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Culture, Supervision and Enforcement in Bank Regulation

The primary interest of this subject it that asffiglance these issues appear to have nothing
to do with each other. However, this is becausglgeoand especially lawyers - tend to look
at the world with Austinian eyes, in that they dinorms using a binary distinction of
“laws” and “not-laws”. In this oversimplified worldsupervision is the inspection of
compliance with “laws”, and enforcement is triggerenly by breach of “law”. Since
“culture” is by definition a “non-law”, supervisioand enforcement can have nothing to do
with it.

This world-view is to some extent embedded withigamisations. A good working definition
of culture within an organisation would be “the beioural constraint which exists beyond
formal rules”. If a bank employee does somethingctvitontravenes a directly applicable
formal rule, he will probably be noticed by the snpsor (since supervision can be defined
as the job of noticing such things), and if thippens he will almost certainly find himself
the subject of enforcement action by the regul@@onversely, a breach of the "culture" of an
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institution by definition cannot be made the subjet formal enforcement action in the
absence of formal rules.

There are two aspects of this distinction whichram¥e complex than they first appear. One
involves an element of time-inconsistency. One wflpoking at culture is that it is the art of
arranging a firm so that it does not do today thhich will be prohibited and prosecuted
tomorrow. A firm cannot know what exactly will begsecuted tomorrow. However it can
know the sorts of things which are done today,woich would, if the regulator knew that
they were being done today, attract immediate agengthe “immediate” in this test is
important - mores change over time, as do accqptatdices. However the fact that changing
mores cannot be easily anticipated is not the sasngaying that that attitudes to currently
unprohibited activities cannot be anticipated).

Rules and culture

The starting point here is that the casual assemghiat there is a clear distinction between
“rules” and "culture" is highly misleading. In mamgspects this is a reflection of the
discussion which bedevils so much of jurisprudemeehat it is a form of the discussion
“what is law”, or, more accurately, "when do infahmorms become formal rules?". This is
of interest to lawyers, but can be irrelevant iagpice. If a particular employee of a particular
institution is firmly of the view that if he does Ke will be sacked, it matters not a jot
whether X is prohibited by formal law or informalresensus within the bank. The issue here
is akin to the debate as to whether the rulesefdbtball league are “law” within the formal
definition of a legal system. This is of interestjrists, but irrelevant to footballers. If what
you seek to change is the behaviour of groups oplee formal “law” is simply one tool (and
not usually a particularly effective tool) to ackeethat aim.

The one area where this debate is, however, ofiderble importance is when viewed from
the perspective of the enforcer himself. From tkeespective of banks and other financial
market participants it has never been more trueldva is not what the rulebook says, but
what the policeman does. However, when this is @ggred by the policeman himself, the
answer to the question as to what he should do déffeult one to answer. Financial
regulatory authorities, like other public auth@®j think of themselves a bound by Hartian
secondary rules — they should only enforce thossmsowhich have been through a process
of endorsement by the legislator which resultdhgirtbeing regarded as “law”. This position
has the merit of being in accordance with law sjinudence, and the traditions of individual
freedom and constrained authority which form theidaf English Law. However, the
consequence for those authorities of the adoptidhi® position has been sustained criticism
over an extended period of time for having a “biekihg” approach to their regulatory
briefs; enforcing minor rules related to technigaérformance of functions without
considering the “bigger picture” of the overall dmet of the industry as a whole. Few
authorities accept that this criticism is entir¢lgtified, but even fewer assert that it is
entirely unjustified. Thus, in the same way thanhks find themselves under pressure to
enhance the non-legal norms within their orgarosati regulators find themselves under
pressure to find ways of enforcing those non-legains.

At this point we set foot into jurisprudence. Anoemous amount of academic effort has
gone into answering the question “what is law?d #re most familiar manifestation if this is
to be found in the question of whether there is eegl difference between “law” and
regulation”. Classical (Austinian) jurisprudengeecates on the basis that law is simply that
which the system designates as such — thus a lanaw if it is enacted by a lawmaking

{Document ID Value}-v0.2 -2- 908911



body, and if it is not it is not. This yields a foal distinction between law and regulation
which is accurate but useless — law is that whicihnade by legislatures, regulation is that
which is made by regulators. However the real issube law versus regulation debate is as
to whether regulation is somehow different in kirmin law — is somehow “less” than law. In
some respects this is clearly true — law appliepdople generally; regulation generally
applies to a subset of any population, and whdesass intended to produce equity between
parties, regulation is intended to place the reagdiperson at the service of (i.e. in an inferior
position to) others. Finally, the sanctions whichynibe imposed in respect of a breach of a
regulation are likely to be prosecuted by a differauthority in front of a different tribunal
with a different (and lesser) range of penaltiesnfithose which would be imposed in respect
of a breach of the ordinary law of the land.

If regulation is "less" than law, then it seemasfortiori that culture is less even than
regulation. We shall examine this conclusion.

Consider a hypothetical bank. As a hypothetical leyge of that hypothetical bank, how
shall we order our conduct? The first point is tthe majority of our concerns are in fact
driven by the law of the land. The regulatory syst®ipplies glosses to the basic dictates of
law — don't lie, don’t cheat, don’'t steal — but wéey these laws not because we are
employees of a regulated institution, but becauseareg citizens of the state. Over and above
the law of the land is the regulatory system. Téseace of bank regulation is the idea of the
protected, regulated monopoly. In the same way hiastate seeks to prevent people from
holding themselves out as doctors or lawyers urtlesg are properly qualified, it does the
same with Banks. This sort of arrangement has ssiclaquid-pro-quo character to it —
participants are collectively given a monopoly betly state power, and in exchange they
agree to be subject to rules over and above thetseus in the ordinary law. Thus — at its
simplest — a banker who sells a financial prodocttretail customer is required to do a
number of things — determine that the product itable for the buyer, give full disclosure,
provide follow-up information — which would not bequired from a salesman selling a
second-hand car. These standards are set owt nedhlatory system, which can be viewed
as applying a set of standards which are not agdgkcto the world as a whole, and
compliance with which is the price of being peretttto participate in the protected
monopoly.

This would seem to support the idea that regulas@omehow “less” than the law. However
the issue with which we are currently concernedasthe classification of obligations, but
the effect on behaviour of the existence of thobdéigations. The reason that this is
significant is that inherent in the argument tregulation is “less” than law is the idea that it
therefore has a lesser impact on conduct — thailpeall be more careful to obey legal than
regulatory sanctions. If this were true, it woulketassarily also follow that culture would be
"less" again, since it stands even lower in theanahy of norms than regulation. Using this
formal approach, we could conclude that culturdhisrefore irrelevant to a rules-based
approach to behavioural modification.

Consider a football cup-final match. The players playing according to the rules of the
Football Association. Everyone in the ground tgha same time, subject to the laws of the
land. Let us say that the rules of the footbalba&gion prohibit a particular type of tackle,

which at common law would not constitute the ofernd assault. If a policeman present at
the match sees a tackle of this kind on the fie&will not run onto the pitch and arrest the
player concerned — however, the referee will aveapenalty which may well lose the match
for the team to which the tackling player belong&ne of the things that we can be
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reasonably certain of is that, from the point @wiof the player at the time of the tackle, the
rules of the Football Association will occupy a rhuarger slice of his attention than the
criminal law. Playing football is what he is thecedo, it is the sole aim of his career (and
possibly of his life to date), and his successtbevise in that aim will determine his future.
In his mind, although the rules of the FA may bes¥” than the law of the land, they are in
practice the primary (and possibly the sole) deteamt of his behaviour. If we flex our
example slightly, and imagine that instead of &l&gvhich contravenes the rules of the FA
but complies with the law of the land, the footbalperforms a tackle which contravenes
both the rules of the FA and the laws of the landthe mind of the footballer, the only
material consideration is likely to be the factttha has contravened the rules of the FA and
possibly given away a penalty.

What follows from this is that it is not possibtedetermine the impact of rules on behaviour
by examining the formal nature of the rules thewesl What matters in any given
circumstance is the classical calculation whicpliag to all prohibitions, both legal and non-
legal (we can call these “norms”). This the detecesalgorithm, usually expressed as a% x
b% x c, where a% is the likelihood of the bread¢hth® norm being noticed, b% the
likelihood of that breach being sanctioned, c & plotential severity of the resulting sanction.
The product of these three is the extent to whigtemson is likely to be deterred from a
breach of the particular norm. The nature of themwhich is being breached is simply not
relevant to the analysis.

It may be argued that this is an oversimplificatimnthat it matters who does the noticing - if
an external person notes that an individual hastraeened an internal norm, no
consequences will follow from that. However, thésnot in fact correct. Culture not only
gives rise to internal expectations (that is, exqgans of co-workers and management) but
also external expectations (that is, expectatidrdients, customers and the general public) .
Consider, for example, a large oil exploration camp There will be a long list of regulators
with formal statutory powers over it. There wilsalbe a long list of non-statutory entities
with a significant interest in what it is doing ersider Greenpeace as an example of the
latter. Greenpeace is in no way a formal regulatds determinations have no legal force,
and breach of its determinations formally leadsntolegal consequences. However, it is
clearly true as a matter of fact that organisatiointhis kind can, if not placated, have a very
significant commercial impact on the activitiestbé firms with which they are concerned,
and exactly the same calculation — likelihood gkobon, likelihood of a campaign of action
and the economic consequences of that campaignst-lmeuapproached in broadly the same
way that the expectations of a formally constitutegulator would be.

The point of all this is that an employee of a bgekerally will not regard himself as subject
to a number of different levels of rules arrangedaiformal hierarchy, but to a series of
norms whose origin is likely to be largely irrelet@o the extent to which he regards them as
binding. This collection of norms is made up of thw of the land, the provisions of the
relevant regulator, and the informal codes and @ecebehaviours which prevail in the
institution in which he works. These last are dieaot formal legislative codes. However, in
the same way that the football player in the cuplfiis likely to be significantly more
interested in the rules of the FA than the Crimihadtice Acts, in practice the bank employee
is likely to be significantly more interested in aths expected of him by the informal code of
the institution in which he operates than in eitlagr or regulation as it technically applies to
him.
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When considering such codes, however, we have tonstder the operation of the
deterrence algorithm. The first two elements areb@bly the same as for any other
estimation, but it is the third — the extent of thetential enforcement action — which is
interesting in this context. There are a numbemwals in which institutions respond to
breaches of the internal code of behaviour, butnohthese are likely to involve formal
sanction (modern employment law pretty much enstnes dismissal for breach of an
informal internal code of expectations is impossibithout the payment of very substantial
compensation). However, it is equally clear thas ih not a useful paradigm - in real life,
employees do not spend any very significant amotitiheir working time debating the risk
of dismissal. The aim of employees is generallyogaition and reward within the
institutional structure of their firm of choice. this context “sanction” is most likely to mean
promotion withheld, a bonus less than that of coipigraries, or even simple fall in esteem
within the organisation. These “sanctions” soundaat trivial compared with those which
are available to regulators or civil authoritiesowever, in many respects they are the
equivalent of conceding the penalty in the cupifinaerms of their ability to motivate and
ensure compliance.

Culture and Principles

It is impossible in a discussion of this kind notdonsider the usefulness or otherwise of
“principles based regulation”. This may at firsagte seem surprising. Principles based
regulation itself has fallen into bad odour in tpest-crisis environment, with many
regulators pointing to the UK FSAs “product recalif its former focus on principles as
evidence that principles based regulation was siragdolite name for light touch - which in
turn was merely a polite name for inadequate - |egigun.

This is, however, oversimplistic. It is true thaetFCA was unusual amongst its international
comparators in articulating a set of principles tas basis of its regulatory approach.
However, as Julia Black has pointed*piitis important not to confuse a formal adheretace
published principles with the activity of princigbased regulation. On examination, most
regulatory systems will be found, to one degrearmther, to be based on a principles rather
than a purely literalistic approach to rules endonent. As Black says, the question of
whether a regime is a principles based regime isedn independent of the presence of
formal principles in the written rulebook. If thei@gstion is rephrased as one as to whether the
regulator can be said to operate on the basis adftiithble principles which underlie its
formal rules, then most if not all regulators wowldim to be principles-based using this
definition.

What, then, do we mean by principles based regmatnd how do we identify it? It is
important to emphasise at this point that pring@pleased regulation does not mean a
regulatory requirement to have principles. Prirespbased regulation has been described as
an outcomes-based approach, where the regulatoifispeghe outcome to be achieved and
leaves it to the firm concerned to achieve thatiiregl outcome

This raises the question as to why, if regulategard these principles as being rules, they do
not all formally incorporate the into their ruledis. The answer to this is that even for those
regulators who do incorporate principles in theilerbooks, those principles are not really

! The Rise and Fall of Principles Based Regulation, LSE law, society and economy working paper 170201
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“rules”. The problem, of course, is that rules laistlevel of generality do not pass the
Hart/Raz test of being law at all, for the samesogathat “be good” would not constitute an
effective criminal statute. Thus, for example th€AFprinciple that firms should “treat
customers fairly” is not, as it stands, a rule. H@A has given a great deal of guidance as to
what this principle means in certain specific ditmas, and firms have been fined for
breaches of that guidance. However, although thendb justification of the sanction is
breach of the principle, in practice it is the gunde, not the principle, which constitutes the
rule.

This example illustrates the difficulty of complginwith principles. It is easy for
commentators to say that it should be clear todiwhether their activities amount to treating
customers fairly or not. The problem, howeverhet there is no single common standard for
what is “fair”, and treatment which may be accegigane customer as fair may be regarded
by another as grossly exploitative. It is gengrédl this reason that when firms are exposed
to regulatory sanctions, the justification for thanction is by reference to breaches of
identifiable specific rules rather than of prinegplalone.

The conclusion from this seems to be that prinsigderform much the same functions for
regulators that culture forms for firms - a statatr@f a specific set of aspirations which exist
alongside, but in some senses above, the speualés which explicitly govern day to day
interactions. It might, indeed, be not unfair toschébe principles as a statement of the
regulators’ culture, in the sense of an articutatb the outcomes which the rules should seek
to achieve. However, it is quite clear that reguistthemselves would not accept this - or
rather, would not agree that this was the only psepof the principles. Principles, they
would say, should be goals for the regulated a$ agelhe regulator, and if the regulated are
not seeking to deliver outcomes which satisfy thagples of the regulator then they are
delinquent in their duty.

We can consider the obligation to deliver outcocmapatible with the underlying principles
as a separate regulatory obligation which is distirom the obligation to comply with the
specific rules set out in the rule books. Considere this basis, then the issue becomes one
of how firms are to achieve this aim. One way akiong at the problem would be to say that
the firm has one tool - compliance - to ensure tledidiled rules are adhered to, and another -
culture - to ensure that principles are taken axtoount in the way in which the business is
conducted. A critic might say that a structureho$ kind has ceased to constitute principles-
based regulation, and become two separate formsgodation - principles based and rule-
based - which are applied interchangeable to tgelased firm according to which gets the
best regulatory outcome. This is almost certaiokyect.

Conduct and outcomes

One of the worst problems with discussions of cahdiigenerally a lack of specificity — that
is, the idea that conduct — and indeed people -beasimply and easily divided into "good"
and "bad". The most extreme manifestation of this lse seen in those accounts of the 2007-
8 financial crash which argue, in effect, that #hogho structured sub-prime mortgage
securitisations must have been dishonest becauseydars later, people who worked in an
entirely different part of a different bank wereogecuted for manipulating LIBOR. It is
clearly true that a successful regulatory actioairzg} any institution on the basis of dishonest
conduct within that institution will have a detrintal impact on the perception of the
institution as a whole, and by implication of &bse who work for it. However, outside the
media, perception is not reality, and the fact g@hething has gone badly wrong within a
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part of an organisation tells us nothing usefuludtibe way in which other parts of the same
institution are managed. It is clearly true thadtituitions have cultures, but this is probably
not what is meant here.

It is helpful in this regard to examine what "bauilture looks like. In the FCA/PRA report
on the failure of HBOS, probably the most speci@cof the UK bank failures during the
crisis, a great deal of the blame of the failisrdéaid at the door of the culture within the
institution. The (devastating) finding was that E&Thneffectiveness of HBOS'’s risk
management framework was a consequence of a culitnen the firm that prioritised
growth aspirations over the consideration of rldBOS’s weak risk culture was evident at
all levels of the firm, with the Board-approved dmapis on growth setting the tone for the
rest of the organisation.”

This is important for a number of reasons. Ondné it rings true — the underestimation of
risk in pursuit of gain is a universal elementloé human conditions, and although it is true
that management structures within firms should bestructed primarily to rein in this
tendency, it is not at all surprising that they ao¢ invariably successful in this regard.

The second point, however, is that when we desthiseculture as being defective, we are
not thereby passing a value-judgement of any fasrtoahe extent to which what was done
was "evil" or "wrong". The individuals concernedghi be accused of putting their own
interests before those of others — for exampleyraer to gain short-term bonuses whilst
leaving the payers of those bonuses (the sharaisplaxposed to long term risks. However,
what is notable about the report is the extent hackvthis does not appear to have been the
case. The foundation of HBOS's underrecognitiomisk appears to have been an entirely
understandable ambition on the part of its senianagers to grow their business, win market
share and demonstrate to others the superioritiyemiselves and their organisation. The idea
that there is no reason to worry because, whewldlyeof reckoning comes, “I will be gone,
you will be gone” is entirely absent from thesalfimgs. What this demonstrates is, inter alia,
the almost complete separation between “morallpahle” and “harmful” in this context. A
culture can be so harmful as to be toxic, botthé&odntity and to the wider economy, without
any individual within it doing anything, or holdingny view, which should attract moral
obloquy.

When we consider the HBOS example and ask theiqnésthat should have been done"?,

it is quite clear that the response should have beereate an atmosphere within which there
was greater concern with risk, and less with apgaztemmercial success. It is also entirely
clear that this is something which, in order toefective, should permeate the organisation
from the top down.

However, when we consider what role regulation miggwve played in the development of
such a culture, we do not come to any particuladgful conclusion. As regards corporate
governance, there is nothing easier than presgipinocedures, and regulators have created
mountains of paper doing this. However, as is naéar in the HBOS report, the corporate
governance procedures within HBOS were, on papegllent — indeed the "three lines of
defence" model operated by HBOS was, on paperaat,l@ sophisticated and effective
process. The problems lay less in the processeésmane in the approaches maintained by
those participating in those processes.
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It is fair to say, in conclusion, that superviso®w acknowledge that merely looking at
formal processes is not, of itself, a particulaatiective way of monitoring management, and
seek to watch the process in action rather thaelgnexamining the processes in isolation.

Enforcement policy

The primary question to be addressed here is whettfercement per se has any role at all to
play as a policy instrument in driving cultural olge. In principle, the answer would seem to
be that it does not. Enforcement policy, by deiimt is focused on actual breaches of the
existing rules. To the extent that the objectivale those focussed on culture are to drive
improvements which go beyond the existing rules, ttho might appear to be at complete
Cross-purposes.

Enforcement decisions are the basis of any remtdainteraction with the regulated
community. Brutally, a regulator needs to be bawvto be capable of effective, targeted
action having a significant impact on the recipibatore it will be effective in imposing its
requirements on the regulated community. It istna¢ that enforcement is regulation, but it
is true that without enforcement regulation is regjulation.

This takes us to the question of how the decissocpinmence enforcement action is taken. It
is not the case that any regulator will automalycabmmence enforcement proceeding
wherever there has been a demonstrable breacle olikbs. All enforcement decisions are
made using a two-stage process. The first stagelvies an assessment of the evidence
collected by the enforcement authority and n assess of the likelihood of succeeding in
enforcement proceedings. If this is not likely,rthibe proceedings are abandoned. However,
even if there is enough evidence to secure a ssitt@gitcome, there is a further assessment
to be made as to whether bringing enforcement matidhe particular case is in line with the
public policy objectives of the regulator.

There are a large number of policy issues whiclegulator may consider in bringing
enforcement action. However one of the cleareghat the enforcement action itself is
intended to have an impact not only on the persmaged in the activity but also on others.
This objective is neatly summarised in the FCA®adment guide

“The FCA will aim to change the behaviour of thegm® who is the subject of its
action, to deter future non-compliance by othesseliminate any financial gain or
benefit from non-compliance, and where appropritteemedy the harm caused by
the non-compliance.” [FCA Enforcement Guide 2.2(4).

This makes clear that enforcement action is nopliraimed at the person on the receiving
end of that action. This is made even clearer gligarther on

The FCA does not have a set of enforcement prgrithat are distinct from the
priorities of the FCA as a whole. Rather, the F@AsTiously uses the enforcement
tool to deliver its overall strategic prioritieshd areas and issues which the FCA as
an organisation regards as priorities at any pdaictime are therefore key in
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determining at a strategic level how enforcemenbuece should be allocated. FCA
priorities will influence the use of resourcestsmsupervisory work and as such, make
it more likely that the FCA will identify possiblereaches in these priority areas.
Further, should evidence emerge of potential bresctinese areas are more likely to
be supported by enforcement action than non-pyiargas.

[Guide 2.6]
This does make clear that enforcement is a commatiarctool.

Enforcement authorities can clearly bring enforcehaetions in respect of breaches of rules.
However, there are two problems with using enforeinaction per se to affect behaviour
outside the rules. The first is that behavioubisdefinition, a matter of human conduct. Put
simply, a firm cannot have a behaviour — it is otilg individuals who compose that firm
who can behave. However, in general the regulatgsyem applies to regulated entities, and
the regulated entity in these cases is the firnt,the individuals. This is, of course, an
oversimplification, in that regulators have jurisitbhn over the individuals who comprise the
firm. However this jurisdiction is limited by thadt that it tends to arise only where the firm
itself has breached rules. The issues with bringimfigrcement actions against individuals are
well-known- where the individual is clearly culpalihen action is straightforward, but where
the individual is a manager or employee, in genen&brcement is only likely to be practical
where actual wrongdoing can be shown on the pattaifperson. Actual wrongdoing in this
case can be inferred from inaction — for exampl&ilare to establish system to address a
known problem, or a failure to act on informaticeceived which might have indicated
breaches of the rules — or from active encouragenfeanother person to breach rules.

All of this may be regarded as a long-winded waysaying that regulatory enforcement
cannot lie for breach of non-regulatory rules. Hearethe world is a more complicated place
than that, and it is interesting to consider amgxa of a situation - the UK PPI mis-selling
case - where a regulator succeeded in doing exthetty

The facts of the PPI situation are contentious evew, but a short summary might run
roughly as follows. It is common practice amongaths of all descriptions to provide their
customers with a mixture of credit and services, idiis generally found upon inspection that
the profit in the relationship comes through theeiof the services - indeed, in corporate
relationships it is by no means unusual to finchiogariced at below the cost to the bank of
the financing concerned, such loans being provatethis basis in order that the relationship
arising from the provision of the loan may be sded the sale of other services. This
approach was deployed by UK retail banks as reghedsetail lending market in the UK, in
the retail market, with apparently underpriced bameing offered in association with
apparently overpriced insurance. There was notpargcularly difficult to understand about
the insurance being offered, there was no douttth®pricing of the insurance was clear
and transparent, in that the price to be aid wearbt disclosed, and it was common ground
that the sales concerned were in accordance wathules governing sales of insurance which
were in force at the time. However, the financedns on which the insurance was sold
yielded an extraordinarily high profit to the pemnsgelling it - inPlevin v Paragon Finance?,
Lord Sumption held that the mere economic termthefcontract alone (a commission equal

2[2014] UKSC 61

{Document ID Value}-v0.2 -9- 908911



to 71% of the sale price was paid) madget se unfair, although he indicated without
deciding that the disclosure of this fact mightéaured the unfairness.

The position, in a nutshell was therefore thatabcomes for most PPI customers were held
to have been unfair, although no actual rule hawhiroken in the course of their sale .

Pausing here for a second, it may be noted thabd gart of the problem in practice seems
to have arisen from the fact that the regulatiansosinding the sale of insurance products of
this type at the relevant time were based on tleumaption that the investor had a
responsibility to look after his own interests, angarticular, when he was clearly informed
what he was getting and what price he was payimgtfahat the responsibility for the
decision would then become his own. The variousmentaries on the incident seem to
agree that any thinking customer should have bédnta see immediately that what was
being offered was substantially overpriced, andaalgh it was suggested that in some cases
buyers of the product were either coerced or deckimto buying it, this was not the case
with the majority of buyefs This fact pattern raises some very difficult Bssdor regulators
as to what their role in such cases is actuallyesed to be and, in particular, what level (if
any) of responsibility for their own decisions shibuetail customers be expected to take.
That’s having been said, it is not in dispute tha2010 a very large number of these policies
had been sold; many distributors and banks had bagrficantly enriched thereby; and
many customers had suffered detriment.

The starting-point for the PPI discussions wasaitterity of the UK Financial Ombudsman.
Now the operations of Ombudsmen are an interegdtuggration of the limits of conventional
analysis of the distinction between law and moyalin Ombudsman is generally established
in respect of a particular industry, and existsediew complaints made by customers of the
firms in that industry. However Ombudsmen are naiges, and are not constrained to
operate within the law. In the UK, for example,whs decided in R (Heather Moor v
Edgecombe) v FOShat an ombudsman may reach a decision in a chsd ws at variance
with the ordinary common law, and indeed with dltlee other materials which relate to the
situation, provided that he is satisfied that tbecome is fair and reasonable.

In summary, the approach of the Ombudsman to PRp@onants was to say that all sales of
PPI should be presumed to be unfair unless thutish concerned could prove that, at the

point of sale, full disclosure had been made ofcthramission or profit levels, the sale would

be treated as being unfair and the ombudsman wanadldr compensation to be paid. The

banks - who had in general made no such discldsecause there was at the time no rule
requiring it - were understandably unhappy by @pproach, and appealed to the courts to
hold that what was being done should be stopped.

It is interesting to consider the number of diffgrlayers of "laws" which were present in this
case.

- At the lowest level are the specific rules of F@A relating to the sale of the products. It is
common ground that these were not breached atrapy t

¥ Although the Competition Commission report (Markesestigation into Payment Protection Insurance,
29 January 2009) into the PPl market concludedttieae were very significant impediments to custame
comparing different PPI policies, to some extentédly attributable to the behaviour of the sellgir&PlI.

4[2008] EWCA Civ 642
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- next, there was guidance given by the FCA to@mebudsman (in the form of an "open
letter”). This was the document which specifiedHer obligations on banks selling PPI
products which went beyond those set out in the F@és. These were adopted by the FOS,
to the extent that it began to award compensatgainat banks in a large number of cases
where the banks themselves, having consideredittreisn, had determined (correctly) that
there had been no breach of the rules

- finally, we have the FCA "principles for businé$¥ior to the case, it would have been
agreed by all parties that (a) these principlesiegppgo all of the activities of the firms
concerned, (b) breach of them would have constitatéreach of rules in respect of which
FCA could have taken enforcement action, but (epbhn of principles did not give rise to a
civil law right of action in damages vested in tustomer (or any third party).

The upshot of the decision is interesting. In dfféwe reasoning of the court was that (a) an
obligation could be derived from the principlesiethwas not set out in the rules (in this
case, an obligation to communicate more detail Wed required in the rules), (b) it was
therefore open to the ombudsman to regard failwreomply with such obligation as unfair
and, (c) it was therefore proper for the ombudsr@mmequire the bank concerned to
compensate the customer for a breach of that dlaigadespite the fact that the effect of this
decision was in practice to treat the bank as lifall been subject to a regulatory obligation
which did not exist (and had not been suggestetfjeatime when the activity concerned was
engaged in.

This outcome can be summarised as a successfuiptt®y the regulator to impose a very
significant economic penalty on the banking industr respect of conduct which, at its
simplest, was fully compliant with the formal rulas they existed at the time when the
conduct was engaged in.

This example usefully brings together a numberhef pioints set out above. First, there was
no wrongdoing, in the sense of moral turpitude. Sehwho sold PPI insurance knew that it
was overpriced, but they justified it as being swidaccordance with the rules, as being
clearly described to customers, and as being ogiti@m the sense that no investor was ever -
in theory - obliged to buy it). However, it is higharguable that those involved would
probably have admitted, if pressed, that viewetatation the economics of the individual
transactions would be likely to be perceived byemxdl observers as an extremely
unattractive business, and not something whichragylator would have been able to defend
in public as a legitimate business practice. Irepothiords, the practice was something which
the regulators could reasonably have expectedahksbconcerned to have thought carefully
about in the context of their reputations generdtlys really this - the notion of looking at
business which is legal (or at least not illegalfl @asking whether there could be long-term
detriments to the organisation as a whole arising @ doing that business - which
constitutes a good culture in this regard. As tiid Pase illustrates, the mere fact that
something is legal is a useful starting point, thetre is a further level of consideration which
should be applied to any decision before it is aahed that it is something which can safely
be done without risk of subsequent challenge. Findlillustrates that regulators can, given
sufficient will, find ways directly to enforce behaural norms which are not to be found in
the rule book.
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