Insurance, you need to notify
such matters to your insurers (via your
broker) as soon as possible, in order to
protect your position under the policy.

There is an argument that all investments
in products that have been the victims of
“financial failure” should be notified to
currentinsurers as potential claims; indeed,
this is an opinion held by certain lawyers.
However, we generally take the view that
there has to be more than just financial
failure to trigger a potential claim under

..... the more problematic
the product, the greater
the risk of unsuitable
advice.....

the IFA's PI policy: there either has to be
a complaint by the investor or, at the very
least, some evidence from the files that
there has been unsuitable advice (as there
was, for example, in the cases reviewed by
the FSAin the report mentioned above). Of
course, the more problematic the product,
the greater the risk of unsuitable advice
and, therefore, the more likely it is that
there will be potential claims to notify under
the policy.

In order to ascertain if there has been
unsuitability of advice, you need
urgently to review your adviser files
in relation to the sale of the affected
products, using the FSA “advice
suitability assessment template” to help
you reach a conclusion.

The decision as to whether or not a specific
circumstance is notifiable as a potential
claim will also depend on the wording of
the claims notification conditions in your
current policy. For example, some insurers
will require notification of any circumstance
that “may give rise to a claim”; others will not

accept notification unless the circumstance
is “likely to give rise to a claim.” There are
many other variations on the theme.

You need to discuss the individual
circumstances with us in every case in
order to determine whether or not you
should notify the failure of particular
investments as a potential claim. You
should have that discussion with us
as soon as possible please, as late
notification of potential claims can
prejudice your position under the
policy.

THE PIil POSITION: MATERIAL
FACTS DISCLOSURE AND
RENEWAL STRATEGY

Given the possibility of claims being made
against IFA’s for financial loss suffered by
your clients, you have to disclose to insurers
at renewal as material facts all investments
made on behalf of clients in products where
there has been financial failure of the
product provider or the underlying security,
as well as those products where there has
been a freezing of the assets of the fund
(e.g. Arch Cru). Insurers will usually require
the completion of a specific spreadsheet,
which is designed to elicit this information.

If there is a significant exposure to
the risk of claims from investors in
products where there has been financial
failure, this will increase Pl insurers’
risk, and they will almost certainly take
underwriting action from renewal. This
could be one or more of the following:

e Arefusal to renew the policy;

e The imposition of an increased premium
and/or policy excess from renewal;

e The imposition of a full “insolvency”
exclusion on the policy from renewal
(note: not all insurers are doing this);

® The exclusion of claims arising from the
known product failures as disclosed on

your spreadsheet (most insurers will do
this).

It is vital for you to review the renewal
terms with your broker, together with
any other quotations/terms obtained
elsewhere, to decide on your best
course of action, which may include:

® To renew with your existing insurers;

e To move to another insurer who is
prepared to offer you a better scope of
policy protection;

e To notify formally to your current insurer
potential claims that may arise from the
failure of the investments listed in the
spreadsheet, if you have not already
done so (see above).

What you must not do is fail to disclose
the exposures to your insurers under
the spreadsheet. If you do this, you will
endanger the whole protection provided
by your Pl insurers during the forthcoming
period of insurance, not just in relation to
the products in question.

For further information contact:

Disclosure & Renewal Strategy

Jonathan Leese

Direct Dial: 0161 237 7721
Fax: 0870 855 6441
Email: jonl@m-f-l.co.uk

Claim Notification

Colin Bradley

Direct Dial: 0161 237 7722
Fax: 0870 855 6441

Email: colinb@m-f-l.co.uk
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