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1) Introduction

This report examines United Kingdom (UK) responses to the 2008 financial crisis through changes in the financial regulatory structure in Britain. And to what extent which post crisis reforms have help stabilising the financial system in different banking institutions. The impact of post 2008 Crisis reform on HSBC bank business model and their level of compliance/non-compliance were uncovered at the end of the report.


[bookmark: _Hlk131887288]Brief History of Financial Crisis 2007-2008

Some years ago, The subprime mortgage calamity unfolding in 2007, the spring global financial crisis, many people lost their home, job and banks-run around the world. To prevent global depression, many governments resulted to save failed banks through bail-out with public money and the need to bail out banks consider "too big to fail" compelled the government to think about the financial regulatory framework. The British banking bail-out instance was carefully followed by the rest of Europe and the U.S. According to Scott James, UK regulators functioned as international pacesetters during 2007/08 financial crisis (James and Quaglia, 2020).

[bookmark: _Hlk133870253]1.1) UK Post-2007 Financial-Crisis Regulations and   Reform

In order to defend the economy and taxpayers from similar cases repeat in future, UK government introduced new financial regulations and reform. The following are the UK post 2007 reform and regulations.
The Banking (Special Provisions) Act 2008   came to effect on the 21 February 2008 so that UK government can nationalised high-street banks under emergency circumstances. The failing bank Northern Rock was nationalised under this Act after bail out by Bank of England. This Act mitigates bank run(UK.gov,23AD).

Capital Requirement Directive /liquidity requirements for banks.  This rules mandate UK based banks that operating in the Britain, to purchase government bonds and to diversify their assets less than they have in the recent past. The plan mandate banking company to set up liquidity buffers scaled in accordance with the quality of a bank liquidity risk management. The rules also mandate a certain turnover rate of liquid assets through sales and repurchases. The bank liquidity buffer should be made up of various mixture of eligible assets of high-quality government bonds (Bank of England, 2023).

Tougher Stress Tests, this is an approach used by banks to measure the resilience of bank to hypothetical adverse scenarios such as high unemployment, failing in house price severe recession The UK was among the first EU member countries to mandate their financial institutions to conduct stress tests to see whether the institutions’ capitalisation would be enough to support solvency and some level of continued lending at the same time. The scenario proposed by FSA in a late 2008 stress test for 2009-2011 was based on estimated financial institution level of capital at a reasonable macroeconomic stress of 7.0% decline in the country GDP and 12.5 percent increase of unemployment level, or a 50percent fall in mortgage price.  Financial Service Authority layout its new scenario test for 2010-2012 on March 2010, which is tougher than the former stress test. The new stress testing unemployment peaking scenarios was set at 13.3% in 2012, plus decline GDP at 2.3% and housing prices of 23%. The purpose of the tests was to assess the solvency of the financial services institutions in term of capital requirement. Financial Services Authority purpose of testing was evaluating financial institution capital requirement. (Bankofengland,2023). 


RESOLUTION -Act 2009
Resolution -Act 2009 empower Bank of England to deal with failing financial institutions accordingly. The Act set out the objective the bank must follow when it conducts the resolution. The authority must carefully enforce powers without additional damage to the financial system and wider economy. This power used to support failing bank’s critical functions to continue functioning as the remain part of the bank’s business restructured to viability or shot down (Legislation.gov.uk, 2009). Example of this action was the recent taken over of SVB UK brand by HSBC to protect UK banks from US SVB bank financial failure. Act 2009 reduces the unfair competitive advantage of large banks that investors consider ‘too big to fail’ and remove entry and exit barriers in banking sector. Act 2009 mitigate the financial system, depositors’ risk and public finances risk that could arise due to a bank failure. By ensuring losses fall on a failed bank’s investors, the resolution has lessened both the risk of bank failures and the future impact when they do occur (Bank of England's, 2017).

Bail- In

Bail-In is system use to stabilising a failing institution internally instead of taxpayer funds. It involves shareholder of failing institution losing their share and creditors claims reduced or cancelled. The debt is shared by the creditors that made mistake not customers. The bubble-and-bust cycle cannot be eradicated completely by policy and legislation, but this regulation effectively protects consumers and taxpayers against the mistakes made by financial institutions (UK.gov, 23AD).


COMPENSATION SCHEME ACT 2013
A Deposit Guarantee Scheme (DGS) is a scheme set up to protect deposits if a bank or other credit institution fails. The UK Financial Services Compensation Scheme (FSCS) protects eligible depositors up to a maximum of £85,000 per depositor in current accounts, savings accounts, cash ISAs (held with a deposit taker) or savings bonds. Also, customer has deposits in more than one account under a single brand, or various accounts under many brands owned by a single bank, its only protected up to a total of £85,000 across all these accounts. Temporary deposit protection applied up to 6 months above the £85,000 limit for certain types of deposits class as temporary high balances, such as the proceeds from private property sales. In a certain cases protection could be up to £1million (Legislation.gov.uk, 2013b).
Financial Services (RING-FENCING) Act 2013 
Ring- fencing (Act 2013) mandate the largest UK banks to separate primary retail banking services from their investment and international banking activities by year 2019 January. "These reforms permit the authority to sort out retail and investment banking activities separately if need, make sure that retail business can be treated apart from the financial statement that support investment banking activities. Ring-fencing applied to bank with more than £25bn of retailing deposit from 2019. According to Bank of England, purpose of ring-fencing is to be stabilised financial institution by protect the primary retail banking services from exogenous risks connected with activities outside the ring-fence. It also done purposely to strengthen UK large bank against failure. (Bankofengland,2023).
Strengthening Accountability As a result of dangerous corporate culture that existed in banking throughout pre- crisis period. The reform intended to exhort individual accountability for decision making in financial institution "In 2011, the UK and other European country enforced sizeable levies on banks, in an effort to crush excessive risk-taking in the future (Forbes,2018). Many restrictions enforced on  bonus that can be paid- out in cash immediately, the residual is subjected to several years holding period where the worthiness of the pay-out would be assessed. There has also been stricter vetting enforced on potential appointments at executive level across the company, to be sure that those leading the sector understand the responsibilities attached to their position (Gov.UK, 16AD). 


[bookmark: _Hlk133870309]1.2) UK Major Key Players
.
Governor of the Bank of England, Mervyn king

He cut interest rates to an historic post war low of 3.5% at his first bank’s monetary policy committee meeting. The Bank of England governor emerged with more power than ever in the shake-up of regulation after the financial calamity.
[bookmark: _Toc133770056]Politicians

Gordon Brown, former prime minister, 

Browns was chancellor that "abolished Tory boom and bust". Former prime minister spent his tenure presiding over the biggest bust since the Great Depression. Former Prime Minister Gordon Brown put forward the government's reforms that 'led the way' for other nations to followed.  "Gordon Brown's plan is model for EU response to financial crisis" (Bruno Waterfield, 8AD)
 

Former Chancellor Alistair Darling
Alistair play prominent role during 2007 financial crisis in UK, they restored confidence in the banking and financial system. Darling tries to stop the bank run by approved the Northern Rock bail-out funds to cover its liabilities and provided an unqualified taxpayers' guarantee of the deposits of savers in Northern Rock. .According to P Krugman, writing in his column for The New York Times, stated that "Mr. Brown and Alistair Darling, the Chancellor of the Exchequer have defined the character of the worldwide rescue effort, with other wealthy nations playing catch-up." He also stated that "Luckily for the world economy, Gordon Brown and his officials are making sense, ... And they may have shown us the way through this crisis (Krugman,2008). 



[bookmark: _Hlk131887692][bookmark: _Hlk129644360]2) Critical Review and Contribution of UK Post-2007 Regulations Toward Stabilising the Financial System in Different Banking Institutions
 
A stable financial system exists when employment levels are maintained close to the economy’s natural rate, the financial system able to achieve efficient allocation of resources, assessing, and managing financial risks, and eliminating relative price movements of real or financial assets that will affect monetary stability or employment levels (The World Bank, 2016). Post 2007 regulations play important role in UK financial stability, and it ensures that banks can serve as established sources of credit for businesses and households.
.
The following are the contribution of post 2007 financial regulations: According to Bank of England financial stability risk have reduce since 2007 by 40 % because the toxic forms of shadow banking that was part of 2007 crisis with high leverage, funding mismatches and complicated off-balance sheet disposition is not part of financial stability risk anymore. shadow banking has turning into resilient forms of market-based finance as result of risk management. The financial reform has reduced complexity in derivatives markets. These reforms have shrunk inter-banks dependencies. 
Capital Adequacy/Basel III, post financial crisis, people wanted to borrow money, but because of the low reserves, the banks refused many applications. As a result, people lost trust in the financial markets. Many people were unable to make the repayments on their credit card and mortgage. This heavily impacted the UK economy which like 2020 pandemic. pandemic was the major test of the post 2007 financial regulations effectiveness and financial system stability, but the economic and financial impact of pandemic were mitigated by regulations and reform put in place post 2007 crisis. Large banks more capitalised, more liquidity and are less leveraged, these allowed them to absorb, rather than amplify, the macroeconomic shock. (FSB, 2022) As a result of UK post 2007 capital adequacy/Basel III reform banks did not face large liquidity pressures overall. UK bank prevented continued supported the economy throughout pandemic which includes large withdrawals of deposit house, prices stable spectacularly and credit sources were not dried up and as a result global recession and financial instability were prevented. (FSB, June 2021). According to Bank of England Post Crisis, UK banks reduced their business lending by £90bn but non-banks increased leading to £130bn.  Businesses have boarded their sources of funding, with non-banks continuing to grow in importance. The corporate credit growth since the crisis in the US, UK, and euro area due to higher bond financing.
[bookmark: _Toc133770057].
Ringfence, 2007 financial crisis led to job losses and perpetuated the downward spiral. Because London was financial hub of Europe, many people in London and other city in the financial sector have been hit hard. UK banks Ringfencing reduces impact of job losses in financial sectors and labour market in general (Low Unemployment). The probability of a large international bank failing has significantly reduced. Ring fencing help protect core services from contagious problems such as 2007 subprime which may occur elsewhere within or outside a banking, while contributed to a more resilient retail banking system, hence increase operational cost. Also serve the UK customers interest by protecting consumer banking deposits from shocks to the wider financial system stability. 
UK Resolution Act 2009, Prior to the crisis there were no resolution arrangements for UK banks. According to Bank of England, UK has a comprehensive and effective bank resolution regime. That ensure if a bank fails, the shareholders and creditors of the failed bank bear its losses, Pre -crisis, Lehman Brothers and other banks excessive risk-taking magnify the financial impact globally. But recent Silicon Valley Bank runs in America has no impact on global financial service neither on interconnected banks. With collapse of SVB Bank, Bank of England step-in and protected UK branch of SVB by selling the bank to HSBC Bank. The action taken by Bank of England stabilised SVBUK, guarantee the continuity of banking services, lessen disruption to the UK technology sector and boost customers confidence in the financial system. (“Statement on Silicon Valley Bank | Bank of England”) which mean UK post -2007 financial crisis regulations coordination are effective and stabilise global financial system because it’s solved the problem of banks being “too big to fail” mean that investors are paying closer attention to the business.

Financial Services Compensation Scheme (FSCS). During 2007 People lost confidence in the financial markets because of this people tried to withdraw their money from bank, hence led to bank-run. But Introduction of United Kingdom (Act 2013) has restored people confidence and trust in financial system due to protection and guarantee offered by FSCS. The reform boost deposit, eliminate customer panic while increase bank liquidity, lending, bank maturity mix match and bank runs that occurred in 2007 crisis. Hence prevented financial instability. The Financial Services Compensation Scheme (FSCS) protects savings and deposits up to £85,000 contrary to £31,700 prior to the crisis. Since 2001 it has been of service to more than 4.5m people and paid out over £26 bn. This reform eliminates uncontrollable human behaviour as result of rumour that caused 2007 financial instability (Legislation.gov.uk, 2014).
Strengthening Accountability, Prior to 2008 financial crisis cheap credit, lax lending, and worthless investment in subprime were common as result of big bonuses award to the bankers plus moral hazard led to 2007 crisis. But post 2007 UK regulation incentive/bonuses Clawback and deferred payment have shrunk toxic shadow banking by 40 percent, and shadow banking activity have been transformed into transparent, robust, resilient market-based finance that useful to the real economy than before. Bank complex or capital-intensive assets has been transformed to assets that typically pose less risk, the report said. Their exposure to trading assets and more complex securities reduced. According to Bank of England, in line with the regulatory reforms, banks have significantly enhanced their balance sheet, funding resilience and curbed their involvement in certain complex activities. The banks are now safer and stable because of corporate board accountability. 

Tougher Stress Tests, it is also about resilience of financial systems to stress through examine system performance, stability, and reliability under extreme conditions. It helps financial sector to identify potential endogenous and exogenous issues that can undermined the financial stability. Stress testing spot events or future changes in economic conditions that could have adverse effects on a bank’s credit exposures and bank’s capability to survive such changes ((bis.org, 2009). Stress test analysis help bank to look at resilience level and make sure that they have enough capital to against solvency and exposure to market risks. Since this reform, stress testing has preventing adverse events from having a disruptive effect on the real economy or on other financial systems. Hence provide financial system stability and support the economy (Bank of England, 2019). Another thing is that big banks activities, over-the-counter derivatives trend have decreased due to new regulations. 
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Fig 1
Market, In February 2020 global stock market crashed as is shown fig 1. Due to COVID, London stock market fall significantly but bounced back in late 2021. As is shown in fig 2, between February 20 and March 23, 2020, the S&P 500 lost more than 30% of its value because of the pandemic. Despite being turbulent and with global markets and national economies rally quickly and by early April 2020, the S&P 500 significant rise, exceeding its pre-pandemic high in August 2020. Many investors witness gains closer to the end of 2020 and into 2021, where markets hit new all-time highs. This show that post 2007 crisis regulation stabilised the financial market.
Finally, financial instability periods characterised by late payment, banks reluctant to finance profitable projects, asset prices deviate excessively from their intrinsic values (World Bank, 2016). But in post crisis reform and regulation total Bank of England mortgage approvals data as is shown appendix 1, many new loans banks were approved and secured lending. Also, net finance raised by banks, building societies and investors in capital markets through, for example, bond or equity issuance fluctuate but remain stable except during covid pandemic. As is shown in appendix 1 data, consumer annual credit growth rate remains stable. Bank lending to industries remains stable except during covid pandemic according to appendix 1 data. According to Bank of England data, households take out credit in post 2007 crisis, a negative flow shows that, overall, they are repaying credit (BOE, 23AD). Overall, the UK financial system is stable,  safe and less risk to contamination like 2007 global crisis.
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Fig 2 S& P
[bookmark: _Hlk131887758]Criticisms Of Regulations.
The British Banking Association is critical of the capital adequacy  because they believe by requiring back to hold government security  would hinder the ability of banks to lend to businesses and individuals. They believe that due to tougher rules and regulations,  UK  will not be attractive to the investors. Higher capital levels make the banking system more resilient, reducing the probability or severity of financial crises but higher bank capital requirements come at a price, forcing banks to move away from cheap debt towards expensive equity would raise their costs, with some or all of that passed through to borrowers. According to Modigliani-Miller framework, the total after-tax cost of financing a company is lower with higher levels of debt and lower levels of equity (Brooking.edu, 2013). 

 According to Ring-fencing and Proprietary Trading (RFPT) independent review, ring-fencing increased the resilience of complex banks within the regime but not small banks (GOV.UK, 22AD).
 However, ring-fencing come with additional costs and restriction on banks that their competitors do not face such as administrative, governance, and customer onboarding costs. Banks are safer but less profitable. 

[bookmark: _Hlk131887869]3) Hsbc Brief History,
HSBC Bank Plc is a British multinational bank established in year 1865 with its headquartered located in London, UK and a subsidiary of HSBC Holdings plc. HSBC Bank offers bank services including personal and business banking products and services. HSBC operations cut across over many countries including Europe, Asia, Africa, Oceania, North and South America. HSBC under the leadership of John bond in November 2002 acquired US credit and subprime leader known as Household finance corporation at cost of $15.5 bn. HSBC finance division was ranked second largest subprime lender in America. 
[bookmark: _Hlk131887935]3.1) The Impact of UK Post 2007 Financial Reform and Regulation on Hsbc Bank,
 
Post -2007 financial regulation is an example of political, Economic and Legal factors (Macro- environment factors) that affecting business. Which can be analyse using PESTLE analysis or Porter’s 5 Forces. According to HSBC annual report in 2013, 2014 and 2015 under Macro-prudent, regulatory, and legal risk to its business mode stated the impacts of post 2007 regulations to their business. HSBC is impacted by that regulatory investigations, fines, and consent orders (HSBC, 2014).
Resilience, the post 2007 financial regulations help HSBC banks to bolster the impact of covid -19 shock, while it continues supporting the economy with credit facility. Capital adequacy (CRD/Basel III) reforms helped HSBC bank to absorb the impact of Covid pandemic and strengthening the resiliency of HSBC bank. According to Gwyneth Nurse capital buffers help HSBC banks to support households and businesses through times of stress, during the pandemic (www.gbm.hsbc.com, 22AD).
Scaled back risk and returns, because of reform HSBC global banks have seen reduction in returns due to reduction in their scope of trading activities. HSBC saw $31bn or 12% fall in trading assets, due to reduction in UK and Hong Kong debt securities and equity held. It also reflected weak client demand (HSBC annual report,2022) and according to 2015 annual report page 22, HSBC Exit/disposed low returning portfolios of $42bn of partial sale of its investment in China’s Industrial Bank, the US mortgage portfolio plus global banking and market legacy credit portfolio (HSBC,2015). 
Lessening exposure to risk, Due to the UK regulator tighten of credit controls limits, HSBC exposure to risk reduce both internal and external. The company portfolios in the longer term but impact its growth prospects and affect its business strategy.
Ring-fencing, Post -2007 financial crisis ring-fencing rules help HSBC Bank to be risk-focused, adapt to new realities that resulted in business stability and its ability to support the global economy. HSBC global banking market customers benefit from international network and investment banking solutions, also the way it conducts activities and the group structure. These measures increase HSBC business cost and reduce types of business they can conduct, as consequence decreases profitability. According to “HSBC costs of structural reform was $3 294m” and costs-to-achieve related to business transformation was $0.9bn in 2015 (HSBC,2015). 
Higher liquidity help HSBC drive proper risk management and mitigating actions but increase its business cost, reducing future profitability according to HSBC annual report in 2014 (HSBC ,2014). According to HSBC annual report the distributable reserves as of December 31, 2015, were $47bn, and £49bn as of 31 December 2014. According to HSBC, compulsory central clearing of derivatives poses new risks to HSBC as a clearing member. This is because HSBC needs to absorb losses suffered by the central clearing counterparty due to other clearing member and their customers. Central clearing introduces a new element of coordination between clearing members and customers. which may increase rather than reduce exposure to systemic risk. HSBC Change-the-bank costs and run -the bank cost increase by $0.5bn or 16% on 2014 and an increased by $0.8bn or 2% on 2014, respectively. These primarily driven by investment in strategic IT infrastructure including enhancement systems for customer due diligence, transaction monitoring and sanctions screening as part of the global standards programme.
Supervision Cost, according to HSBC annual report 2014, HSBC also face increasingly stringent and costly regulation and supervisory requirements, particularly in the areas of capital and liquidity management, business conduct, operational structures, and the integrity of financial services offerings (HSBC,2014).
Compensation Scheme, The FCA  intervention, enforcement and implement customer compensation and redress schemes have a material adverse effect on HSBC results of operations, financial condition and prospects. For example, Regulator identify bank industry-wide mis-selling of payment protection insurance (‘PPI’) and market conduct which led to significant direct costs or liabilities as well changes in the practices of banks. According to HSBC annual report 2014, Operational cost rose due to UK customer redress programme charges and settlements relating to legal and regulatory matters. According to annual report 2015, HSBC a Return on Equity was 7.2% in year 2015 compared with 7.3% in 2014. The bank levies including fines, penalties, customer redress’ etc, had a significant effected year 2015 return on equity, reduces the return by 190 basis points. In support of above statement, the details of UK PPI Mis selling are provided in the appendix 3.
[bookmark: _Hlk131777323]Strengthening Accountability, HSBC robust risk governance and accountability embedded throughout the Group through an established framework that ensures appropriate oversight of and accountability for the effective management of risk. This action has the potential of reduces moral hazard and the types of business that management can conduct in the UK, the quality of HSBC mortgage portfolio remained strong in 2015 with a Loan to Value ratio of 57.8% for new loans compared to average of 42.6% for the overall portfolio (HSBC,2022).
Business Operation Workload, there are weight workloads in HSBC as bank executives must find a balance between obey regulation and recording profits. Also, many sensitive positions staff must work vigorously to ensure that they are comply with regulations accordingly. Post crisis regulation redefine HSBC banking relationships in the finance sector and corporate company which HSBC bank must consider the value of their clients with more scrutiny. Regulators are taking measures to ensure that banks have enough capital and liquidity to cover loans, cash flow and their personal assets, this means corporate treasurers will look to readjust how they manage their financial operations to achieve the required liquidity ratio, this has an impact on how banks do business with their corporate clients. 

3.2) Hsbc Regulation Compliance/Non-Compliance
Compliance is the administration of the laws, regulation and rules accordingly which ranges all over the entire business spectrum, (Corporate Finance Institute, 22AD).
HSBC complied with UK regulations and rules, as confirmed by the High Court. Some of the step’s HSBC took included the following: 
HSBC STRUCTURAL, according to HSBC annual report in 2014, it indicated that HSBC implemented most of the UK ‘s financial services reform Act 2013 except ring fencing which take effect on 1st of January 2019.  HSBC even extended its compliance beyond what UK Bank Act 2013 legally required them to do by monitor and enforce high standards at HSBC(HSBC,2014) operation. HSBC implemented global customer selection policies and governance.  HSBC deployed enhanced customer due diligence procedures by gathering and verifying customer information, also they strengthen policies and processes that govern how they do business with customers. HSBC integrated global sanctions screening listed into their customer and transaction screening tools. They incorporated financial crime risk awareness campaigns, encouraged escalation, and introduced specific training for the highest risk roles and all-employee. HSBC also established financial intelligence and investigations units to follow up on escalations and alerts and identify emerging trends and issues. HSBC established global procedures and governance to exit business that was outside its financial crime risk appetite. 
In accordance with Regulatory disclosures, UK regulations require financial institutions such as HSBC to publicly disclose specific information which contribute to  transparency in the financial markets and help market participants make informed decisions. Due to non-compliance, HSBC fined £1,200m in December 2012 for laundering drug money across countries despite receiving many warnings and seeing rules broken many times. 
Capital base strengthened, HSBC expanded capital allocation and liquidity management to incorporate legal requirement according to HSBC report. HSBC implemented the Prudent Regulator Authority’s final rules on Net Stabile Fund Ratios and was reflected in disclosures since the 1Q of 2022 (HSBC,2022). In line with UK government banking sector scheme, on 9 October 2008 HSBC Plc strengthened its UK subsidiary with  £750million equity injection. HSBC also continues to support efforts to steady the operation of financial markets by injection of £4bn to the London Sterling interbank market, lending of three-month and six-month money to other banks (web.archive.org, 2008). (HSBC,2023).
Liquidity position HSBC diligently manage its liquidity position to keep up its business strategy and meet their regulatory demand, including stress testing, BT retains a sizeable holdings high-quality liquid asset (‘HQLA’) in capital more than $24bn as of 31 December 2022 (HSBC ,2022). According to 2015 annual report HSBC combined buffer as of 1 January 2016 was estimated as 1.25%. The average HQLA held at entity level as of December 2022 was to $812bn (31 December 2021: $861bn). HQLA help bank to manage liquidity risk as well stabilised economy and financial system.
Stress tests HSBC constantly performs  tests to evaluate  strength of its financial and capital sufficiency. The results of the most recent leverage ratio  test by the BOE in December 2021 established the HSBC was adequately capitalised. HSBC mandatory Bank of England 2022 yearly cyclical scenario  test were rescheduled to September 2022 due to the ongoing war in Russia /Ukraine and submitted in January 2023. 
To comply with Ring-fencing, on 21 May 2018,HSBC transfer its retail and UK customers from HSBC Bank plc to HSBC UK. the transfer proceeded by Government’s deadline of 01 January 2019 after approval of the high court on 1 July,2018. HSBC splits its retail business from its wholesale and investment divisions, hence changed the way HSBC structured in the UK (HSBC,2022). 
Strengthening Accountability HSBC strengthening accountability by complied and implemented bonuses and awards reform. HSBC deferral Material Risk-Taker’s (MRT’s) imposes 5 years on top management and individuals in sensitive post awards as prescribed under the Prudent Regulation Authority and Financial Conduct Authority. And 7years remuneration rules applied to individuals appointed as top management positions. In line with the PRA and FCA remuneration rules, and regulations. Awards granted to Material Risk-taker’s (MRT’s) on after 1 January 2015 and awards granted to nonMRTs on or after 1 January 2022 are subject to clawback. HSBC operates an anti-hedging policy for all employees that prohibits employees from initiating personal hedging relating to HSBC securities. HSBC Clawbacks are applicable to vested or paid awards granted to MRTs and non-MRTs . All variables vested pay awards that have vested can be retrieve under HSBC policy for a period of up to 7years from the award date (HSBC,2022)
Conclusion
UK government series measures and response help to lessen the impact of the global financial crisis on the UK economy. The UK government’s reaction to the financial crisis has proved to be effective across the globe, UK financial system is safer compared to 2007/2008 financial crisis period (BIS, 2018). Bank of England has taken great measures to reduce the chances of re-occurring crisis by ensure that individual banks adequately capital and hold sufficient buffer to withstand liquidity and stabilised financial sector. There is country that in the process of repealing regulation and watered down a part of more broad efforts to deregulate the financial system. Also growing popularity of cryptocurrencies reaching bubble-like and their implications for monetary policy and financial stability is unclear. 
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Written evidence from Which? (SJ 015)

Executive summary

1. Which? believes that the prevailing culture within retail banks is focused on
sales rather than on serving customers. This sales-based culture manifests itself
in the many mis-selling scandals in the banking sector — including precipice
bonds, endowment mortgages, ID theft insurance, risky investment funds and
Payment Protection Insurance.

2. This evidence provides details of four recent mis-selling scandals involving
the banking industry. It provides the background to these mis-selling scandals,
the root causes of the mis-selling and the conduct of the banking groups
following the emergence of the scandals.

>

Payment Protection Insurance: This is the biggest mis-selling scandal in
the history of retail financial services. Over £13 billion has already set
aside by banks and building societies to compensate consumers.
Which? first warned about the dangers of PPI in the late 1990s and
have continually highlighted the poor value of this insurance and
criticised the inappropriate sales practices.

ID theft insurance: These insurance products were sold to consumers
directly by their bank or in partnership with an insurance company.
Important elements of these products provided very limited or no
benefits to consumers. A number of major high-street banks entered
into partnership with an insurance company so that when consumers
phoned up to activate their credit/debit card they were given the hard-
sell for these products.

NHFA investment products: Consumers seeking advice about how to
fund their long-term care were sold expensive and inappropriate
investment products by NHFA.

Barclays investment funds: Consumers seeking investment advice were
sold inappropriate and excessively risky funds by Barclays investment
advisers.

3. Which? believes that the root causes of these mis-selling scandals include:

>

A prevailing sales-based culture within retail banks: This placed the
achievement of sales targets over the long-term needs of the customer.
Our recent investigation revealed that frontline staff are still under
pressure to meet sales targets.*

Remuneration policies for frontline staff: Inappropriate financial
incentives for frontline staff played a role in virtually all mis-selling

" Which?, “Here to help?, Bank staff reveal the truth about working for Britain’s big banks”,
http://www.which.co.uk/documents/pdf/banking-staff-research-pdf-305345. pdf





scandals in the financial services industry. Bonus schemes for PPI
meant that advisers at Alliance and Leicester received six times as
much bonus for selling a loan with PPI as for selling a loan without PPI.

»  Atick-box approach to compliance rather than an emphasis on
professional standards: Rather than asking whether a product or sales
process provided fair treatment for the customer, some banks merely
considered whether it complied with the detailed rules.

»  Poor product design: Poor quality, complex and expensive products
increased the risk of mis-selling. The features of some PPl and ID theft
insurance products meant that they were not suitable to be sold to any
consumers.

»  Misleading or poor quality sales processes: Banks automatically
included PPl when consumers asked for a personal loan. They failed to
explain the product or its price to consumers and failed to ensure that it
was suitable. Investment advisers recommended expensive and risky
investment products without checking a consumer’s attitude to risk.
Banks failed to monitor the quality of the sales process.

»  Lack of effective competition: There was a significant lack of effective
competition around the purchase of ancillary products such as PPl and
ID theft insurance. There was a lack of competitive pressure on price as
it was difficult to shop around and the price of the product was complex.
Instead of competing for consumers by designing better value and
better quality products, firms secured distribution by paying very high
levels of commission to banks for selling their products. These
commissions could reach 87% of the PPl premium.

»  Banks ignored the warning signs of mis-selling: Banks failed to heed the
warnings of mis-selling from consumer groups and politicians. Which?
conducted research and warned of PPI mis-selling in 2002, 2004, 2005
and 2007. Banks also failed to learn from customer complaints and
feedback. If banks had acted on these warnings, then mis-selling could
have been prevented at a far earlier stage.

» A weak regulatory approach: The financial penalties imposed on banks
for mis-selling PPl were a tiny proportion of the revenue gained from
selling the products. Despite the widespread poor practice, the only
senior executive of a large organisation to be the subject of
enforcement action is the Chief Executive of Land of Leather — a sofa
shop.

4. We are also concerned that once problems of mis-selling were exposed,
some banks spent several years rejecting legitimate complaints. Some banks
and their trade association, the BBA, challenged new rules from the Competition
Commission and the FSA which would have led to improvements for
consumers.





5. If the banking industry is to regain public trust then it must put an end to the
succession of mis-selling scandals. In particular, we would highlight the following
recommendations from our previous submissions to the Parliamentary
Commission?:

Professional standards / code of conduct: As things stand, where an action is
profitable, legal and common practice amongst other banks, shareholders and
boards expect executives to continue despite potentially leading to disastrous
outcomes for consumers. Going forward we need banks and their employees to
behave better, not in response to a detailed rulebook but because it is part of
their culture. A key element of reform is the development of a Good Financial
Practice Code of Conduct, something that exists in almost all of the other
recognised professions. This Code should have similar status in banking as
Codes of Conduct have in the medical and other professions. Which? expanded
on our proposals for a Code in our submission to the PCBS on 21° December.

Remuneration policies / clawback of bonuses: Remuneration incentives
throughout banks, from senior executives to frontline staff, should be reformed
to prioritise meeting the needs of customers over simply making sales. These
schemes should be longer-term in nature with proper clawback of bonuses for
inappropriate behaviour. Senior executives who presided over the mis-selling of
PPI and other products should have their bonuses clawed back.

Oversight of product design and remuneration schemes: A named
individual executive should be responsible for signing off the design of products
and remuneration schemes for frontline staff. This would increase individual
accountability and ensure that in the event of poor practice that individual would
be subject to sanction by the professional standards body and the regulator.

Whistleblowing arrangements: Proper whistleblowing arrangements should be
put in place so that frontline staff can raise concerns with senior executives,
non-executive board members and the regulator about poor conduct or
excessive pressure to sell.

Promotion of effective competition / changes to the regulatory approach:
The FCA needs to do more to measure the value-for-money of financial
products as this is a key indicator of weak competition and mis-selling.
Competition regulators also need to be quicker to prevent the bundling of
products if this is significantly distorting competition. The FCA must be more
proactive and exercise its product intervention powers to do more to prevent
toxic financial products from reaching consumers. It must also ensure that the
financial penalties for mis-selling are far higher and take enforcement action
against banks which fail to deal with complaints fairly. Its powers to secure
redress for consumers must be expanded and utilised more often by the
regulator.

2 Which? submission to the Parliamentary Commission on Banking Standards, 24™ August 2012; Which? supplementary
submission to the Parliamentary Commission on Banking Standards
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Shareholder oversight: Shareholders need to ask more searching questions of
the banks to prevent mis-selling. Banks should be required to disclose to
shareholders information about the key mis-selling risks in their business and
what action is being taken to prevent mis-selling.

Stronger collective redress powers: There should be new legislation to
ensure that collective action can be taken on behalf of consumers who have lost
out from mis-selling. This will make it clear to the banking industry (and their
major shareholders) that if banks mis-sell products to consumers then they will
be forced to pay fair redress to consumers.

Mis-selling scandal 1: Payment Protection Insurance

6. The mis-selling of Payment Protection Insurance is the biggest consumer
financial scandal in the history of retail financial services. Over £13 billion has
already been set aside by banks and building societies to compensate
consumers and our analysis suggests that this amount will be insufficient. The
banks claimed that PPl was designed to cover your debt repayments if you can’t
work due to redundancy, ill health or accident. It was sold alongside unsecured
and secured loans, mortgages, credit cards and store cards. PPl has been the
subject of widespread mis-selling and has resulted in millions of consumers
buying expensive insurance when some would never have been able to submit
a successful claim.

7. The resolution of the problems in the PPl market has taken a long time.
Which? first raised concerns about problems in the PPl market in 1998. Our
research published in 2002, 2004, 2005 and 2007 highlighted the fact that banks
continued to automatically include PPI when a consumer asked for a quote for a
personal loan. Our mystery shopping found that banks failed to check whether
the policies they offered were suitable for consumers and staff failed to highlight
key exclusions and limitations of the insurance. Our analysis of the products
found that the premium for the PPl was added to the loan — meaning that the
insurance was very expensive. This was known as Single-Premium PPI, and in
the most extreme cases the policy only lasted for five years, but the consumer
would be paying the cost of the insurance back over the entire 25 year period of
the loan.

8. An important issue for the PCBS to examine will be to determine why the PPI
scandal was allowed to continue unchecked for such a long period of time. This
will involve requesting information from the banks regarding what internal
surveys and warnings were given about their sales practices. The PCBS should
also request information from the banks about what their internal documents
said about the profitability of PPI products.

The products

9. Payment Protection Insurance was sold on the basis that it protects a
borrower's ability to maintain loan repayments should they be unable to keep up
their repayments due to accident, sickness, or unemployment. PPl was





generally sold alongside the credit, with both the same company typically
arranging both the credit product and the insurance. Types of PPI sold included:

» Unsecured loan PPI (which includes motor loans, hire purchase and catalogue
purchases/retail credit)

* Credit card PPI

 Overdraft PPI

« Store card PPI.

* First-charge mortgage payment protection insurance (MPPI)

» Second-charge mortgage or secured loan PPI

Revenues from PPI

10.The total level of premiums paid by consumers for PPI varied between £3
and £5 billion a year since the turn of the century. The Competition Commission
found that in 2006, the total PPI premiums paid by consumers was £4.4 billion.?
The breakdown of sales by type of PPI policy for 2006 is shown in the table
below.

Table 1: PPI premiums by type of PPI - 2006

Type of PPI Gross Share of total
Written PPI premiums
Premium (%)

Personal loan PPI 2,013 45.7

First charge mortgage PPI | 628 14.2

Second charge mortgage | 471 10.7

PPI

Credit card PPI 970 22.0

Motor loans 77 1.8

Retail Credit 150 3.4

Overdrafts 50 1.1

Other 48 1.1

Total 4,408 100.0

11.The FSA stated that between 2005 and 2010, around £17 billion in total has
been paid in PPI premiums (excluding first charge mortgages).* Altogether, we
estimate that since 1996, over £40 billion of PPl has been sold. It should be
noted that the total cost to consumers of PPI will have been greater then this
due to the fact that in many cases the premium would have been added to the
loan, resulting in extra interest payments by the consumer. Taking these into
account, the total cost of PPI to consumers could be close to £50 billion.

Single premium and regular premium products

There were two predominant structures for selling PPI with credit products.

3 Competition Commission, Market investigation into Payment Protection Insurance, Provisional findings report, 5™
June 2008, para 2.23
4 FSA, Consultation Paper 10/6, Annex 3, para 10





(a) Single premium PPI — in these cases, the premium paid for the PPl was
added to the loan and paid back over the same period as the loan. This
means a lump sum covering the cost of the insurance is added to the
amount the consumer borrows, so they end up paying interest on both
the insurance premium and the loan. This means that to pay for the PPI
premium, a consumer could end up borrowing substantially more than
they intended.

(b) Regular premium PPI — a regular monthly premium was paid for the PPI.
This could either be a premium fixed at the outset for an unsecured loan,
or a premium related to the total size of the outstanding balance at the
end of each month on a credit card.

12.The table below shows the breakdown between single premium and regular
premium PPI for the various different types of PPI. It shows that a substantial
proportion of PPI sold with unsecured loans, second charge mortgages and
motor finance was in the form of ‘single-premium’ PPI.

Table 2: Breakdown between single premium and regular premium policies

Type of PPI Single Regular
premium | premium
(%) (%)

Personal loan PPI 93.1% 6.9%

First charge mortgage PPI | 0.0% 100%

Second charge mortgage | 64.6% 35.4%

PPI

Credit card PPI 0.0% 100%
Motor loans 80.2% 19.8%
Retail Credit 23.9% 76.1%
Overdrafts 0.0% 100%
Other 56.2% 43.8%

Which?’s mystery shopping of the PPl market

13.Which? conducted mystery shopping research into various aspects of the
PPl market in 2002, 2004, 2005 and 2007. This found significant problems with
the operation of the market and the results of the mystery shopping are
summarised below.

2002 research

14.In 2002, our research found the PPl market to be highly unfavourable to
consumers, with many banks automatically including the product in quotes for
personal loans. We also found that lenders were not ensuring that the PPl was
suitable for the consumer purchasing this product.

15.Our fieldworkers were briefed that they either worked part-time or were off
work owing to diagnosed back problems. Both these scenarios would have
rendered them unable to claim on any PPI policy had they bought. Despite this,
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of the 96 quotes received in that survey, 69% did not give any explanation of the
policy’s exclusion clauses, only 32% were asked about their employment
situation, and none were asked about their health and medical condition.
Therefore, in many of these cases, consumers would have been enticed into
purchasing an insurance policy from which they would have never been able to
benefit.

16.In 2003, we responded to an FSA consultation, outlining the results of our
mystery shopping and warning them that PPI should be classified as a high-risk
product.

2004 research

17.A follow-up study conducted in 2004 found a similar picture. In June and July
2004, we made 130 calls to 26 banks and building societies (five calls each)
asking for a quote for a personal loan of £5,000 to be repaid over 36 months:

o Of the 116 calls that resulted in a quote, 56% (compared to 58% in 2002)
produced a single quote including PPI. Only 38% of the quotes provided
were given both with and without PPI (Nationwide and Smile were the only
providers to do this in each of their five calls.) The remaining 6% gave the
initial quote without PPI.

o Of the calls in which PPI was automatically included, 71% (compared to
67% in 2002) stated that PPI was included without the fieldworker having
to ask.

o However nearly a third of calls leading to a quote including PPI (29%,
compared to 33% in 2002) did not say that PPl was included, and the
fieldworker had to subsequently ask.

18.When our fieldworkers enquired about a £5,000 loan over 3 years, in a
number of cases they were not offered quotes for a loan without PPI. In cases
where they were given a quote without PPI, the ‘Big-5 banks (HSBC, RBS,
Natwest, Lloyds or Barclays) quoted monthly repayments of between £157.90
and £168.68, and quotes ranged from £183.39 to £197.02 with the insurance.
The cost of the insurance with all of the banks we spoke to was significant,
working out at £25.13 per month at Natwest, £25.83 at RBS and £28.34 at
HSBC. Non-Big-5 banks also charged a similar amount for the loans, with the
Co-operative Bank offering monthly repayments of £157.90 without PPI and
£184.85 with PPI.

19.Some of the salespeople who spoke to our fieldworkers overstated the
benefits, put them under pressure to buy, or even told that they had to purchase
PPI. Our fieldworkers were told:

o As a responsible lender we must ensure payments are being made —
Abbey
o Because the loan is unsecured, insurance needs to be taken out — Alliance
and Leicester
o | don’t have the ability to give you a quote without insurance. They are
always quoted with - Egg
10





o We strongly recommend that you take the cover — Sainsbury’s Bank

o PPI would cover you in any eventuality — MBNA

o Goldfish tried to sell our fieldworker PPI, despite her explicitly saying that
she worked less than 16 hours a week, making her unable to claim

o When our fieldworker told Clydesdale that she had been off work with a
bad back, they failed to tell her that PPI would not cover her pre-existing
condition.

2005 research

20.The problems of automatic bundling of the credit product and PPl were again
apparent in the research that we conducted in 2005, which looked at the
websites of 34 loan companies. We found that ten of them did not ask
consumers whether they wanted to include PPI in their quote, but instead
automatically added it on. These companies were the Co-operative Bank, Direct
Line, Egg, HSBC, Liverpool Victoria, Lloyds TSB, Lombard Direct, Mint,
Northern Rock and Smile.

2007 research

21.0ur 2007 research again focused on the bundling of PPI with a £5,000 loan
over 3 years. We made 50 independent calls to 10 loan providers (Abbey,
Alliance & Leicester, Barclays, Halifax, HSBC, Lloyds TSB, Nationwide,
NatWest, Northern Rock and Royal Bank of Scotland) to ascertain whether loan
providers automatically included PPI in the loan quotes.

22.0f the 41 calls in which we received quotes (nine call lenders refused to
guote, mainly because our researchers were not account holders), 24 lenders
gave our researchers a quote that automatically included PPI, even though we
had not asked for it. In a further 16 calls, the operator we spoke to gave quotes
with and without PPI, and in only one case (HSBC) were we given a quote which
did not include PPI without also being given a quote including it. NatWest and
RBS were the worst offenders, always including PPI in their quotes. Nationwide
always quoted both with and without PPI. The other lenders were inconsistent
with the type of quote(s) they gave to our researchers.

23.0n the internet, we found that Lloyds TBS, Tesco and NatWest initially
guoted only with PPI — with the prospective customer having to click through to
see payments without insurance.

Problems in the PPl market

24.In addition to our mystery shopping, Which? regularly conducted analysis of
the products available in the market. We also submitted evidence to the
Competition Commission inquiry and responded to FSA consultations on its
regulation of the PPl market and the approach of firms to handling PPI
complaints. In 2007, we included information about how consumers can
complain about PPI in the magazine. In 2009, we launched an online tool
enabling consumers to pursue a complaint with their PPI provider. Over 30,000
consumers have used this tool to submit a complaint to their provider. In 2012,
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we provided advice to the banks on how they could make the process of
submitting a PPl complaint as simple as possible.

25.Based on our experience, we have identified the following problems for
consumers from the operation of the market for PPI:

26.Poor product design: When PPI is sold alongside loans and finance
agreements, the insurance premium is often added to the loan so that interest is
paid on both the loan and the insurance. This increased the cost of the
insurance to the consumer. If the consumer repaid the loan early or cancelled
the insurance then the consumer would only receive a limited refund, or in some
cases prior to 2007, no refund. Lenders did not make it clear that PPI policies
usually only last for 5 years, so if the loan ran for longer than this then
consumers end up paying interest on insurance that has expired. We have seen
numerous examples of PPI policies which lasted for five years, whilst the loan
lasted for up to 25 years. In some cases consumers ended up paying more for
the policy, then the maximum benefits available under the disability and
unemployment elements of the policy.

Case study: Mr and Mrs F took out a secured loan from Firstplus (part of
Barclaycard). They were granted a loan of £91,500 over 25 years and were also
advised to buy a PPI policy with a single premium of around £22,500. This
meant that the total borrowed from Firstplus was £114,000. The PPI policy only
lasted for 5 years although, although the consumer would be paying off the
amount borrowed to pay for the PPI policy and interest over the 25 year term.
This made the overall cost of the policy over the 25 year term to be over
£52,000. The lender claimed that the policy was designed to cover the
consumer if they became unemployed or were disabled. However, the cost of
the policy exceeded the maximum benefits payable under these two elements.

27.Consumers mis-led at the point of sale: PPl was sold alongside the credit
product, which led to a number of problems for consumers. As our research
shows, for years many lenders gave consumers loan quotes already including
PPl — automatically assuming that consumers needed to purchase PPI. They
are thus led to believe that PPI is an integral part of their credit application,
rather than an add-on product. They were frequently asked to make a quick
decision whether to take PPI or not, with little or inadequate information about
the product. Consumers were also misled to believe that PPI will improve their
chances of obtaining credit. In other cases, consumers were put under
inappropriate pressure to buy PPl and lenders failed to obtain clear consent
from the consumer that they wished to purchase the policy.

Case study: Egg

Between January 2005 and December 2007, Egg sold PPI policies alongside its
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credit card to 106,000 customers, earning £16.7 million in premiums. Egg was
fined £721,000 by the FSA.®> The FSA found that 40% of Egg’s telephone sales
of PPI breached the regulations by:

(a) failing to obtain clear consent to the purchase of the policy;

(b) failing to obtain clear and explicit consent from the customer to proceed with
the sale on the basis of limited information only;

(c) inappropriate handling of customers’ objections to purchasing PPI, over-
emphasising customers’ ability to cancel the policy in the initial free period, and
in some cases putting undue pressure on customers to purchase PPI; and

(d) failing to give adequate responses to customers’ queries on the price of, or
exclusions applicable to, PPI policies, and in some cases providing information
that was inaccurate;

28.Mis-selling: PPl is a complicated product and consumers may struggle to
understand the key terms and conditions and exclusions during the short sales
process. In many cases, lenders failed to highlight the key terms, conditions and
exclusions with consumers. Consumers were also frequently not asked about
circumstances which would have left them unable to claim on their PPI policy
including, where appropriate, pre-existing medical conditions or employment
status. This could mean that consumers were unaware that the policy they
purchased is not suitable for their employment status. Part time, fixed term,
contract workers, or the self-employed were not eligible for some PPI policies.

Case Study: RBS/Natwest

The RBS/Natwest Personal loan protector insurance claimed to be able to
“cover your monthly NatWest Loan repayments if you are unable to work for
more than 14 days in a row as a result of involuntary unemployment, accident or
sickness”. However, the terms and conditions excluded some fixed-term
contract workers from claiming on the policy and restricted the level of benefits
for other workers on fixed-term contracts. This exclusion was not highlighted in
the Policy Summary as a significant exclusion and was only mentioned on page
22 of a 36 page document.

29.Expensive product: All of these factors identified above contributed to PPI
being a very expensive product for consumers. Adding PPl to a £10,000
personal loan repayable over 5 years cost an average of £2,800 — with some
lenders charging as much as £3,800. The revenue gained from the PPI usually
exceeded the amount of interest payable on the loan. The lucrative nature of
PPl is demonstrated by the fact that only 11-28 per cent of premiums® are ever
paid back in claims to policy-holders (depending on the type of PPI), compared

> http://www.fsa.gov.uk/pubs/final/egg.pdf
® http://www.competition-commission.org.uk/inquiries/ref2007/ppi/provisional_findings.htm
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to an equivalent figure of 82 per cent for car insurance.” The Competition
Commission estimated that the distributors of PPI were achieving a return on
capital of 490%.2

Root causes of the PPl mis-selling scandal

30.The Commission should examine the root causes of the PPI mis-selling
scandal, which resulted in millions of consumers being mis-sold this insurance.
Addressing these will require a packaged of measures which goes beyond the
typical approach of supervising the sales process or providing consumers with
more information. When there is a poor value and complex product which is sold
by frontline staff who are given inappropriate incentives then there is bound to
be extensive mis-selling. Which? believe that the root causes of PPI mis-selling
include:

31.A prevailing sales-based culture within banks and a pursuit of short-
term profit: This led to banks pursuing the sale of PPI in an effort to meet short-
term profit targets. The culture and incentives at all levels within the bank were
focused on meeting these goals.

32.A Tick-box approach to compliance rather than emphasising the
importance of professional standards: Banks pursued a tick-box approach to
compliance, rather than considering whether the approach to their product
design and selling process was in the best interests of their customer. In their
application for a Judicial Review of the FSA’s action on PPI, the British Bankers
Association contended that the banks did not have to provide consumers with an
oral explanation of the terms of the policy, but merely had to tell them that it was
important that they read the policy summary. It is a strange attitude to use a
regulatory justification for failing to explain the terms of your product to
consumers and instead referring them to a document which could involve pages
of small print.

33.Poor product design: Rather than concentrating on designing products to
meet the needs of customers, the banks designed single premium PPI policies
which were complex, expensive and inappropriate for many people. These
products were complex to explain to customers and lenders frequently failed to
provide adequate explanation of the price of these products or that the premium
would be added to the loan.® In the most extreme cases, these single-premium
products were so expensive that they should not have been sold to any
consumers as the maximum benefit available from important elements of the
policy exceeded the premium paid by the consumer.*°

34.Accounting conventions: The way banks recorded the revenue from selling
PPI also encouraged them to sell single premium policies. If they sold a single

7 http://www.oft.gov.uk/shared_oft/reports/financial_products/oft869.pdf
& Competition Commission, Market Investigation into Payment Protection Insurance, June 2008
° FSA, The sale of Payment Protection Insurance, thematic update, September 2007
1% See the Firstplus (part of Barclaycard) case study presented above and the Lloyds TSB insurance product in Harrison
and another versus Black Horse; [2011] EWCA Civ 1128, 12*" October 2011
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premium policy then they were allowed to include all of the revenue gained in
year 1 of the loan.

35.High levels of commission payable to distributors: Banks and distributors
chose the products which they were going to sell by the amount of commission
they would receive. There was intense rivalry among insurance companies to
secure access to customers, which manifested itself in high commissions paid to
the lenders for distributing PPI. Typical commission rates for unsecured loan
and credit card PPI were in the region of 50-80% of the premium.'* Lloyds TSB
received 87% commission for selling its customers one form of PPl — this meant
that if the bank sold a policy with a premium of £10,000, they received £8,700 in
commission.*? For such an expensive product, this is the highest level of
commission Which? has ever seen in the financial services market.

36.Inappropriate staff incentive schemes / sales targets: These were an
important root cause of mis-selling — frontline staff were given strong incentives
to sell PPI, regardless of whether the product was appropriate for the customer.
Advisers at Alliance and Leicester received six times as much bonus for selling
a loan with PPI as for selling a loan without PPI. If they did not sell PPI with over
50% of loans then they would see a quarter of the value cut off their bonus. HFC
bank set sales targets of selling PPl with 80% of loans and advisers were
eligible for bonuses if they reached this target. In another firm, targets of 50%
PPl penetration were set for each member of staff for the award of these
bonuses. Individuals failing to meet this target were not awarded any bonuses
and were described as having ‘a training need.” Furthermore, there was no
clawback of the bonus if the customer subsequently cancelled the policy.

37.Inappropriate bundling of products and default settings. As evidenced
by Which? research, for years many banks automatically included PPl when
supplying quotes for personal loans. This was a deliberately confusing practice
which could mislead or confuse consumers into purchasing products that the
consumer may not want or need.

38.Weak competition: The bundling of the PPI product and the difficulty of
consumers gaining information about the price of the product meant that there
was weak competition around the price and quality of PPl. Consumers’ difficulty
in shopping around for PPI or switching to an alternative policy meant that there
was a wide dispersion of prices for similar PPI policies. A lack of fair refunds on
single premium PPl meant that consumers faced significant and insurmountable
barriers to switching. There was little advertising of PPI to consumers, with the
competition for credit products focused on the APR, which excluded PPI.

39.Banks ignored warnings about problems with their products and sales
practices from consumer groups and politicians: Our research demonstrates
that Which? were warning of PPl mis-selling for years before banks and
regulators began to take strong action.

" Competition Commission, Provisional findings, June 2008, para 6
2 Harrison and another versus Black Horse; [2011] EWCA Civ 1128, 12" October 2011
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40.Banks failed to learn from complaints and customer feedback: Even
when consumers began to complain about PPl mis-selling, banks fobbed off or
rejected legitimate complaints for years. In some cases, up to 30% of policies
were cancelled by the consumer during the term of the policy. In other cases,
banks failed to make use of management information to make improvements to
their sales process. HFC failed to record information about the reason for a
complaint about PPI. Although 27% of the rejected claims were due to the claim
being excluded due to a pre-existing medical conditions HFC failed to act on this
information.

41.Lack of interest from shareholders: Which? are not aware of shareholders
raising concerns about the mis-selling of PPI. We believe that standards will only
improve when shareholders become for more engaged in ensuring customers
are treated fairly. The Commission could ask fund managers and shareholders
to state whether they raised concern about PPI selling practices with the banks.

42.Weak FSA enforcement action: Even when the FSA began to take
enforcement action against firms for mis-selling PPI, its fines were such a low
proportion of the profit which firms gained from selling the product that they did
not provide a proper deterrent against mis-selling. In January 2008, HFC bank
was fined less than 0.4% of the revenue the bank gained from selling PPI.*3
Even the ‘record’ fine levied on Alliance and Leicester was just 3% of the
revenue they gained from selling PPl over the period covered by the
enforcement action. We note that Argos was fined more than twice as much for
price-fixing of toys and games than the largest fine for PPI.**

43.Lack of individual responsibility: It was not clear which senior executives
were responsible for signing off the policies and processes which led to the mis-
selling of PPI. The only senior executive at a large institution who has been
subject of an enforcement action by the FSA was the chief executive of Land of
Leather — a sofa shop.

Conduct by the banks following the unfair treatment of customers and the
mis-selling of PPI

44.In our view the actions of the banks following the exposure of the PPl mis-
selling scandal, compounded the detriment to consumers. Many banks
continued to sell these products for years after warnings were given by
consumer groups, regulators and parliamentarians. However, we note that there
is a mixed picture across the banking sector — for example, HSBC stopped
selling single premium PPI in November 2007, whereas other banks continued
for over a year. RBS stopped selling single premium PPI in November 2008,
HBOS in December 2008 and Barclays in January 20009.

45.A banking industry with a culture focused on the customer would have
acknowledged their past issues and quickly and efficiently put it right. However,
some individual banks and their trade association, the BBA, took every

3 http://www.fsa.gov.uk/pubs/final/hfc_bank.pdf
" http://www.which.co.uk/news/2006/10/stores-lose-price-fixing-appeals-97873/
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opportunity to resist dealing with complaints fairly and properly. This
undoubtedly delayed the payment of redress to consumers and resulted Iin
unjustified bonuses being paid to the senior bankers responsible for presiding
over the mis-selling. It also led to the growth of Claims Management Companies
— who can take a substantial proportion of the consumer’s redress.

46.Rejecting legitimate complaints: When a consumer makes a complaint
about PPI, the bank normally has eight weeks in which to deal with the
complaint. If the bank rejects the consumer’s complaint then the consumer can
take their complaint to the Financial Ombudsman Service (FOS). The
percentage of cases resolved in favour of the consumer by the Financial
Ombudsman provides an important assessment of the quality of banks
complaints handling. If a high percentage of cases are being upheld in favour of
the consumer, then this indicates that there are substantial weaknesses in the
banks complaint handling. The table below shows that for several years, a
number of major banking groups were experiencing a very high proportion of
complaints being upheld by the FOS. This should have acted as a strong
indication to the senior executives of those banks that there were major failings
in the way their banks were dealing with complaints.

Table 3: Percentage of complaints resolved in favour of the consumer by
FOS (General Insurance and Pure Protection up to the end of 2010 and PPI
from the beginning of 2011)

Bank Percentage of cases resolved in favour of the consumer by FOS

H1 H2 H1 H2 H1 H2 H1
2009 2009 2010 2010 2011 2011 2012

Barclays 93 96 95 75 52 98 93

Bank Plc

Lloyds 98 89 86 88 84 97 96

TSB Bank

Plc

HSBC 79 79 72 27 18 84 62

Bank plc

The Royal 94 79 70 69 55 99 85

Bank of

Scotland

Plc

Santander 60 40 58 53 51 85 60

UK Plc

47.Taking the FSA to judicial review and putting complaints on hold: After
a long consultation process the FSA published proposals in August 2010
regarding the assessment and redress of PPl complaints. On 8 October 2010,
the BBA began judicial review proceedings, challenging the FSA’s proposals.
Lloyds banking group, Barclays, HSBC, Co-operative bank, and RBS/Natwest
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all stopped processing PPl complaints during the judicial review.'® This meant
that many consumers who complained to their bank between October 2010 and
April 2011 had their complaints delayed. This also meant that when the banks
lost the judicial review, there was a significant backlog of complaints to resolve —
delaying the redress process for consumers. However, we note that Barclays
chose to settle all complaints put on hold during the judicial review in favour of
the consumer.

48.Challenging the Competition Commission’s ‘point of sale’ ban on PPI:
The report published by the Competition Commission in January 2009 proposed
prohibiting lenders from selling PPI alongside credit products within 7 days of
the sale of the credit. Barclays and Lloyds banking group took the Competition
Commission’s proposals to the Competition Appeal Tribunal. Whilst upholding
the CC’s conclusions, the CAT ruled that it must in particular consider further the
role and importance of a potential drawback to the prohibition, namely that it
might inconvenience customers. The CC reported back in October 2010 that
introducing the point-of-sale prohibition would benefit customers.'® The actions
of Lloyds and Barclays resulted in a delay of over 18 months in implementing
the CC’s recommendations — the initial timetable envisaged all of its proposals
being implemented by October 2010, and they were finally implemented in April
2012.

49.Resisting contacting consumers who might have been mis-sold PPI
and lobbying to limit their liability for PPl complaints: Major high-street
banks delayed contacting customers who might have been mis-sold PPIl. Some
banks also continue to lobby the Treasury and the FSA to limit their liability for
PPl complaints. The FSA rules are clear that consumers have the longer of six
years from the event complained about, or 3 years from when they should
reasonably have become aware that they may have grounds for complaint. If the
banks had proceeded to contact consumers in late 2010/early 2011, then we
would already be towards the end of the redress process. Any attempt to limit
access to FOS would also inevitably result in cases being taken to the small
claims court — increasing costs for both consumers and the banks.

50.Inadequate provisions for PPl mis-selling: Banks and building societies
have substantially under-estimated the amount they would have to refund to
customers because of PPl mis-selling. Lloyds originally set aside £3.2 billion in
Spring 2011, and this has subsequently increased to £5.3 billion by the end of
2012. Barclays originally set aside £1 billion and this has subsequently doubled
to £2 billion. RBS originally set aside £1.05 billion and the total is now over £1.7
billion. Our analysis demonstrates that these provisions are still likely to be
inadequate. For example, even with the increases in provisions Lloyds is likely
to have to set aside more money by the end of March 2013.*" The individual
banks publish very little data which would enable their shareholders and outside

5 http://www.which.co.uk/news/2010/10/high-street-banks-put-ppi-complaints-on-hold-233683 ; Santander were

the only large bank to keep processing complaints during the judicial review.

'8 http: //www.competition-commission.org.uk/assets/competitioncommission/docs/pdf/non-
inquiry/press_rel/2011/march/pdf/13_11_ppi_cc_publishes_final_order

7 http:/ /press.which.co.uk/whichpressreleases/banks-have-been-in-complete-denial-over-ppi-provisions/
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organisations to understand how they have calculated their PPI provisions or to
evaluate whether they are sufficient.

51.Limited clawback of bonuses: It is clear that some remuneration
committees were not provided with details about the possible size of the PPI
redress provision before they signed off bonuses. For example, the Chairman of
the Lloyds remuneration Committee told the Treasury Select Committee that the
remuneration committee only became aware of the size of the PPI provision in
February 2011 — after they had already agreed on the size of bonuses for
individuals for 2010*®. This was around six months after the FSA had published
its policy statement on the assessment of PPl complaints.'® Although the
Judicial review was still ongoing at this point, it seems strange that the
remuneration committee would not have been told about the possible size of the
provision if the banking industry lost the case. The Lloyds Remuneration
Committee’s report in the 2010 Annual report does not mention PPI.

52.In late 2011 and early 2012, Which? wrote to the Chairs of the remuneration
committees at the five largest banks. The copies of the letters and the replies
from the major banks have been submitted to the Commission. In February
2012, Lloyds banking group announced that it was clawing back bonuses from 5
senior individuals and 8 other members of staff. However, senior executives at
Lloyds banking group who were in post during the mis-selling of PPI are still
scheduled to get bonuses of £3.6 million in Spring 2013. Which? believes that
these bonuses should not be paid out.

Total provisions made for the mis-selling of PPI

53.Which? have gathered publicly reported information on the level of provisions
for PPI mis-selling which have been announced by the larger high-street banks
and building societies. At the end of 2012, the total provisions exceed £13
billion. Up to the end of October 2012, a total of £7.5 billion had been paid back
to consumers.?

Table 4: Total publicly reported PPI provisions as at end 2012

Total PPI provision - £

million
Lloyds Banking group 5,275
Bank of America (MBNA)* ~506
HSBC* ~1,338
Capital One* ~66
RBS 1,735
Barclays 2,176

'8 Treasury Committee, Oral evidence taken on Tuesday 12 June 2012, Q88-Q92
% The FSA published Policy Statement 10/12 on 10" August 2010
20
http://www.fsa.gov.uk/consumerinformation/product_news/insurance/payment_protection_insurance_/latest/mont
hly-ppi-payouts
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Northern Rock 291
Alliance and Leicester 70
Santander 751
Principality Building Society 27
Welcome Financial 112.5
Services

Co-operative bank 120
Yorkshire bank / Clydesdale 275
bank

Nationwide 173
Tesco 92
Total ~13,000

Source: Which? calculations from information gained from bank Annual reports
and results announcements. *HSBC, Capital One and Bank of America report in
US dollars. We have converted these provisions into sterling at the prevailing
exchange rate

Mis-selling scandal 2: ID theft insurance / Card Protection insurance

54.Which? has led a strong consumer campaign questioning the efficacy of both
Identity (ID) Theft and Card Protection Insurance products due to both the poor
value of the products sold (unnecessary policy features and issues of claim
eligibility), and the coercive techniques employed to sell them (misleading
statements concerning the value of the product, risk of ID theft and the use of
sales targets with an emphasis on short-term profitability). We argue that the
root causes of the mis-selling of these products included:

o Poor product design,

o An aggressive sales culture and use of inappropriate staff incentive
structures,

o The role of banks in providing sales channels and failing to consider the
guality of these insurance products, and sales techniques used.

Identity Theft and Card Protection Insurance

55.Which? has led an ongoing campaign questioning the efficacy and value for
money, as well as the coercive techniques used to sell both ID theft and Card
Protection insurance products. In July 2009, we said that “these policies make
banks a fortune but we think they’re a waste of your money”?! In October 2010,
we said “Banks, building societies and the companies selling these policies are
playing on our fears and making money from our concern about ID theft and
bank fraud. They're selling us expensive policies we don’t really need, and
which we’re unlikely to ever claim on.”??

56.These concerns were reiterated during the Financial Services Authority’s
(FSA) investigation into the conduct of Card Protection Plan Limited (CPP), a
regulated entity which offered ID theft and Card Protection Insurance as part of

2 Which?, July 2009

22 Which?, October 2010
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their core products in the UK.?® The investigation resulted in CPP receiving a
fine of £10.5 million fine for breaching principles 3, 6 and 7 of the FSA Principles
for Businesses when selling Card and Identity Protection to customers. The mis-
selling arose with regard to two particular products:

o Identity (ID) Theft Insurance, which provides access to various
monitoring tools and reports designed to limit customer’s exposure to
identity theft, insurance for legal fees, specified out of pocket expenses
attributed to the identify fraud as well as other features including, but not
limited to, caseworker assistance in the event of identity fraud and
insurance for legal fees.

o Card Protection Insurance / Card Protection Plans, which provides
insurance cover against the cost of any unauthorised use of a customer’s
card as well as other features including, but not limited to, insurance for
unauthorised calls made on a customer’s lost or stolen mobile phone,
emergency loans and delivery of cash to customers who have lost their
cards abroad.

57.The FSA’s investigation into CPP revealed that the company received a
large proportion of what consumers paid for ID Theft and Card Protection
insurance products, with the actual premium comprising of a small proportion of
the product cost:

o CPP’s Identity Protection product cost approximately £84 per annum
(depending on the business partner and when it was sold). Of this amount,
CPP received approximately £68 for it's “insurance intermediary services”,
and paid a specified percentage of that to relevant business partners (in
some cases as much as 50%) for introducing their customers to CPP, and
a premium of approximately £16 (inclusive of insurance premium tax)
which covered the provision of all insurance and non insurance features of
the product.

o CPP’s Card Protection Product cost approximately £35 per annum
(depending on the business partner and when it was sold). Of this amount,
CPP received approximately £34.40 for it's “insurance intermediary
services” and paid a specified percentage of that to relevant business
partners (in some cases up to 60%) for introducing customers, and a
premium of approximately £0.60 (inclusive of insurance premium tax)
which covered the provisions of all insurance and non insurance features
of the product.

58.Which?’s investigation into the limited effectiveness of ID theft Insurance and
Card Protection insurance highlighted the following:

59.Unnecessary features contained within the policy, such as the “pre-
notification cover” which claimed to provide customers with up to £5,000 of

2 Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 8
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cover for unauthorised transactions before they notified the bank that their card
had been stolen. This was included despite consumer liability being limited by
the Consumer Credit Act 1974 to just £50. For the few transactions which fall
outside of this legislation, customers are only liable for more than the first £50 if
they have been “grossly negligent”. In the case of CPP, the FSA remarked that
this policy aspect was deemed “of very limited value” to customers. The plan
also claimed to offer consumers protection of up to either £50,000 or £100,000
which occurred after they had notified the bank that their cards had been stolen.
However, consumers are not liable for unauthorised transactions after they have
notified their bank that their card had been stolen. Consumers would never
benefit from this aspect of the product.

60.Policies offering credit file access may not reveal a complete picture of
data being held on consumers as many policies included access to just one of
the three credit reference agencies (CRAS) in the UK.

61.1ssues of claim eligibility. For example, while replacement cash cover is
offered as a key part of ID theft insurance policies, these often contained several
exclusions with a high burden of proof on the consumer in relation to the loss of
cash. Furthermore, Which? has drawn attention to the coercive techniques
which have been employed by companies to sell these products:

Complaints by customers about being mislead about the poor value of ID
Theft and Card Protection Insurance products.

The FSA’s investigation into CPP found that there was a systematic failure to “inform

customers of the very limited circumstances in which customers would need the Card

Protection cover, and overstated the risks and repercussions of identity theft in its
sales and its Customer Documentation.”?*

62.We received complaints from consumers with regard to the “hard sell” they
received from insurers when activating a new credit or debit card.* This often
involved salespeople failing to give a fair and balanced picture regarding 1D
fraud to push consumers to purchase products. The FSA found that CPP used a
series of misleading and unverifiable statistics to exaggerate the risk and
consequences of ID fraud. Furthermore, customers were also not necessarily
aware that they were speaking to third party companies and not their bank
directly.

An investigation of customer experiences with ID Theft and Card Protection
Insurance products unearthed the following examples of the “hard sell”:

Case Study 1: A couple were alerted to fraudulent use of their Barclaycard
bankcard online and were subsequently sold a CPP insurance package over the
phone when following activation instructions on their new card. They said “We felt

2 Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 1
B http://www.which.co.uk/documents/pdf/id-theft-insurance---consumers-have-their-say---dossier-302365. pdf
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vulnerable after what happened and feel we were coerced”.

Similar practises were also identified by the FSA during its investigation into the
conduct of CPP, sales staff utilised scripts when speaking with customers
designed to “heighten the customers concern about identity theft” and
overemphasise the probability of risk of ID theft, using statistics which were

deemed “often misleading or unsupportable”.?®

63.Furthermore, Which? has previously drawn attention to the role of an a
prevailing sales culture comprising of the use of sales targets and a
remuneration structure which rewards short-term profitability, at the expense of
the customer, inappropriately incentivised mis-selling and other poor practices.
The FSA found that CPP “encouraged sales agents to be overly persistent in
persuading potential customers of both products to purchase them even after
the customers had made it clear that they did not wish to buy them and gave its
sales agents targets for successfully dissuading customers who contacted CPP
to cancel their policies™

Case Study 2: After signing up to ID theft insurance a Which? member found
correspondence with the insurers difficult and the product features confusing. I
could not gain access to the website with the temporary password and therefore
telephoned their Theft Helpline, which cost about £2”. By the time the member
had obtained a password his 21 day cancellation period had expired. He writes
“My wife and | can now access the site which is of little value and gives little
information. We would not have become involved with this type of insurance if
we had not been overwhelmed by the sales pitch”.

In the case of CPP, the FSA observed that the use of cancellation turn around
targets and incentives increased the risk of sales agents using inappropriate
objection handling techniques to discourage customers from cancelling their
policies.?® Furthermore, the FSA observed that CPP’s sales agents had
inappropriately persuaded customers to buy products on the basis that
customers could cancel them during the cooling off period.?® This led the FSA to
conclude that, “CPP’s sales process promoted an excessive focus on sales,
reventétoa and commercial objectives at the expense of treating customers

fairly.”

% Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 9-10

7 Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 2

2 Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 14

® Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 2

% Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),

14/11/12, pg. 2
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Root Causes of ID Theft and Card Protection Insurance product mis-
selling:

64.Which? submits that the proliferation and mis-selling of ID Theft and Card
Protection insurance can be attributed to a number of root causes:

65.Poor product design: As demonstrated, ID Theft and Card Protection
products were poorly designed and inherently misleading as consumers are
already covered for losses under relevant legislation. The FSA observed that
“‘CPP exposed a very large number of customers to an unacceptable risk of
buying products that they did not want or need.”®*

66.Misleading sales processes: As outlined above, Which? believes that the
prevalence of an aggressive sales culture and use of staff incentive structures in
firms offering ID Theft and Card Protection Insurance significantly attributed to
the mis-selling of these products by promoting short-term profitability to the
detriment of consumers. Sales agents followed scripts which misled consumers
about the risk and consequences of ID fraud and emphasised elements of the
cover which were useless to consumers.

67.Banks passing on their customers details to enable the selling of these
policies: Finally, Which? asserts that responsibility also lies with the banks in
the process of mis-selling as they failed to consider the quality of these
insurance products, and sales techniques used. Companies selling ID theft and
Card Protection Insurance products had often relied upon access to customers
through partnerships with Banks. For example, CPP relied upon on “introduced
sales”, where bank customers were funnelled through during process of “card
activation” or “safe receipt” of debit/credit cards.

68.Banks were given financial incentives in exchange for access to these sales
channels. In the case of CPP, a commission (at times as high as 50-60% of
what CPP received for “insurance intermediary services”) was paid to banks and
other business partners for each original product sale, and a further commission
each time a customer renewed their policy. Which? argues that the conduct of
these banking institutions contributed to the mis-selling of policies which led to
detrimental outcomes for consumers. A number of major high-street banks were
involved in this process and Which? are currently investigating the extent of their
relationships with ID theft insurance providers. We will provide a dossier of
evidence to the Commission when these investigations are complete. The
Commission could ask these banks what information they had about the policies
their customers were being sold and whether they realised that important
elements of the products would not provide any benefits to their customers.

Mis-selling scandals 3 and 4: NHFA and Barclays bank —investment
products

3 Financial Services Authority, Final Notice to Credit Card Protection Plan Limited (FSA Reference Number 311489),
14/11/12, pg. 3
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69. This section summarises two instances of mis-selling of investment products,
predominantly to “vulnerable customers” including the elderly and those nearing
retirement, in relation to NHFA Limited (NHFA) and Barclays Bank Plc
(Barclays).

Examples of mis-selling by NHFA/HSBC and Barclays
NHFA

70.0n 2 December 2011, the Financial Services Authority (FSA) imposed a fine
on HSBC of £10.5 million in relation to inappropriate investment advice and
sales of asset-backed investment products provided by NHFA (acquired by
HSBC in July 2005) o it's customers between 15 July 2005 and 20 July 2010.
This breached Principle 9 of the FSA’s Principles for Businesses as well as a
number of rules in the Conduct of Business (and its predecessor, Conduct of
Business Sourcebook) found in the FSA Handbook.*?

71.NHFA specialised in providing independent financial advice to customers
who were either receiving care or about to enter long-term arrangements. The
majority of NHFA’s customers, described by the FSA as being “vulnerable
customers”, were elderly (the average customer age was almost 83 years old)
and relied on investments to fund their care costs. As a result of NHFA advice,
customers were left with only a small amount of funds readily available to them
and in many cases proceeded to take high levels of withdrawals from the
invested assets during the early years to meet care costs.

72.The FSA identified that the failings in the suitability of advice were “serious,
systemic and persisted over a long period of time” and led to a significant
number an unacceptable level of risk of mis-selling leaving customers potentially
suffering financial detriment. For example, a third party audit of 421 NHFA
customer files regarding sales made between April 2004 and July 2010,
identified unsuitable sales in relation to 87% (or 367) of customers where one or
more asset-backed products were sold. 74% (625 of 841) of asset-backed
policies sold were deemed to be unsuitable for the consumer.

Barclays

73.0n 14 January 2011, the FSA imposed a financial penalty on Barclays of
£7.7 million for breaches of Principle 9 of the Principles for Businesses and
associated rules in relation to Barclays’ sales of Aviva’s Global Balanced Income
Fund (the Balanced Fund) and Global Cautious Income Fund (the Cautious
Fund) between July 2006 and November 2008.%*

74.Customers who had been mis-sold included the elderly and those nearing
retirement seeking to generate greater incomes than available from deposits but
who had limited or no experience of stock market investments and their inherent

32 Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 1
 Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 2-3

* Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 1
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risks. The FSA concluded that many of these “vulnerable customers” were
drawn to the Funds’ “enhanced income objective”, but due to their inexperience
may not have understood the risks involved due to the Funds’ complex
characteristics. This led the FSA to conclude that “Barclays customers were
exposed to an unacceptable risk of unsuitable sales and a number of unsuitable
sales were made.”®

75.The FSA concluded that a large number of investors were placed at risk and

the potential impact was significant. During the Relevant Period, a total of
12,331 customers invested in the Funds with investments totalling £692 million.

Root causes of the mis-selling of the investment products

76.Which? argues that the root causes of mis-selling by both NHFA/HSBC and
Barclays can be attributed to the following poor industry practises:

Inappropriate products

77.In the case of NHFA, the FSA concluded the asset-based investments
recommended may result in “potentially no benefit to the customer compared to
retaining the funds in a bank or building society deposit account.”3®

78.This is due to a number of factors, including a failure to take into
consideration the tax status of customers (resulting in exposure to higher
liabilities), the impact on reduction of capital due to high levels of early
withdrawals and product charges, as well as charges incurred resulting from
customers life expectancy being less than the minimum recommended term for
the investment.*’

79.There was inadequate diversification of investments and savings plans with
little or no consideration given to the use of, or explanation for discounting of,
other suitable forms of investments (for example OEICs/unit trusts, ISAs,
National Savings, and fixed rate deposits).®

80.In the case of Barclays, the FSA concluded that the Funds were incorrectly
promoted and sold to consumers despite being unsuitable to their
circumstances. Customers were misled by the “enhanced income objective”,
and were unaware that the funds were inappropriate for those wishing to invest
for capital growth. This was further compounded by the mislabelling of the
Balanced Fund as “balanced” instead of “adventurous” during the introduction of
a new process of risk rating.>® Furthermore, customers were found to be
unaware of the inherent risks of the product as focused was made only on the
potential benefits.

% Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 2
*Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 7
% Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 2
*® Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 7
¥ Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 5
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Commission based incentives

81.Which? argues the use of commission based incentives in the sale of these
investment products also had a direct role to play in the mis-selling of financial
products. Information Which? has received from customers who have been mis-
sold these products by NHFA showed that commissions were received by
advisers as a result of the sale. Not only were consumers’ worse off as a result
of the inappropriate nature of the product sold, but they also paid a cost
indirectly through the commissions charged. The uncontrolled use of such
incentives led to the growth in sales of these products regardless of the potential
risks to the highly vulnerable consumers involved.

Poor staff training

82.In addition, the FSA’s investigation into Barclays highlighted the impact of
inadequate staff training to mitigate the risk of suitable sales of the Funds. In
particular, the lack of clear identification of which types of customers the Funds
were best suited for and a failure to identify that the product was inappropriate
for customers seeking capital growth. Nor did it explain the detrimental
consequences to capital declining when withdrawing income from the Funds
during a market downturn. Consequently, the FSA concluded that “the training

material gave advisers a misleading impression of the risks involved”.*°

83.Furthermore, Barclays’ own training and competency reports throughout
2007 to 2008 showed ongoing poor scores and breaches of Barclays’ sales
standards relating to completion of sales documentation. The FSA concluded
that Barclays failed to take prompt and remedial action on ensuring appropriate
documentation on sales of Funds.**

84.The FSA concluded that both NHFA/HSBC and Barclays failed to put in
place adequate procedures for monitoring sales of the aforementioned products
and funds which resulted in a failure to promptly identify and investigate
potentially unsuitable sales.*

Improper assessment of consumers’ attitude to risk (ATR) and
recommending excessively risky and inappropriate products which did not
meet their objectives

85.In the case of NHFA, the FSA'’s investigation found that there was no
consistent approach to assessing customer's ATR, or use of a suitable risk
profiling questionnaire. Due to the age of NHFA’s customer base, many had
limited means or opportunity to make up any financial loss resulting from an
unsuitable sale and risked impacting on their ability to fund care arrangements.*®

“0 Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 2, 7
“! Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 12
“’Financial Services Authority, Final Notice to Barclays Bank Plc, 14/01/11, pg. 2
“ Financial Services Authority, Final Notice to HSBC Bank Plc, (FSA Reference Number 114216), 02/12/12, pg. 7
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86.In the case of Barclays, customer suitability was not taken into proper
consideration when selling the product to largely vulnerable consumers.
Barclays failed to adequately identify which customer type would be most
suitable for the product, which led to a number of vulnerable customers being

exposed to “a material risk of unsuitable sales”.**

Lack of adequate information in customer literature

87.The FSA indentified that the Barclays fund product brochures and other
documentation given to Barclays’ customers contained inadequate information
and statements which could have misled customers about the nature and levels
of risk involved.*®

88.Similarly, the suitability letters issued by NHFA advisers to their customers
failed to provide information tailored to the circumstances of the individual
customer, therefore failing to adequately explain the reasons for product
suitability. The FSA found that such letters contained a number of inaccuracies,
and failed to give balanced information by focussing unduly focusing on product
benefits and insufficient warnings about probably disadvantages. Lastly,
standard appendices used in correspondence included out-of-date or irrelevant
information.*®

Conduct following the breaches

89.Following the fines imposed by the FSA both firms were required to provide
redress to the consumers affected by the mis-selling. However, Which? are
concerned that the lack of independent oversight of these processes could risk
consumers being offered inadequate redress. For example, in the case of one
consumer affected by the Barclays mis-selling, the amount of redress offered
assumed that instead of the consumer receiving the inappropriate advice they
would have invested in a product where they would have received a return equal
to the Bank of England base rate + 0.5% and still have lost 7.5% of their capital.
The FSA and Barclays have been unable to provide clear justification of why this
method of calculating redress was chosen.

27 December 2012
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Annex A: PPI —timeline of events

1998

Which? published article highlighting the protection market, and raising
concerns about PPI

2001
Government decides to widen the scope of the FSA
2002

Which? published article highlighting PPI mis-selling and that it was being
automatically included when consumers asked for a quote for a personal loan.

We said: “The results of our investigation are shocking. As well as mis-selling
we concluded that the Association of British Insurers (ABI) and General
Insurance Standards Council (GISC) codes are being flouted. The GISC told us
it considers breaches of its code as misselling, and is interested in our findings.”

2003

Which? responds to the FSA consultation, including the results of our 2002
mystery shopping and stating that PPI should be classified as a high-risk
product.

2004

Which? conducts further mystery shopping of PPI.

January 2005

FSA takes on the regulation of the sale of insurance

26 January 2005

FSA - a review of PPI is one of the thematic priorities set out in the FSA's
2005/06 Business Plan for the first year of general insurance regulation.

February 2005

The Treasury Select Committee report Credit card charges and marketing
recommends that “once the transfer of responsibilities for insurance regulation to
the FSA has been completed the FSA should begin an investigation into the
selling of Payment Protection Insurance.”

September 2005

CAB Super Complaint is issued to the OFT and report ‘Protection Racket’ is
published
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November 2005

FSA issues its first report as part of its thematic review of PPI, following visits
and mystery shopping — poor selling practices and lack of compliance controls.

The FSA Chief Executive and Chairman are questioned on this report by the
Treasury Select Committee on 8 November 2005:

Q73 Chairman: Sir Callum, you came out with a paper on payment protection
insurance on Friday and | want to ask you a few questions about that. Around
20% of the firms visited by the FSA provided for no refund on early cancellation
of a payment protection insurance policy. This means that the consumer can
pay several thousand pounds for a single PPI policy and receive no refund if
they settle the loan early. What plans do you have to stop that practice?

Sir Callum McCarthy: First of all, | think that the results of both the thematic work
and of our mystery shopping in relation to PPI showed that this is a worrying and
real problem. The concern that we have is that in particular a number of
providers of this product, which is not a bad product, inherently—it deals with the
real requirement to give people the insurance they need, dealing with loans—not
particularly in relation to mortgages where the position is quite good, but in other
respects, were not giving the information that the customer needed. If it is made
clear that by making a single payment you risk losing it or wasting it if you repay
the loan early or change the loan, as long as that is explained properly that is a
decision for people. The worrying thing was that people were not having that
explained.

Q74 Chairman: This is your own document, and you say you consider no
refunds are made under unfair terms in Unfair Terms in Consumer Contract
Regulations, 1999.

Sir Callum McCarthy: If | try to deal with the main questions that we were
concerned with, one was that exclusions were not properly described and
particularly in people in terms of age exclusions and self-employment, so there
were a number of instances where products were sold and the person could not
subsequently make a payment against that product, and that is inexcusable.
There were a number of instances in which the question of the risk associated
and what would happen in particular circumstances—and single payments is a
very good example of that—were not explained, and we need to get better
explanation. And there is then a legal question which we have to do more work
on, and | will have to come back to you with a note on the legal question
because | would not give you the proper legally correct answer if | tried to give it
now, but | will do so, if | may, Chairman.

Q75 Chairman: Yes. You indicate under your Treating Customers Fairly
principles that product providers should consider how the products meet their
personal needs and expectations and the new Conduct for Business Rules
require the firm making a personal recommendation to ensure that the product is
suitable for the customer. Given that over 70% of unsecured loans are settled
early—and that was indicated in a DTI Press release in December 2003—and
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you recognise that many customers are likely to need flexibility, does this mean
that many single [premium] PPI policies are failing to meet the current
customers' needs under the Principles of Treating Customers Fairly and your
suitability rules?

Sir Callum McCarthy: | think it is clear that many of them have sold
inappropriately, yes.

Q76 Chairman: There is a need for urgent action, and | am a bit disappointed in
terms of your recommendations because the Treasury Committee
recommended that the OFT conducted investigations into the PPI as early as
December 2003 and indeed we went on, in January 2005, following the
transferral of responsibilities for the general insurance regulations, to ask the
FSA to conduct an investigation. Your press release states, "Having put the
industry on notice to improve its sales practice, the FSA plans to undertake a
second round of thematic work early next financial year to check that
compliance levels have improved." It seems as though this problem is going on
and on and there is not much done about it. Let me give you a personal
example. | went into my bank to get a small loan added and | was asked if |
wanted payment protection insurance, to which | said no. The next week | get
eight separate letters from the bank asking me to sign up for PPl—eight letters
as a result of that. | did nothing about it, but there was a heavy sell here.

Sir Callum McCarthy: Chairman, | absolutely agree with you that this is a major
problem. On Friday we indicated that it was, we have said that we are going to
do further work on it. | am glad to say that both the BBA and the ABI
acknowledge that this was something that they had to deal with, and the other
thing that we have made clear is that we are initiating enforcement action
against a number of firms where, from the initial work that we have done, we
believe that there is a case for further investigation with a view to taking action
against them because of the way that they have behaved. Given that we have
been responsible for this for less than a year I think that we have tackled it firmly
and been determined to get the evidence to make sure that we understood it,
and as soon as we had that evidence have taken action.

Q77 Chairman: But if some firms were named, so that customers could have a
chance. After all, if it is conflicting with your Treating Customers Fairly
regulations and the legal implications here, then something needs to be done. It
is to try to get an urgent response from you this morning that | am asking these
guestions.

Sir Callum McCarthy: Chairman, you know that our practice—and | think it is the
correct practice—is not to name firms until we have amassed the evidence and
taken it through due process.

Q78 Chairman: But if you work at that urgently.

Sir Callum McCarthy: We are attacking this as a problem that we regard as a
major and important problem that we are determined to deal with. Could | just
add one other thing? The other element of it, as well as the mis-selling, is that it
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is a question which | would hope the OFT will deal with with equal determination,
but that these products should be bundled up with the original loan because they
are both questions of bundling which are important.

Q79 Chairman: Also your document indicates that you have found examples of
commission rates as high as 80% payment protection insurance premiums.
Does this indicate that there could be a lack of competition in the market that
OFT could investigate along with what you are suggesting there?

Sir Callum McCarthy: It is clear that the cost of the PPI can vary by a factor of
three, ie people can pay either £300 or £1,000 for the same degree of
protection. So it is clear that there is not proper competition in the market, you
have that degree of discrepancy. The thing that worries us about the very high
level of commissions, if you are paying those very high level of commissions you
have to be particularly careful to make sure that you have internal systems and
controls to prevent the product being mis-sold, and the evidence that we have
from limited thematic work and mystery shopping does not give us confidence at
all that there are those systems and controls in place.

September/October 2006

FSA Fines smaller firms for mis-selling

October 2006

FSA issues report finding more evidence of poor compliance

October 2006

OFT issues a report on PPl and consults on its proposal to refer PPI to the
Competition Commission

January/February 2007

FSA imposes fines on major providers for not treating customers fairly

February 2007

OFT makes formal referral of PPI to the Competition Commission
April 2007
Competition Commission publishes an issues statement

November 2007

Competition Commission issues consultation — it will focus on distribution

HSBC becomes the first major bank to stop selling single premium PPI policies
alongside personal loans
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January 2008

Competition Commission publishes the ‘profitability of PPI’ working paper

January 2008

FSA imposes more fines for not treating customers fairly
March 2008
FSA introduces comparative tables for PPI

April 2008

Competition Commission publishes ‘barriers and benefits to search’ working
paper

April 2008

Competition Commission publishes ‘entry and expansion’ working paper

May 2008

Which? publishes research into LPPI showing that many people may have been
sold a policy they will never be able to claim on

July 2008
FOS formally refers PPI to the FSA under the wider-implications arrangements

10 September 2008

Which? publishes research into credit card PPI showing that 1.3m people
mistakenly believed they would be approved credit if they took PPI

24 September 2008

Competition Commission publishes revised administrative timetable for its
investigation into the PPI market, with the decision on remedies postponed from
September to October 2008

30 September 2008

FSA publishes an update on its review of the sale of PPI

October 2008

Alliance & Leicester fined a record £7m for mis-selling PPI.

November 2008 — January 2009
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RBS, HBOS and Barclays all stop selling single premium PPI policies alongside
personal loans, although some continue to sell regular premium PPI policies
alongside personal loans through a variety of sales channels.

January 2009

Competition Commission recommends those selling a loan should not sell PPI
at same time. Barclays, supported by Lloyds, lodges objection to this ‘point of
sale’ remedy to the Competition Appeal Tribunal. Which? calls on them to
withdraw the appeal and writes to the tribunal to highlight our concerns.

February 2009

The FSA writes to all firms asking them to stop selling single premium PPI
alongside personal loans by March 2009.

Which? sets up a simple to use, on-line complaints tool to enable consumers to
send a complaint about PPI directly to whoever sold it to them

July 2010

Barclays stops selling all forms of PPI alongside personal loans. Lloyds stops
selling all forms of PPI.

Auqgust 2010

The FSA published policy statement 10/12, outlining the approach which firms
should take to the assessment and redress of PPI complaints.

October 2010 — December 2010

Major banks announce that they will be putting consumers complaints on hold
while they request a judicial review of the FSA’s policy statement 10/12.

January 2011

The BBA goes to court with the Financial Services Authority (FSA) and
Financial Ombudsman (FOS) over complaints handling processes for PPI.
Which? calls on the banks to withdraw from the review

20 April 2011

Judge rules against the BBA and orders them to pay costs.

5 May 2011

Which? publishes an advert in The Times calling on members of the BBA to
admit defeat over the PPI judicial review. Lloyds withdraws from the legal
proceedings and announces a provision of £3.2 billion to cover the cost of PPI
redress.
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9 May 2011

The BBA announces it would not appeal the ruling of the high court, paving the
way for banks to continue to compensate consumers if they were mis-sold PPI.

35





Written evidence from the British Bankers’ Association (SJ 009)

Thank you for your letter 6 December 2012 inviting me to submit evidence
regarding the British Bankers’ Association’s (BBA) role in the distribution of
payment protection insurance (PPI).

| want to state clearly at the outset that the BBA believes that any form of mis-
selling is wrong, that customers who are mis-sold to should be fairly
compensated, and that practices that lead to mis-selling should be eliminated.
As the PPI saga has demonstrated, mis-selling is not just bad for customers,
but also for banks. Tackling mis-selling is critical for restoring trust and
confidence in banking, which is now the main strategic aim of the BBA. Many
banks have admitted publicly that they lost sight of the customer, and the
industry needs to become more customer-focussed. | am determined that the
BBA should work with the industry to achieve that, and we have explicitly
stated in our new strategy that we should pursue initiatives and policies that
help customers. We are setting up a consumer panel, to help escalate
concerns from consumer groups and confront industry-wide issues at the
earliest possible stage. We have also set up a working group to explore in
what ways the BBA as a trade association can help the industry become more
customer-focussed.

Whilst most of the activity regarding PPl pre-dated my tenure at the BBA (I
started in September of this year), you will note from our submission that the
BBA sought to play a constructive role, working closely with the regulator to
drive standards across the sector, with the full support of our membership, to
build trust and confidence in the distribution of a product that conceptually is a
valid form of insurance protection.*’

The BBA’s direct involvement with PPl commenced broadly from 2005,
coinciding with the introduction of the Financial Services Authority’s (FSA)
Insurance Conduct of Business (ICOB) rulebook in 2005 and the
commencement of its jurisdiction over PPl and other general insurance
products. In the period between 2005 and 2009, the BBA was then
instrumental in a number of policy interventions, including;

e Clarification of the methodology and calculation of rebates when loans
were settled early and helping the industry and the FSA to agree a policy
on the disclosure of rebate terms during a PPI sale,

e Standardisation of processes to ensure that customers were reminded to
check whether they had a PPI policy and if they could claim on it, if
they got into financial difficulty, and

e Active participation in an informal agreement with the FSA to refund
increased premiums and clarify contractual terms for monthly mortgage
payment protection insurance,

The BBA also dedicated a considerable amount of resource to delivering
industry- level resolution to increasing volumes of PPI-related complaints, with
a governance process that included the FSA, the Financial Ombudsman

‘7 See, for example, Money Saving Expert http://www.moneysavingexpert.com/reclaim/ppi- loan-insurance
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Service (FOS) and consumer groups, with an independent chairman (Lord
Hunt, succeeded by Charles Clarke). Whilst this project ultimately did not
prevail, | have summarised in the enclosures to my letter the read-across from
the content of this work to the FSA’s Final Handbook text and Open Letter to
trade associations.”®*  You will also note that the decision to pursue a legal
challenge was not taken lightly, with measured consideration of developments
and an ongoing dialogue (and correspondence) with the FSA and FOS
throughout the consultation phase leading to the publication of their policy
statement. The judicial review was only pursued when it was plain that all
other avenues to challenge the FSA’s approach had been exhausted, to test a
fundamental difference of opinion in the interpretation of the FSA’s jurisdiction
— in particular, concern that the FSA was acting retrospectively.

We have endeavoured to answer your detailed questions to the best of our
ability in the short time given to us to respond. As you will appreciate, it
takes a significant amount of time and effort to sift the BBA’s activity on this
file, including for example, the negotiation of proposals that are legally valid
and acceptable to a wide range of stakeholders (the BBA has participated in
over 500 internal and external meetings regarding PPI in the period 2005 to
date). As a result, it has not been possible in the short time given to us to
analyse all the available material, so we have prioritised the more significant
meetings and summarised discussions, decisions and actions accordingly.

The responses to your questions are attached. Where it has not been
possible to answer a question, we have acknowledged this accordingly. | am
happy to arrange a supplementary submission if there are any areas that
you would like to explore further.

“8 ESA Policy Statement 10/12. The Assessment and Redress of Payment Protection insurance Complaints
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BRITISH BANKERS’ ASSOCIATION
RESPONSE TO THE PARLIAMENTARY COMMISSION ON
BANKING STANDARDS

A

CHRONOLOGY

Question 1: A summary of the history of PPI from the BBA's point of
view, from origination of the idea to now, including a tabular
chronology of key events. Please specify meetings of your specialist,
executive, Board or Council committees when PPl was discussed,
including the dates and Chairs of each meeting and the key decisions

made.
Introduction

1.

In accordance with its role as the leading association for the banking and
financial services sector in the United Kingdom, the BBA has been an
active participant in the policy developments surrounding PPI since 2005.

. As demonstrated below, following the emergence of issues relating to the
sale of PPI, the BBA sought, and at times succeeded, in working
collaboratively with the FSA and the FOS to reach a fair and mutually
acceptable solution to the issues identified. In particular, the BBA:

a. Was involved in both the negotiations and the implementation

of the ICOB and ICOBS regimes that were introduced by the
FSA in 2005 and 2008 respectively;

Established a common standard for clarification of the
methodology and calculation of rebates when loans were settled
early and on the disclosure of rebate terms during a PPI sale,

Standardisation of processes to ensure that customers were

. reminded to check whether they had a PPI policy and if they

could claim on it, if
they got into financial difficulty
Facilitated an agreement between the PPI industry and the
FSA on the issues of premium refunds and Mortgage Payment
Protection Insurance premium increases; and
Made significant steps towards agreeing a Statement of

. Principles on PPI complaints handling with the FOS and the FSA

in late 2008 (although these negotiations were not ultimately
successful).

Pre-2005: GISC and ABI

Codes

3. Prior to 2005, the BBA had limited involvement with the issue of PPI. At

this time the sale of general insurance was subject to limited statutory
regulation, which was concerned primarily with prudential matters rather
than the conduct of insurance business. A number of trade bodies issued
voluntary codes on the sale of insurance. In particular:
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4.

a. The Association of British Insurers (the ABI), a non-statutory
industry body, established a General Insurance Business Code of
Practice (the ABI Code). Members of the ABI undertook to
comply with the ABI Code and to use their best endeavours
to ensure that all those involved in selling their policies did so,
as a condition of membership of the ABI. A PPI specific ABI
Statement of Selling practice was also adopted in 1996.

b. The General Insurance Standards Council (GISC) established a
code on the sale of insurance (the GISC Rules). The GISC
undertook independent monitoring to confirm that its members
complied with the GISC Rules, and had contractual authority to
impose penalties upon members who failed to do so. The GISC
rules made clear that customers had no legal right to enforce it.

The ABI Code and GISC Rules were relatively high-level documents. The
GISC code runs to only 44 pages in total. The result was that, prior to
2005, sales of insurance (including PPI) were only loosely regulated.

2005: Introduction of ICOB

5.

In January 2005, the FSA became responsible for the regulation of the
sale of general insurance (including PPI), and introduced the ICOB rules
after a lengthy consultation process. It was at this point that the BBA’s
engagement with PPI began.

ICOB was a detailed set of rules, comprising a total of 173 rules, 2
evidential provisions, and 222 guidance provisions and the industry had a
year to carry out the enormous exercise of putting in place new processes,
systems and controls — including reviewing and changing all of its
documentation and training all its staff - to enable all forms of general
insurance to be sold in accordance with this new regime.

Initially, the BBA played a more limited role in supporting members to
engage with the new rules. As the rules were predominantly addressing
insurance policies and contracts, insurance trade associations engaged
more pro-actively when discussing the application of the new rules.

2005-2008: Thematic Reports

8.

Between 2005 and 2008, the FSA undertook a series of thematic studies of
PPIl. The FSA published its first thematic report on 4 November 2005, a
second thematic report in October 2006 and its third thematic report on 26
September 2007. The FSA welcomed feedback49 and guidance throughout
the thematic review process and the BBA, along with other trade
associations, was an active participant in the dialogue and the ensuing
policy developments (as explained below).

49 Annex three, view of BBA Retail Committee, 16/12/2005
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9.

It is important to note that the FSA’s thematic work considered the entire
PPl market and included a wide range of sectors, which in addition to
banks and building societies included car dealers, catalogue companies,
mortgage brokers, credit brokers and retailers. Although the FSA took
enforcement action against a number of (predominately) smaller firms
following its thematic work, the message from the FSA throughout was that
PPI can provide valuable protection for consumers. The thematic reports
focussed on ways in which firms could improve their sales systems and
processes for the future.

2006: Industry Agreement on premium refunds

10. Following the FSA’s first thematic report on PPl and a letter sent by the

FSA to the BBA and other trade associations on 26 May 2006, the
BBA began to consider issues surrounding PPl premium refunds in the
case of single premium PPI. In particular, the BBA conducted a large
amount of work in relation to the fairness of the Rule of 78. The Rule of
78 was an actuarial method used to calculate the premium refunds that
would be made to customers on early termination of a PPI policy, which
provided for proportionately decreasing refunds over the life of a policy.

11. On 18 July 2006 the BBA, alongside other trade associations,

participated in a meeting between the industry and the FSA to discuss
premium refunds and the Rule of 78. As a result of the BBA’s work in this
area the industry and the FSA were able to come to an agreement on the
issue of premium refunds (including the disclosure of refund terms during
a PPI sale) in October 2006. The terms of the agreement are embodied in
the FSA’s Second Thematic Report as well as the FSA’s press release
published on the FSA’s website on 29 March 2007 (annexed). The industry
had agreed an outcome with the FSA that they were both happy with, and
the industry proceeded to implement the agreed position. BBA members
also agreed to prompt a customer who was in default on a credit
agreement to check whether they had PPI and if they did, would encourage
them to make a claim under the policy.

2007: Consultation on the introduction of ICOBS

12. In 2008 the FSA changed the regulatory regime significantly

through the introduction of ICOBS. ICOBS moved away from detailed and
prescriptive rules towards higher-level more outcomes-focused rules. It
therefore reduced the number of rules applicable to most general
insurance. However, for the first time, it introduced different, more detailed
rules in particular areas, including for PPI. Eighteen new detailed rules,
and eleven pieces of detailed guidance, were introduced to apply
specifically to PPI products. The reason for the introduction of these rules
was “to target the specific risks [the FSA had] identified” with the sale of
PPI1,*® which the FSA believed had not been adequately addressed by the

>0 Consultation Paper 07/11, June 2007.
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ICOB Rules. The most significant rules and guidance introduced for PPI
related to eligibility, suitability, product disclosure and cancellation.

13. ICOBS came into effect on 6 January 2008, but there was a six month
transitional period to enable firms to adjust their sales processes and
marketing materials to comply with ICOBS given the scope and
significance of the change from ICOB. BBA ran a seminar, at which FSA
spoke - to ensure that firms understood the impact of the new rules and
were well prepared for their introduction. BBA also held meetings with
firms regarding variances in interpretation of the rules, in particular in
relation to the treatment of MPPI price disclosure. As a result of BBA
discussions on MPPI it became clear that not all firms had understood
FSA expectations and as a result several firms requested, and were
granted, an extension of time for implementation.

2008 - 2009: BBA participates in industry agreement with FSA on MPPI

14. In its first thematic report the FSA had stated that compliance with its rules
in the prime mortgage sector had “tended to be better”. However, in 2008
it began to express concerns about mortgage payment protection
insurance (MPPI). The FSA’s concerns centred on increases in premiums
and reductions in cover under MPPI policies.

15. The BBA, alongside other trade associations, participated in discussions
with the FSA that led to an industry wide package of measures for affected
MPPI consumers. Under the terms of the agreement reached in October
2009 (which are set out in a press statement annexed), the product
providers and distributors agreed to:

a. Proactively refund increases in premiums and reverse any
reduction in cover;

b. Offer to reinstate policies in certain circumstances; and

c. Amend MPPI contracts to ensure that all customers are made
aware of the circumstances in which firms have the right vary
premiums and cover.

16. In the relevant FSA press release, Jon Pain, managing director of
supervision at the FSA, said:

“The FSA welcomes this positive move by MPPI firms to reverse the
recent changes in premiums or cover... This clarity will provide the
basis for MPPI to remain a valuable option for many mortgage
customers who wish to take out protection, alongside the mortgage
commitment they are taking on.”

2008 - 2009: proposals for statement of principles for PPl complaint
handling standards

17. By the beginning of 2008, BBA members had noticed that PPI
complaints that had previously been upheld for the firm were now being
declined. There was a general recognition by the PPI industry that there
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was a need to enter into a dialogue with the FSA in relation to PPI
complaints handling. The FOS wrote to the FSA in July 2008 suggesting
that PPI complaints had become an Issue with Wider Implications.

18. Therefore the BBA, together with a number of other trade associations,*!
proposed to the FSA that the industry should issue guidance on PPI
complaints handling in the form of a Statement of Principles (the
Statement). It was intended that the Statement would set out how firms
should handle new complaints about PPl and also how firms would
reconsider cases in the FOS pipeline. It was hoped that the Statement
would result in a reduction in the number of complaints being
unnecessarily referred to the FOS and would increase the likelihood that a
firm’s decision would be upheld if considered by the FOS.

19. To oversee the drafting and implementation of the Statement, the
industry established an Executive Committee with an independent chair
(Lord Hunt of the Wirral, who was succeeded by the Right Honourable
Charles Clarke MP) and representatives from FSA, FOS, FSCS,
consumer organisations, ABI, AFB, BBA, FLA and industry. The industry
also established a Drafting Committee to prepare drafts of the Statement
for review and final approval by the Executive Committee, and also a
wider Consultation Group to ensure firms were engaged in the
process and could prepare to implement the Statement.

20. The Executive Committee met on a number of occasions in late 2008 to
attempt to agree the Statement and several drafts of the document were
produced. However, the attempts to agree the Statement were bought to
an end when it became agparent that the FSA intended to produce rules
and guidance in this area.

21. The BBA considers it unfortunate that work was not continued on the
Statement. The BBA is of the view that there is a clear degree of overlap
between the Statement and the Handbook guidance eventually
promulgated by the FSA, indicating that there was a reasonable prospect
that given further time and effort by all concerned an agreement could have
been reached and much more quickly than August 2010, when the FSA
published PS 10/12. There were inevitable complications in the drafting
process, including;

a. The Statement had to fit around existing comglaints
handling provisions in the FSA’s Handbook (DISP)*: for
example, the Statement did not cover mandatory root cause
analysis (RCA)>* or deadlines for complaints handling>>

3! Association of British Insurers, Association of Independent Financial Advisers, Association for Payment
and Clearing Services, BIBA, Building Societies Association, Council of Mortgage Lenders and the Finance and Leasing
Assaociation.
32 A letter from the FSA to the BBA dated 26 May 2009 expressly stated this intention.
33 Dispute Resolution; Complaints (DISP)
*DISP 1.3.3R
> DISP 1.6
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b. After taking legal advice, the drafting party was advised
that a common approach to fair redress agreed by market
participants would contravene competition law>®

c. Given the existing provisions in DISP regarding the
weighing of evidence, the FSA felt, after discussion, that
this aspect of the Statement should be addressed by them

However, it was felt throughout the process that these could realistically be
overcome, hence the weight of resource put behind their development.
Obviously, if the parties had come to an agreement the long round of
consultations leading to the Judicial Review eventually commenced by the
BBA would have been avoided.

22. BBA worked through the SOP transparently with FSA and FOS. Firms
across the market suggested ways in which sales could be challenged and
what could be helpful frameworks for handling such complaints. Some of
the text which was developed on this basis was subsequently used in
sections of the FSA policy statement.

23. During this time the FSA contacted major firms to ask them to stop selling
single premium PPI. These discussions were conducted bi-laterally — but
most of the firms selling these products agreed to the voluntary withdrawal
in January 2009.

2009 - 2010: consultation with the FSA and FOS in relation to the
applicable standards for PPI sales complaints handling

24. Despite the parties’ inability to agree a Statement of Principles, the
BBA remained actively involved in discussions with the FSA and the FOS
throughout 2009 and 2010 as the FSA developed its proposals concerning
the handling of PPI sales complaints.

25. In May 2009, the FSA commenced a pre-consultation exercise with the
BBA, its members, and a number of other trade bodies on its proposals for
PPl sales complaints handling. As well as attending several meetings,
the BBA and the FSA exchanged correspondence.

26. At this early stage, the BBA and its members were becoming
increasingly concerned that forcing firms retrospectively to apply standards
which they did not believe existed at the time of PPI sales could potentially
have broad ramifications, in terms of the scale and cost of customer
redress. The BBA Board expressed doubt over the validity of the cost
benefit analysis carried out by the FSA. The Board’s perception was that
the consequential cost would be several billions of pounds and not the £80
million estimated by the FSA.>’

27.The FSA issued two consultation papers on its proposals for PPI
sales complaints handling (CP09/23 in September 2009 and CP10/6 in
March 2010). The BBA submitted a formal response to each of these
papers in October 2009 and April 2010 respectively and continued to meet

% Principally, the Competition Act (1998) and the Enterprise Act (2002)
37 Annex 3, BBA Board, 16/12/2009
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with the FSA and FOS during this period. The BBA’s main concern was
that the FSA’s views of the regulatory standards applicable to the sale of
PPI did not reflect the applicable rules under ICOB and ICOBS at the
time that sales of PPl were made. It was particularly concerned that by
setting out its views on the standards in an open letter to industry
bodies, it sought to side step not only consultation but also any
determination of whether its views were correct. This is significant given
that the FSA is required by statute to undertake a consultation process
before issuing guidance.>®

28. CP09/23 and CP10/6 culminated in Policy Statement 10/12 on PPI
sales complaints handling which was published on 10 August 2010. The
Policy Statement again made clear the FSA’s reliance upon the standards
in the Open Letter.

29. In addition, given the importance of FOS complaints volumes and uphold
rates to the FSA’s decision to make the proposals that led to the Policy
Statement, the BBA met and engaged in correspondence with the FOS in
early 2010 in order to gain a better understanding of the FOS’s
explanation of the change in its uphold rates.

30. Until mid-2007, the FOS experienced a relatively low number of complaints
about PPI. As to outcomes of complaints, between 2005 and the end of
2007 or early 2008, most of the BBA’s members experienced decline rates
(i.e. complaints upheld in favour of customers) of around 20% to 30% for
PPl complaints referred to the FOS. The picture changed markedly, both
as to numbers of complaints and outcomes, thereafter. In the BBA’s view,
this was primarily because of a change in the standards applied by the
FOS in adjudicating on complaints about PPI sales.

2011: Court challenge

31. After almost two years of dialogue and consultation, by the summer of
2010 it was clear that the position of the FSA and the FOS in relation to
the standards applicable to PPI complaints handling was irreconcilable
with the BBA’s view. It was only at this point, after exhausting all other
avenues with the FSA and the FOS that the BBA felt compelled to take on
a Judicial Review to clarify the standards applicable to PPI.

32. The fundamental reason for the judicial review was that the BBA and its
members believed that FSA and the FOS were seeking to apply
standards to PPI sales which were more onerous than, and inconsistent
with, the legal requirements applicable under ICOB and ICOBS; this
retrospective application of standards was an industry-wide concern.>

%8 Financial Services and Markets Act (2000), section 157.

*® The FSA had confirmed, by letter dated 21 January 2010 from Christina Sinclair and 2
February 2010 from Hector Sants that it relied, in justifying the Open Letter Standards, in
particular upon the Principles, which it contended imposed additional disclosure
requirements upon firms not contained in ICOB or ICOBS and which (it contended) could
give rise to an obligation upon a firm to compensate a customer for breach.
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33. For example, although there had never been any rules or codes of
practice specifically requiring firms to take account of the prospect of early
cancellation, one of the Open Letter Standards required firms to seek
information from customers purchasing single premium policies (i.e. where
a premium is paid in full at the outset) about whether there was a prospect
of early repayment.®® This was a particularly onerous standard to be
applied retrospectively given that a significant number of customers repay
or refinance before the end of their PPI policies, so it is always possible to
say there is a “prospect” that a customer will do this. Moreover, the
standard itself appeared to have been based on the FSA’s and the FOS’
concern that non-pro rata refunds might be somehow unfair or unsuitable
for customers. However, the standard ignored the fact that refunds for
early cancellation were based on an actuarial method known as the Rule
of 78, which had been agreed with the FSA in October 2006 (see
paragraphs 8 and 9 above). Under this method, refunds are weighted
according to the risk of the insurance and that customers who cancel early
only pay for the proportion of the insurance they have used, thus dispelling
any notion that the repayment method (which the FSA agreed to in 2006)
was unfair or unsuitable.

34. Proceedings were issued in October 2010 and the hearing took place at
the end of January 2011. The BBA’s argument at the hearing was that the
FSA and the FOS had erred in law in promulgating PS10/12 and the
FOS Guidance in deciding that:

a. A breach of the Principles gave rise to liability to customers in
respect of which firms are required to pay compensation under
the complaints handling rules, notwithstanding that PRIN 3.4.4R
provides that a breach of the Principles does not give rise to a
right of action by a customer (Argument 1); and

b. As the ICOB and ICOBS rules were intended to implement the
requirements of the Principles, the Principles may not be applied
in a manner inconsistent with the detailed rules to vary or
augment the requirements of those rules (Argument 2)

35. In addition, Nemo Personal Finance Limited (supported by the BBA)
argued that PS10/12 was also unlawful because, by promulgating the
measures under the FSA’s general rule and guidance making powers, the
FSA had circumvented the safeguards and limitations in section 404 of the
Financial Services and Markets Act 2000 (FSMA) (Argument 3).%*

36. Argument 1 was based on the premise that the FSA was acting outside the
scope of its power by deriving the Open Letter Standards from the
Principles, rather than solely by reference to the legal liability of firms
under the detailed rules which were applicable at the relevant time, as set
out in ICOB and ICOBS. Argument 2 was based on the premise that given
there were detailed rules governing the sale of PPl in ICOB and

€ Open Letter Standards, paragraph 10(a)(ii).

" An approach understood to have been preferred by the Financial Ombudsman Service
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(subsequently) ICOBS, it was unlawful for the FSA to promulgate general
standards based on the Principles that were overlapping, contradictory and
retrospective. Argument 3 was based on the premise that given section
404 of FSMA provides for a detailed procedure for “customer redress
schemes”, it was the only power the FSA could use to promulgate a
scheme such as that contained in PS10/12.

37. The BBA believed that it had a meritorious case and that it was
justified in seeking the Court’s guidance as to the scope of the FSA’s
power to set standards in the manner that it had, particularly given the
principle at stake (i.e., the ability of the FSA to use its high-level principles
to supplement its more detailed conduct rules retrospectively). The Court
granted the BBA permission to proceed with its arguments and a five day
hearing took place.

38. Ultimately, however, in a detailed judgment, Mr Justice Ouseley found
against the BBA. Although initially disappointed by the Court’s decision,
the BBA was grateful for the Court’s clarification of the standards relating
to PPl complaint handling and the scope of the FSA’s powers in that
regard. Indeed, the Court’s decision has subsequently allowed the PPI
industry to move forward with a common approach for dealing with PPI
complaints.

2011-2012: Post judgment

39. Since the Judicial Review judgement was handed down on 20 April
2011, the BBA has been conducting work in the following areas:

a. Redress -calculations — the BBA has been seeking to
develop a method of enabling firms’ internal redress calculators
to be externally validated as “appropriate” so as to avoid a
potential second challenge from CMCs on the calculation of
redress, after the initial redress payment has been accepted.

b. Customer contact letters — the BBA has agreed a cross
industry initiative to improve various aspects of PPI complaint
letters.

c. Which? Money Saving Expert Summit — the BBA took part in
this summit on 23 April 2012 which related to predatory
behaviour from CMCs.

40. The article at annex seven gives an indication of the spirit within which

these discussions were conducted, although not all suggestions tabled
by consumer groups have been taken forward.

Question 2: An organogram outlining how the committees referenced
above link to each other and the Board

41. See annex two (a and b).
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42. The BBA retail banking committee (Retaill Committee) was the main
decision making committee for PPl policy matters throughout the period,
however please note that the decision to pursue a judicial review was
approved by BBA Board on the recommendation of the retail committee.

Question 3: A list of the BBA Chief Executives since 1999, including the
period during which each held the role and the organisation they now
work for

2012 to date. Anthony Browne
2007 — 2012. Angela Knight, CBE
2002 — 2007. lan Mullen
(pre)1999 — 2002. Tim Sweeney

Question 4: A list of the lead person or persons at the BBA responsible
for PPI since 1999, including the period during which each held the role
and the organisation they now work for.

2007 — 2012. Over-arching responsibility (reporting to CEO) Eric
Leenders, Executive Director, Retail Banking

2011 to date. Patricia Easterbrook

2008 — 2011. Stefan Marx

2005 - 2008. Stewart Dickey

Question 5. A list of key meetings regarding PPI attended by the BBA
and external parties, including dates, Chairs, main points of discussion
and which other organisations were represented.

43. See annex three.

Question 6: A summary of the training or guidance that you made
available to your members in relation to PPI, covering the period since
1999 and detailing changes over this period.

44. The BBA runs a series of events, including courses and seminars on
topical issues through a wholly owned subsidiary, BBA Enterprises
Limited. Typically, events reflect member-demand across a spectrum of
banking activity, including retail conduct issues. The relevant regulator and
other subject matter experts are invited to speak to inform members and
exchange views.

45. The BBA held two seminars on PPI; a generic PPl seminar in 2007
and a seminar regarding PPl and Competition Remedies in 2008. A
seminar scheduled for 2010 was cancelled in light of the judicial review.
Independently of the BBA — the Chartered Insurance Institute produce a
textbook on Creditor Insurance, (CR1) updated in December 2004,
authored by Rod Revel and reviewed by Charles Maddocks and Leo
Timmermans.
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Question 7: A summary of the perceived consumer benefits and
beneficiaries of PPI.

46. PPl is a type of insurance that helps customers to keep up loan repayments
when they are unable to work due to accident, sickness or unemployment.
Life cover is often included to enable the beneficiaries of the customer’s
estate to pay off the loan if the customer dies. There are many types
of borrowing that can be covered such as, for example, personal
loans, hire purchase agreements, secured loans, mortgages, credit or
store cards and overdrafts.

47. Although the terms of individual PPl policies vary considerably,
there are common themes. The three most common components of PPI
cover are:

a. Accident and sickness cover, which is triggered if a borrower
cannot work due to an accident or sickness, and typically meets
monthly loan repayments for a defined period or until the
borrower returns to work (if earlier);

b. Unemployment cover, which is triggered if a borrower becomes
involuntarily and unexpectedly unemployed for other reasons
and, like accident and sickness cover, typically meets monthly
loan repayments for a period or until the borrower returns to work
(if earlier); and

c. Life cover, which is triggered if a borrower dies, and typically
pays the total outstanding loan balance.

48. Many policies provide all these components of cover, but some do not and
some policies provide additional types of cover. Three common types
of additional cover are:

a. Critical illness cover, which is triggered if a borrower cannot
work due to a serious illness, and typically pays the total
outstanding loan balance;

b. Hospitalisation cover, which is triggered if a borrower needs to
remain in hospital during the term of the loan, and typically pays
a set amount
per day spent in hospital; and

c. Carer cover, which is triggered if a borrower has to leave work to
care for a close relative, and typically meets monthly loan
repayments for a period or until the borrower returns to work (if
earlier).

49. The precise scope of cover and the exclusions and limitations applicable
to each type of cover vary between PPI policies, although it is possible to
identify some common characteristics. Broadly speaking, the terms relating
to the accident and sickness, critical illness and life components of the
cover tend to be similar to the terms in those types of policies when they
are sold separately, outside the payment protection context (for example,
standard life insurance policies). Unemployment, hospital and carer cover
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were not normally available on similar terms outside the payment
protection context.

B. MIS-SELLING

Question 8: What information sources or controls were in place to
monitor whether PPl was being sold appropriately by your members?
How, if at all, did this change over the period 1999 to 2012, and did these
processes identify that PPl was being mis-sold? If not, why not?

50. As a trade association, the BBA only has a monitoring and enforcement
role in its capacity as sponsor-director of the Lending Code (and
previously the Banking Code), which does not have any power or authority
with respect to the regulation of PPI. This is a regulated activity monitored
and enforced by the Financial Services Authority.

Question 9: At any stage did the BBA decide to review PPI sales? If so
please describe the nature of these reviews: how were reviews
conducted, by whom, what conclusions were reached and what
changes were made?

51. The BBA did not review individual PPl sales at any stage. As a trade
association, the BBA only has a monitoring and enforcement role in its
capacity as sponsor- director of the Lending Code (and previously the
Banking Code), which does not have any power or authority with respect to
the regulation of PPI. This is a regulated activity monitored and enforced by
the Financial Services Authority.

Question 10: What actions were taken by the BBA in response to
external reports of mis-selling

52. The BBA first became aware of references to complaints regarding PPI
sales practices, when they were brought to its attention in 2003 by FOS,
however this must be seen in the context of far lower volumes than
presently seen and with firms’ decisions when considering the complaint
being upheld — or endorsed — by FOS in circa 80 per cent of cases.

53. The industry generally was also mindful that the FSA intended to bring
in (and had been consulting on) a new conduct rulebook (ICOB) which
would clarify the appropriate manner in which insurance products (including
PPI) should be sold.

54. Please also refer to the answer given under section one, question one and
annex three, which outlines the actions taken by the BBA.

Question 11: When did the BBA become aware that PPl was being mis-
sold? What, if any, involvement did the BBA Board and the Senior
Executives have in this discovery?

55. Please refer to the answer given under section one, question one and
annexes one and three, regarding the chronology of events and actions

49





taken by the BBA in conjunction with the FSA (and others) to improve
standards in PPI distribution.

Question 12: A timeline of the action taken by the BBA, both
externally and internally, when it discovered that its members were mis-
selling PPI.

56. Please refer to the answer given under section one, question one and
annex three, regarding the chronology of events and actions taken by the
BBA in conjunction with the FSA (and others) to improve standards in PPI
distribution.

57. Please also refer to the answer to question six regarding training and
events, where the BBA played a role in raising awareness of regulatory
standards.

58. As a trade association, the BBA only has a monitoring and enforcement
role in its capacity as sponsor-director of the Lending Code (and
previously the Banking Code), which does not have any power or authority
with respect to the regulation of PPI. This is a regulated activity monitored
and enforced by the Financial Services Authority.

Question 13: What sanctions you have placed on members who were
involved in mis-selling of PPI? What guidance you have provided to such
members?

59. As a trade association, the BBA only has a monitoring and enforcement
role in its capacity as sponsor-director of the Lending Code (and
previously the Banking Code), which does not have any power or authority
with respect to the regulation of PPI. This is a regulated activity monitored
and enforced by the Financial Services Authority.

Question 14: Why, in your opinion, did the market fail to "correct" the
mis- selling of PPI?

60. As the response to question 1 above demonstrates, the lack of
certainty in relation to the rules and standards applicable to PPI sales and
complaint handling is a key factor in understanding the PPI story.

61. The regulation of PPI changed considerably over the period 2005 to 2010.
In 2005 PPI went from being unregulated to being subject to the detailed
and prescriptive rules in ICOB; in 2008 ICOB was replaced by ICOBS,
which introduced new and more detailed rules applicable to PPI; and in
2010 the FSA asserted that PPl was subject to the ICOBS rules together
with a later set of general standards based on the FSA’s Principles, as set
out in its Open Letter.

62. Prior to the outcome of the judicial review proceedings, the BBA and its
members held the legitimate view there had not been widespread mis-
selling of PPI given that the detailed ICOB and ICOBS rules had, by and
large, been complied with. Indeed, although the FSA’s thematic reports
during the period 2005-2007 had identified certain problems with PPI sales
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and the FSA had taken action against certain firms, none of the reports
had concluded that PPI had been so widely mis-sold that an industry-wide
redress scheme or customer contact exercise was required. It should be
noted that individual firms would have tackled their own remedial actions
with the FSA after the thematic reviews. The view of the BBA and its
members was that the wider problems associated with PPI sales alleged
by the FSA were based on FSA’s and FOS’ retrospective application of the
standards in PS 10/12, which were more onerous than, and inconsistent
with, the legal requirements applicable under ICOB and ICOBS.

63. By the summer of 2010 there was a fundamental difference of opinion
between the BBA and its members (and indeed the entire PPI distribution
industry) and the FSA and the FOS about the standards applicable to PPI
sales and complaints handling. This culminated in the judicial review
proceedings in January 2011.

64. As explained above, although the Court ultimately ruled against the BBA
in the judicial review, the Court’s decision served an extremely important
clarificatory purpose which enabled the market to move forward.

65. The BBA has since been focussed on helping its members to provide
their customers with an efficient complaints handling process, as described
in the section 2011-2012; Post judgement under question one.

REGULATORY INTERVENTION

Question 15: To what extent have regulatory interventions altered the
way PPl was sold by your members? Was BBA guidance regarding
sales processes and incentives changed as a result of regulatory
changes? Please summarise this with reference to how the regulatory
environment for PPl changed between

1999 and 2012

66. The broad chronology of changes to the regulatory landscape, which
changed the manner in which PPl was distributed over time, is captured in
the answer given under section one and annexes one and three.

67. As a trade association, the BBA plays no role in the quantum or
structure of remuneration practices in the sector, which we consider falls
under competition law. %

68. Please also refer to the answer to question 6 regarding training and
events, where the BBA played a role in raising awareness of regulatory
standards.

69. The BBA believes that any form of mis-selling is wrong, that customers
who are mis-sold to should be fairly compensated, and that practices that
lead to miss- selling should be eliminated.

2 Principally, the Competition Act (1998) and the Enterprise Act (2002)
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70. Tackling mis-selling is critical for restoring trust and confidence in banking,
which is now the main strategic aim of the BBA.

71. The BBA is setting up a consumer panel, to help escalate concerns
from consumer groups and confront industry-wide issues at the earliest
possible stage.

72. We have also set up a working group to explore in what ways the BBA as
a trade association can help the industry become more customer-focussed.

RECOVERY

Question 16: What is the BBA's assessment of the root causes of PPI
mis- selling? Please provide minutes of any discussions about root
causes that took place at Council, Board or Executive Committee level.
What has the BBA done to address the root causes of PPl mis-selling?
What has been done to prevent mis-selling happening in the future, in
relation to both PPI replacement products and other products that are
commonly cross-sold or bundled by your members?

73. As a trade association, the BBA only has a monitoring and enforcement
role in its capacity as sponsor-director of the Lending Code and
previously the Banking Code, which does not cover Payment Protection
Insurance. This is a regulated activity monitored and enforced by the
Financial Services Authority. As such the BBA has not undertaken a root
cause analysis of PPI distribution.

Question 17: What was the statistical relationship between the profit
margin on the underlying credit product sold alongside PPl and the
profit margin on PPI itself? What is your analysis of the drivers of those
trends?

74. In compliance with the Competition Act (1998), the BBA does not record
or hold this information.

Question 18: To what extent do you think failures in members' risk and
control processes (i.e. their 1st, 2nd and 3rd lines of defence)
contributed to PPI mis- selling?

75. As a trade association, the BBA only has a monitoring and enforcement
role in its capacity as sponsor-director of the Lending Code and
previously the Banking Code, which does not cover Payment Protection
Insurance. The FSA has regulatory responsibility for operational risks
through, for example, Conduct of Business Sourcebook and Systems and
Controls in the FSA Handbook.

Question 19: To what extent do you think that professional standards
failings at all levels in your members' organisations were a cause of PPI
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mis-selling? What changes would reduce the likelihood of a similar mis-
selling scandal happening in the future?

76. While mis-aligned incentives may have contributed to an element of
the mis- selling of PPI products, it is difficult to draw a direct line between
failings in professional standards and PPI mis-selling overall. This said, our
initial evidence acknowledged that more can be done to raise
professional standards and we plan to make a supplementary submission
specifically in this regard.

77. The BBA has welcomed the Financial Conduct Authority’s approach to
conduct regulation, as articulated in The Journey to the FCA and previous
discussion papers® . In January 2012, one of Martin Wheatley’s first
speaking engagements was to present at a BBA seminar on the intended
and emerging regulatory landscape. We support the broad direction that
the FCA intends to take, which has been widely trailed in a number of
speeches and presentations made by the FSA’s senior leadership team.®
This includes underpinning principles of more pre-emptive regulation,
forward-looking supervision and active cooperation with other regulatory
bodies, including the Prudential Regulation Authority.

78. By extension, we support the alignment of senior management
accountability with retail consumer outcomes under TCF and the Firm
Systematic Framework and larger firms have already seen this approach
start to take shape.

79. The BBA is keen to play its part in supporting the new regulatory
regime and stands ready to work with the FCA in the manner anticipated by
the paper.

21 December 2012

6 E.g. FCA Approach to Regulation (2011)

84 £ g. Tumer(2012); Wheatley (2012)
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Annex 1. DRAFT PPI Tabulated Timeline (Stylised)

1999- 2001- 2003 2003- Dec 2005 2006 2007 2008 2009
2001 2004
ABI| statement of |GISC ABI GISC ABI Jan 2005 ICOB |R78refund [ICOBSrules Firms stop selling
sales practice statement Creditor implementation [tables comein single premium
continues, committee ABIPPI UTCCR
IBRC Creditor sub- [supercomplaint |Industry
monitoring committee agreement
ABI lead on PPIlABIlead on |ABI lead on |ABI creditor |ABI creditor [ABIcreditor  |ABIcreditor  |ABI creditor
members attend |pp| members |PPI, members [COMMittee committee  [COMMittee committee committee continues
ABI attend ABI |lattend AB|  [cOntinues ~ lcontinues  [continues continues BBA [SOP continues FSA
meetings meetings meetings FSA BBA_ establisiggp work [BBA Worksyork focuses on start
attend ABI working 9r0URcentres on focuses ~ Oflstatement of consultation which
meetings (SD) R78 and implementation principles (SOP)will lead to CP10/12
checking PPIOf new rules re PPI
when complaints
customers — with FSA
default and FOS

Annex 2a; Organogram
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Annex 2b: Organogram

BBA Council

BBA Board

Retail
Committee

Various
— PPIWGs

The structures and the terms of reference for PPl working parties changed over time,
but the stylised organogram above demonstrates the report lines and key decisioning
committees.

In summary, the majority of decisions were taken at retail committee; however legal

action was escalated to main board, as described in the answer to question one and
the annexes.
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Annex 3: list of key meetings regarding PPI attended by the BBA and external
parties

PPI
Meetings

This document contains dates of meetings and correspondence regarding the
British Bankers' Association (BBA) and its involvement in Payment Protection
Insurance (PPI). These are dated from 2003 to the present day and refer meetings
of: the BBA, bodies that make up the BBA and other relevant institutions. Also
included, from page 9 onwards, is a summary of the high level discussions and
decisions taken by the BBA on PPI, throughout this period.

Key

British Bankers' Association (BBA) meetings, including:
BBA Council

BBA Board

BBA Chief Executive's Committee

(CEC) BBA Retail Committee (RC)

BBA Retail Committee High Level Sub Group on PPI (HLSG)
Freshfields Bruckhaus and Deringer (FDB)

Trade Associations’ meeting,
including Association of British
Insurers (ABI) Finance and Leasing
Association (FLA)

Council of Mortgage Lenders (CML)

Meeting with or in relation to:
Financial Services Authority (FSA)
Financial Ombudsman Service (FOS)

BBA'’s PPI Judicial Review Group

Meetings and correspondence

2003 |

06 May 2003 FOS informs BBA of relatively high numbers of cases involving
PPI

2004 |

01 October 2004 | BBA / ABI meeting on PP

2005 |

08 March 2005 RC supported a proposal to establish a set of best practice
principles for PPI.
06 April 2005 BBA / ABI meeting on PPI
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| 13 June 2005

06 September
2005

BBA / FLA meeting on PPI

12 September
2005

BBA / ABI meeting on PPI

19 September
2005

13 October 2005

BBA / ABI meeting on PPI

01 November
2005

01 November
2005

11 November
2005

BBA / ABI meetini on PPI

05 December
2005

BBA / CML meeting on PPI

07 December
2005

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

19 December
2005

BBA / FSA meeting on PPI

16 December
2005

26 January 2006

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

07 February 2006

FSA ask for concrete proposals for members to take on two
areas: Improving compliance with existing rules and addressing
wider issues in the market that go beyond compliance.

08 February 2006

02 March 2006

BBA / ABI meeting on PPI

06 April 2006

BBA / FSA meeting on PPI

27 April 2006

27 April 2006

BBA / ABI meeting on PPI

22 May 2006

14 June 2006

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

06 September
2006

BBA / ABI meeting on PPI

13 September
2006

26 October 2006

BBA / ABI meeting on PPI

02 November
2006

BBA / ABI meeting on PPI

07 November
2006

13 November
2006

16 January 2007
23 January 2007

BBA / FSA meeting on PPI - comparative table
BBA / FSA meeting on PPI - refunds
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30 January 2007 | BBA / ABI/ FLA meeting on PPI

01 February 2007

08 February 2007 | BBA PPI seminar

13 February 2007

01 March 2007

20 March 2007

03 May 2007 Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

21 May 2007

23 July 2007

21 September
2007

24 September
2007

10 October 2007

08 November
2007

09 November
2007

2008
01 February 2008

13 February 2008

12 March 2008

31 March 2008

02 April 2008 BBA / ABI meeting on PPI

16 April 2008

09 June 2008

01 July 2008

11 July 2008

16 July 2008

23 July 2008 BBA / ABI meeting on PPI

August

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI -
13 August 2008 Joint

29 August 2008
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04 September
2008

RC update on PPI - Issues with Wider Implications - BBA to write
to FSA

05 September
2008

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

10 September
2008

BBA Board agreed that the industry should propose a
process for dealing with complaints on a case-by-case basis

29 September
2008

Trade Assciations' meeting on PPI - FLA, CML, BBA and ABI

10 October 2008

RC noted ongoing work undertaken by the PPI sub group.

17 October 2008

BBA meeting with FSA. FSA confirmed it was happy with industry
level approach to principles for complaints handling

14 November
2008

RC informed that Lord Hunt has confirmed willingness to chair an
Executive Committee looking at Statement of Principles for
Complaints Handling - meeting will comprise ABI BBA FSA FOS

14 November
2008

PPI ExecComm - Statement of principles - ABI, BBA, FSA, FOS

17 November
2008

FSA writes to BBA re MPPI and further clarification on the
requirement to disclose total premium.

02 December
2008

2009

09 January 2009

HLSG discussion of the interpretation of the Competition
Commissions proposed PPI remedies

BBA Letter to FSA detailing reservations surrounding Statement of
Principles

13 January 2009

BBA Council updated that the BBA has been working closely with
the FSA, FOS and other organisations to agree a Statement Of
Principles

21 January 2009

RC discussed the PPI Statement of Principles for Complaints
Handling

09 February 2009

PPl ExecComm - ABI, BBA, FSA, FOS - Statement of principles

09 March 2009

RC informed that FSA want the industry to pursue the three
broad work streams under the Statement of Principles

13 February 2009

PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS

17 February 2009

PPI1 ExecComm - Statement of principles - ABI, BBA, FSA, FOS

25 February 2009

PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS

17 March 2009

PPI1 ExecComm - Statement of principles - ABI, BBA, FSA, FOS

20 March 2009

PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS

30 March 2009

PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS

17 April 2009 RC provided with an update on PPl work

23 April 2009 PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS
11 May 2009 RC made aware of the FSA'’s decision to publish guidance

13 May 2009 PPI sub group conference call on CCI - Pre FSA Meeting

14 May 2009 PPl ExecComm - Statement of principles - ABI, BBA, FSA, FOS
18 May 2009 PPI Pre FSA Meeting

28 May 2009 BBA / FSA meeting on PPI

01 June 2009

BBA / FSA meeting on PPI

12 June 2009

BBA / FSA meeting on PPI

18 June 2009

BBA / FSA meeting on PPI

03 July 2009

BBA / FSA meeting on PPI
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09 July 2009

19 August 2009

2009
03 September
2009
2009
2009
16 September
2009
2009
2009
28 September
2009

14 October 2009
16 October 2009

12 November
2009

19 November
2009
2009
2009
2009
2009
16 December

2010

18 January 2010

19 January 2010

20 January 2010
22 January 2010
27 January 2010

04 February 2010






16 March 2010
17 March 2010

19 May 2010

26 May 2010

09 June 2010
23 June 2010
05 July 2010

07 July 2010
14 July 2010

19 August 2010
13 August 2010

08 September
2010
08 September
2010
2010

2010
2010






21 October 2010

BBA / FSA meeting - FSA policy statement

27 October 2010

BBA PPl JR Group - meeting

28 October 2010

BBA PPI JR Group - meeting

01 November
2010

BBA PPl JR Group - meeting

03 November

BBA PPI JR Group - meeting

2010

04 November

2010 BBA PPl JR Group - meeting
17 November BBA Board updated on JR process
2010
18 November RC agreed to share media lines on PPI
2010
25 November
2010 BBA PPl JR Group - meeting - communications on JR
26 November
2010 BBA PPl JR Group - meeting
03 December
2010 BBA / FSA meeting - FSA policy statement
09 December
2010 BBA PPl JR Group - meeting
14 December
2010 BBA PPl JR Group - meeting
16 December
2010 BBA PPl JR Group - meeting
22 December
2010 BBA PPl JR Group - meeting
23 December
2010 BBA PPl JR Group - meeting
2011 \
14 January 2011 | BBA PPl JR Group - meeting

19 January 2011

BBA PPl JR Group - meeting

19 January 2011

BBA Board briefed on developments and the logistics for the JR

24 January 2011

RC briefed on developments and the logistics for the JR

09 February 2011

BBA PPl JR Group - meeting

23 February 2011

BBA PPl JR Group - meeting

07 March 2011

BBA PPl JR Group - meeting

18 March 2011

BBA PPl JR Group - meeting

05 April 2011 BBA PPl JR Group - meeting

15 April 2011 BBA / FSA meeting on PPI

20 April 2011 BBA PPl JR Group - meeting

21 April 2011 BBA PPl JR Group - meeting

27 April 2011 BBA PPl JR Group - meeting

05 May 2011 Following the uncessful JR on April 20th - BBA Board consulted
regarding the BBA’s direct involvement in any possible
application to appeal the decision.

06 May 2011 BBA PPI JR Group - meeting - decision on next steps regarding

09 May 2011 BBA Board informed that the BBA had decided not to
pursue an appeal of the recent judgement

20 June 2011 BBA Board updated on the implications of the JR for lenders,

brokers and debt buyers.

24 October 2011

BBA / FSA meeting on PPI
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09 December
2011

13 December
2011

12 March 2012

25 April 2012

22 May 2012

13 June 2012

17 July 2012

31 July 2012

11 September
2012

04 December
2012
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Summary of key discussions and decisions taken at BBA Board, BBA
Council. BBA Retail Committee and the BBA Retail Committee High Level

Sub Group on PPI

2003

6 May 2003

BBA Retail Committee (RC) joined by David Thomas (DT), Chief Banking
Ombudsman, FOS

DT noted that there was not a huge rush of banking cases at that time.

DT covered 10 issues during the meeting including the following reference to

PPI:

2005

“FOS were seeing relatively high numbers of cases involving PPI mis-selling,”

8 March 2005

Principles for PPI

RC supported a proposal to establish a set of best practice principles for PPI.
These principles were based on work produced by a joint ABI-BBA group
BBA also agreed to expose this work to the TCF Working Party.

13 June 2005

RC briefed on FSA thematic review of PPI.

BBA reported on FSA meetings held to discuss the planned thematic

review of management and selling of PPI in accordance with ICOB.
Intention for 45 firms to be visited with a good proportion being small firms.
Whilst FSA will be monitoring compliance with their rules they are interested in
issues raised by consumer bodies and Treasury Select Committee, such as why
most personal loans are sold with single payment PPI rather than a monthly
premium option being offered. Quality of documentation, exclusions and sales
process will also be looked at.

FSA have held meetings with all interested trade bodies.

Review to be concluded by autumn. Feedback maybe by way of Dear CEO

letter but if educative points can be made to members of public then comment

to press will be

made

BBA is in contact with ABI and FLA. ABI are working on establishing
baseline principles for PPl (such principles already exist for mortgage
insurance protection) and hope to obtain agreement from their members to
these.

19 September 2005

RC updated on FSA thematic review of PPI.

FSA has visited 20 firms large and small and have carried out a mystery
shopping exercise.

Feedback from FSA before start of review and subsequently, indicates

concerns:

o Lack of competition — very few stand alone PPI policies
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o Why don’t lenders offering loans over say five years offer a monthly
premium
PPI policy (as with Credit Card PPI) rather than insisting customer pays
full

premium up front and borrows cost of premium?
o Costs incurred when loan is repaid early.
o Quality of sales process by front line staff
¢ RC informed that the FLA with input from BBA and ABI and other trade
bodies, is about to commence a Customer Research Exercise to assess
level of satisfaction
amongst those who have taken out
PPI.
e Several surveys have been conducted amongst lenders as to the impact of
ICOB.
BBA members will consider a questionnaire prepared by the Cross industry
Insurance Forum on how the new rules have affected the sales process for PPI.
e BBA and ABI are meeting on a regular basis to discuss developments and
lines to take in the event of media interest.

1 November
2005
e RC agreed key performance indicators for the BBA in relation to PPI:

o BBA will take a lead role in achieving a market solution to improving the
standards and putting in place options that provide the customer with
greater choice:

1. Launching baseline standards for PPI products
2. Enhancing the profile of PPI as a sensible insurance option for
many unsecured borrowers
e Update provided on the FSA themed review of PPI including: FSA Timetable,

Market Solution to PPI, Super-Complaint Submitted to OFT on 13th
September, Base Line Principles

e RC was asked to:
o give its support to the development, in conjunction with the ABI and the
FSA, of a market solution;
o renew its support for the development of a base line standard for PPI
products;
o agree that, if necessary, members of the BBA will be prepared to take
a lead on this so that others in the market may follow;
o agree that a first draft of these base line standards be included in the
BBA
response to OFT.
e RC agreed that:
o BBA should enter into an interactive dialogue with the FSA as part of a
cross industry group;
o FSA should be encouraged to bring the OFT into the
discussions;
o BBA should endeavour to encourage FSA to position press release less
negatively.

11 November
2005
e CEC informed that the FSA had been conducting a review — anticipated
paper from the FSA has been delayed.
e The BBA noted that they had been in conversations with the ABI.
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¢ Noted that a split approach was adopted towards ongoing work by FSA, OFT
and
TSC.

16 December
2005

e RC briefed on discussions with ABI, CML and FLA on the FSA thematic review

of
PPI.

e Initiative by industry to FSA - RC supported proposals to draw out a common
understanding so that the industry as a whole can present the consumer with
a clear and transparent message on PPI.

e The proposals covered a number of areas including: Price information and
timing, Eligibility, Concern expressed by FSA that non advised sales become
advised sales, Training, Incentives, Refund policy, Single Premium.
Feedback and guidance was also welcomed from the FSA.

An additional third key performance indicator was agreed by RC for the BBA
to take a lead role in achieving a market solution to improving the standards
and putting in
place options that provide the customer with greater choice by:
1. Launching baseline standards for PPI products
2. Enhancing the profile of PPI as a sensible insurance option for
many unsecured borrowers
3. Participating, with other trade associations as appropriate, in the
work being led by the FSA to identify a market solution to issues
raised in their thematic review and mystery shopping exercise.

2006
07 February 2006
e RC updated on discussions with Trade Associations and a meeting with FSA

on 19" December. FSA have asked the Associations to write to them by

17t March setting out concrete proposals for actions that BBA and Members
intend to take on:
o Improving compliance with existing rules (in addition to
responses already received from firms).
o Addressing wider issues in the market that go beyond compliance
with existing rules — a significant positive contribution to improving
consumer protection is expected.

e Trade Associations intend to respond as requested.

e OFT are currently scoping the work they will be doing when they
conduct their market study. They will commence this after the
Competition Commission has
reported on Store cards and associated PPI. This report is expected
“February”
although the statutory deadline is 17" March.

08 February 2006
¢ Committee noted the approach taken to PPl communications by the FSA,
following discussions with BBA.
¢ Committee noted that some firms need to take action regarding selling
practices.
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27 April 2006
e CEC updated that the relevant Trade Associations are moving towards a
response on the FSA’s request for proposals for action that the industry
intends to carry out
that may be sufficient to keep the FSA engaged in useful dialogue.

22 May 2006
e RC discussed the FSA’s request of the Trade Associations to report on
initiatives the industry could take to make the PPI sales process more
transparent and competitive.
e The BBA received encouraging support from member banks and also
worked with other trade associations to submit a response on the 17th
March.
e The response and commitments made address areas that all providers of
PPI
can work on to improve the sales process.
e The proposals made by the ABI, FLA and BBA which they will work on
together include:
o Improve transparency of policy documents
o Develop standard information and interpretations for key facts
documents
Produce consumer guide
Review eligibility at sale
Maintain or develop transparent refund tables
Develop standardised information regarding price and interest costs

O O OO

—

or
single premium policies
o Provide wording regarding optional nature of PPI
e These proposals were discussed with Clive Briault at the FSA on the 6th
April.
The FSA agreed that regular meetings be set up to monitor
progress in implementing the proposals
e It remains the aim of the FSA to achieve a number of desirable
outcomes. The following are key:
o Consumers should know they can shop around
o Consumers should understand the difference between single and
regular premium products
o Consumers should have the means to assess quality and
value for money of the PPI contract
o FSAis looking for a world where firms only sell to those who are
eligible to make a claim
o Firms only sell when in their customers’ interest
o Firms should point out alternative types of policy
o Policies are as simple as possible and represent good value.
e The BBA continues to work with other Trade Associations

13 September 2006
e RC updated on ongoing PPl issues
e FSA want to produce a press statement on their thematic work and wish
to refer to the progress being made by the banks in meeting their
commitments.
e RC discussed draft wording for a PPI press release as provided by BBA.

7 November 2006
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e RC provided with update on OFT market study - The market study
highlighted concerns relating to the lack of competition in the market due to
the fact that nearly all policies are sold at point of sale.

e RC informed that the OFT were very likely to refer PPI to the Competition
Commission and BBA would be looking to members to consider/ support
a BBA response to the OFT’s consultation paper.

e RC discussed possible PPI messages to include, such as: support for the
exclusion of storecard PPI, highlighting a changing market where recent
changes had yet to bed in and that CCI should test OFT’s perceptions.

13 November 2006
e BBA Council informed that it was highly likely PP1 would be referred to the
Competition Commission, which could produce a report in less than the
normal two year timeframe.

2007

01 February 2007

e CEC updated that OFT and FSA were working closely together
e Informed it was likely that PPl would be referred to the Competition
Commission by the end of the year.

20 March 2007

e RC update provided on FSA thematic review and OFT market study.

e FSA has confirmed that it will be “testing the industry’s progress” by following
up on any commitments made by individual firms and Trade Associations
as a result of previous findings.

e The FSA has indicated it intends to see if there is a case for changes to some
of the existing rules or the introduction of new rules for the sale of PPI.

e The Trade Associations have continued their dialogue with the FSA and
have recently concentrated on issues related to the level of refunds paid by
firms.

e All BBA members have agreed that they will show a table or provide examples
of the level of refunds paid in their policy documentation.

21 May 2007

e RC informed that BBA/ABI intend to publish revised version of their PPI
Consumer
Guide following input from the Plain English Campaign.

21 September 2007
e FSA provided BBA with early sight of the summary findings from its ‘Phase 3’
of the PPI thematic review, i.e. a mystery shop, calling for comments on the
overall positioning.

24 September 2007
e BBA Board informed that BBA considered the “mystery shopper” basis for the
FSA’s latest review of PPI to be flawed. As such, this matter has now
been taken up
with the FSA.
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10 October 2007
e BBA writes letter to FSA setting out concerns in respect of: mystery
shopping exercise, remit of the September 07 thematic update and sale
of PPI, the
interpretation of ICOB requirements and the overlap of certain ICOB
requirements.

8 November 2007
e FSArreplies to BBA letter of 10 October. Letter addresses points made by
BBA and reiterates that PPI can provide valuable protection to consumers,
however they will
continue to take action where firms are not meeting the basic requirements of
explaining: how the product works, what it covers and how much it costs.

9 November 2007

o RC members noted the emerging activity of consumer groups and
complaints had linked firms and called on the BBA to progress a piece of
work on how best to head off this activity.

e Concern with the manner in which FOS was handling PPI claims was also
noted, however the work undertaken by BBA should (i) differentiate
between any competition commission related activity (ii) recognise the
differing public/private perspectives/agendas in the debate.

2008
1 February 2008

e RC agreed to establish a High Level PP1 Sub Group of Retail Committee
(HLSG)
e RC agreed for group to develop:

o Proposals for consideration by FOS to agree common principles
around how the banks and the FOS will assess PPl complaints/ how
different types of claims will be handled.

o A proposal for consideration by FSA to reconcile the uncertainties
created between ICOB/new ICOB and TCF.

13 February 2008
e BBA Board discussed that PPI is the next ‘big issue’ facing retail banking.
e BBA Board informed that BBA Retail Committee are considering the issue and
would report back to the next BBA Board meeting.

12 March 2008

First meeting of the High Level PPl Sub Group of Retail Committee (HLSG)
Members raised a number of issues which reflected a common experience
dealing with FOS related complaints.

e Members agreed that there were commonly held frustrations regarding the
overlap between ICOB/ICOBS and TCF

31 March 2008
¢ RC noted ongoing work undertaken by the PPI sub group.
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16 April 2008

e HLSG Meeting discussed the following:

e Consideration of material on complaints handling - contents and purpose of
the draft material for handling PPI complaints and members commented
accordingly. It was decided to only consider firm-specific accepted FOS
precedence as deciding factor for an individual complaint.

e Standard approach to ICOBS implementation - outstanding issues on ICOBS
implementation were considered by members. The BBA will liaise with other
financial service trade bodies on various PPl issues.

e The BBA will write to the FSA to get confirmation that the rules around
telephone sales have not changed and to test the disclosure guidance for
revolving credit PPI. In the letter, the BBA will also express members’
frustration about the shortness of the 6-month transition period to ICOBS.

09 June 2008
At a RC meeting the HLSG proposed three recommendations for RC’s consideration;

1. To prepare argumentation and analyse options for the escalation of the
treatment of
PPl complaints by FOS. This recommendation was not taken
forward.

2. To request an extended timeline for implementation of ICOBS from FSA,
given the short (4 week) window for implementation following FSA’s recent
clarifications on a number of issues. BBA wrote to FSA accordingly.

3. The BBA should draft a response to the Northern Ireland Competition
Commission report on PPI. BBA to draft a response for (full) retail
committee consideration.

1 July 2008
e Letter from FOS to FSA asking FSA to consider PPI issues under wider
implications process and asked it to consider whether regulatory action would
now be
appropriate.

11 July 2008
e Letter from FOS to BBA confirming the above letter.

16 July 2008
e BBA Council informed that FOS had written to the FSA asking FSA to
consider PPI issues under wider implications process. BBA Council stressed
that the Chancellor and HMT should be made aware of the issue, which BBA
confirmed they were.

August 2008 Letter from BBA to FOS requesting greater understanding of the
issues in relation to the sale of PPI that the FOS considers to give rise to wider
implications.

4 September 2008

e RC update on PPI - Issues with Wider Implications.

e General concern that any review of past business (either formally through S.404
FSMA (2000) or informally through IW1) should be avoided and agreement that
it was important to influence the FSA board meeting on 25/9.

e RC requested BBA to write separately to FSA (i.e. alongside the trade
association letter already in draft form) with supporting statistics from members
to; outline the benefits of PPI, summarise the frustrations with FOS decisions,
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confirm willingness to negotiate a complaints process and, going forward, to
consider future sales in the
light of CCI remedies and FSA thematic work once published.

e The Retail Committee PPI sub group was tasked with reviewing both the
industry letter and the BBA letter.

10 September 2008
e BBA Board agreed that the industry should propose a process for
dealing with complaints on a case-by-case basis.
e It was also agreed that the industry should indicate to the FSA a
preparedness to look at broader issues around PPI distribution once the
Competition Commission’s final report has been published.

10 October 2008
e RC noted ongoing work undertaken by the PPI sub group.

17 October 2008
e BBA meeting with FSA
e FSA confirmed it was happy with industry level approach/standard of
principles for complaints handling.
e BBA request for further meeting to explain elements on the industry side since
the FSA board 25/9. FSA keen for consumer groups involvement

14 November 2008

e RC updated on PPI - Issues with Wider Implications.

e Statement of Principles for Complaints Handling. Lord Hunt has confirmed
willingness to chair the Executive Committee within the drafting structure
and an inaugural/ introductory meeting has been held.

e The drafting Committee has agreed a structure for the principles and some
wording has been agreed.

e Competition Committee inquiry. RC requested BBA to draft a submission to
the CCI consultation on provisional remedies, making generic industry-level
arguments around the consequences of the remedies in support of bi-lateral
submissions

14 November 2008
e First meeting of the PPI Executive Committee with Lord Hunt

17 November 2008
e FSA writes to BBA re MPPI and further clarification on the requirement to
disclose total premium.

2 December 2008
e HLSG meeting of legal teams to discuss the interpretation of the
Competition Commissions proposed remedies, with a view to ascertaining
which areas need clarification.
e Letter sent to CC on 17 December highlighting a number of factors that
would be likely to suppress demand for PPI, which would result in reduced
penetration and a contraction of the market.

2009

9 January 2009
e BBA Letter to FSA detailing reservations surrounding the emerging proposal
that as part of the application of the statement of principles being developed
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there should be a commitment on the part of firms where common
issues are identified from complaints that they will conduct an independent
internal review of the relevant sales process, beyond any requirement under
DISP.

13 January 2009
e BBA Council updated that the BBA has been working closely with the FSA,
FOS and other organisations to agree a Statement Of Principles, hopefully to
be completed by the end of January

21 January 2009

e RC discussed the PPI Statement of Principles for Complaints Handling

e The industry has been giving further consideration to the proposal put forward
by FSA that a commitment should be given to undertake an independent
internal review of a firm’s sales processes to inform their approach to
complaints received.

o There was consensus that an independent review might be inevitable

as a ‘least worst’ option, but there are significant reservations around the

independent review process, which has yet to be developed and the

committee agreed that the industry should await the reply from FSA to

BBA'’s letter on the subject.

e The industry-level Drafting Group is restructuring the SOP presented on 22
December 2008 with a more succinct Executive Summary, retaining the
original document as guidance to ensure consistency in complaints
handling across the industry.

o RC commented that the industry should also only consider any review
at part of a package to include SOP and redress and enter any
discussions/ negotiations with extreme care so as not to leave any
implicit impression that we are inclined to support an independent
review before further detailed consideration is given.

e Industry representatives are developing a framework for proportionate redress
under the auspices of the FSA.

e A number of practices associated with the sale of single premium PPI
alongside a secured loan will also be considered in further detail.

o Retaill Committee noted that if certain aspects of secured single
premium PPl were obstacles to the SOP process it might be necessary
to pursue a solution without them, rather than lose the document
entirely.

09 March 2009
e RC informed that since the matter was last discussed at Retail Committee on
the 21 January 2009, there has been some confusion as to the FSA’s
commitment to the SOP process resulting in some delays to anticipated
progress.
¢ The FSA has now confirmed that they want the industry to pursue the three
broad work streams under development since the start of the year.
o Statement of Principles
o Appropriate Redress
o Independent internal review

e BBA aim for end of March 2009 for issues in the three areas to be concluded to
the extent that the industry can move to formal approval of the Statement of
Principles process within firms and discuss implementation timelines.

17 April 2009
e RC provided with an update on PPI work
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11 May 2009

e RC made aware of the FSA’s decision to publish guidance.

e BBA outlined the wider industry’s reservations regarding evidential
standards and redress, however the first of a series of weekly meetings with
the FSAon 5 h May
2009 had gone well and the negotiating team felt positive progress could be
made.

09 July 2009

e RC is asked to endorse BBA’s continued engagement with the FSA to
attempt to resolve the outstanding issues around PPI sales complaints
guidance, pursuing the
firm line adopted in correspondence.

e MPPI - Retail Committee is asked support the present approach to the
FSA’s intervention on MPPI policies and to consider whether the BBA
should pursue and obtain a joint legal opinion with ABI and CML.

e The BBA, with ABI, BSA and CML are developing alternative remediation
proposals to those tabled by FSA for consideration by FSA.

14 July 2009
e BBA Council informed that the FSA is now actively reviewing the legal
constructs for monthly premium on PPI.
e On Claims Management Companies, the BBA is lobbying for better, tighter
regulation.

3 September 2009

e RC informed that FSA intends to consult on published guidance for PPI mis-
selling complaints handling at the end of September.

e The consultation period will be no more than one month, to facilitate
implementation
by the year-end

e BBA to write to FSA ahead of the consultation process, to raise outstanding
issues with FSA and in time for FSA to consider before their Board meeting
in September.

16 September 2009
e BBA Board updated that the FSA is due to publish a consultation on PPI at the
end of September.

28 September 2009
e Letter from BBA to FSA re Pre-consultation on PPI complaint handling
guidance. BBA expressed deep seated concerns with the FSA’s proposals.

16 October 2009
e Letter from FSA to BBA addressing concerns raised by BBA. FSA state they
see no benefit of undertaking to receive an independent mediated view of PPI
selling.

12 November 2009
e RC updated on FSA consultation on PPI complaints handling (CP) 09/23.

e There is no consensus between industry and FSA on the interpretation of
certain sales standards. As this could not be resolved in the ongoing talks,
the FSA has published a separate “Open Letter” to the trade bodies outlining
their views of these standards.
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¢ RC discussed the points in the formal BBA consultation response
e Members agreed that BBA should continue to participate in the ongoing
industry level technical discussions.

19 November 2009

e Additional RC meeting with single-item agenda to discuss next steps
regarding the FSA’s proposals for PPI sales complaints handling, as c{%tailed
under CP 09/23 and previously considered at Retail Committee on 12
November 2009.

e RC approved BBA to instruct Freshfields (FDB) to undertake the
necessary preparatory work to enable a possible formal challenge to the
FSA’s proposals,

e A merits paper based on CP 09/23 should be prepared ASAP to facilitate
early internal discussion amongst firms,

e The BBA should mitigate possible reputational risk by developing
alternative proposals for PPI sales complaints handling

e All legal fees should be apportioned pro-rata amongst participating banks,

e The BBA will liaise with other trade associations to align any JR activity.

16 December 2009
e BBA board noted that it may well be necessary to pursue a JR of the FSA given
that:
o The FSA’s expectations of conduct of business compliant sales
introduced standards not previously, explicitly stated.
o The consequential cost would be several billions of pounds and not
the £80 million estimated by the FSA
o Risk of contagion to other products/services.

2010

19 January 2010
e BBA Council informed that a policy statement on PPl is due by the end of
January 2010, but this is dependant on the Ombudsman. Members voiced
concerns of a read across into other product sales.

04 February 2010
e Freshfields law firm (FBD) briefed RC on the latest developments around PPI.
e RC requested BBA to instruct FBD to consider possible joint legal action
against the FOS and FSA.
e BBA to continue to liaise with other trade associations.

17 March 2010
e BBA Board updated on the latest developments around PPI

18 March 2010

e FBD briefed the committee on developments since the publication of CP 10/6.

e RC agreed that preparation for a legal challenge should commence and that
a final decision would need to be made soon after the publication of FSA’s
policy statement.

e RC requested BBA liaised with FBD to enable Retail Committee to take a
decision in principle to pursue legal action ahead of publication of the FSA’s
policy statement.

19 May 2010
e BBA Board updated that the BBA is still proposing to proceed to JR of the FSA
and FOS unless the authorities change their position.
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26 May 2010

e After discussion, the RC reached agreement in principle for a legal challenge,
subject to consideration of the merits after the FSA’s policy statement has
been published. The committee was encouraged to put in place internal
approval processes on this basis.

e The Committee suggested that settlement with the FSA should also be
considered, if achievable.

e RC requested BBA to update RC on discussions with the FSA re: PPl and to
provide an updated timeline to take into account the mediation process.

7 July 2010
e BBA Council informed that the BBA Retail Committee will be considering
whether to pursue a JR of the FSA’s approach to the assessment and
redress of PPI later this month.

22 July 2010

e RC briefed on PPI Ahead Of FSA Policy Statement Publication

e The policy statement will be presented to the FSA board for approval on
22/7/10 and is likely to be published early/ mid August, with implementation
from 1st December.

e The policy statement is understood to contain a number of revisions that will
require careful commercial consideration (however the underlying legal
principals are understood to be unchanged).

e BBA re-iterated the preference for a final decision to pursue legal action (or
not) soon after publication, given the volumes of complaints being received.
RC agreed to give urgent consideration to the policy statement and was
reminded to ensure internal approvals were in place.

13 August 2010

e Letter from BBA to FSA out lining comments from RC on 08 September 2010

e Letter emphasised that BBA members are committed to dealing with PPI sales
complaints in a way that is fair and reasonable on the basis of the rules in force
when PPl was sold (not the Principles).

e Letter states that if the FSA were willing to enter into a without prejudice
discussion about the standards to be applied in determining such complaints
on this basis, the BBA would be willing to meet to discuss whether a
compromise can be reached.

19 August 2010
e Letter from BBA to FSA regarding policy Statement 10/12.
e BBA requested more time for members to consider the content of the
statement before the FSA pushes for implementation. Letter also informs
FSA that the Trade Associations are considering the statement and would
like to discuss further.

08 September 2010
e RC requested BBA to make the point to the FSA that it (i) it is unfortunate that
a JR is necessary and to ensure that the litigation is conducted in a
constructive way, and (ii) to explore whether there is any scope for avoiding
proceedings on a ‘without prejudice’ basis.
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e The media sensitivities around positioning and complaints were discussed
and a media plan will be developed by BBA in concert with member subject
matter experts.

08 September 2010
e RC supplementary conference call to discuss communications/ complaints
handling positioning
e The PPI review group will now take forward communications/ complaints
handling; there is no appetite to handle complaints in a manner which
might affect the JR outcome

22 September 2010
e BBA Board are briefed on implications of FSA policy statement 1012

23 September 2010
e RC discussed wider media/political context for any legal action the committee

agreed to consider the most suitable approach to complaints handling
during any legal action.

06 October 2010

o An extraordinary BBA board meeting convened to agree to a Judicial
Review in the name of the BBA of both FOS and FSA regarding FSA’s
Policy Statement 10/121 and the decisions of the FOS relating to PPI
complaints.

o The BBA Board agreed unanimously that the BBA should file papers in the
name of the BBA for a judicial review of the FSA and FOS regarding FSA’s
Policy Statement 10/121 and the decisions of the FOS relating to PPI
complaints.

17 November 2010
e BBA Board updated that the legal challenge has not yet generated
headlines and that a court date has been determined for January.

18 November 2010

e After discussion at RC on any forthcoming media interest, it was agreed that
all firms should provide their respective media lines in advance of 1 December.

2011
19 January 2011
e BBA Board briefed on gﬁ‘velopments and the logistics for the judicial
review that commences 24" January 2011.

24 January 2011
e RC briefed on developments and the logistics for the judicial review that
commences 24 January 2011.
e BBA will provide details of the judge and FSA/ FOS’ legal teams to the
committee who, in turn, will ensure that the BBA's legal team are aware of any
related/ ongoing PPI complaints.

05 May 2011
e The judgement was handed down on April 2
FSA and the FOS in all major respects.
e BBA Board consulted regarding the BBA'’s direct involvement in any possible

Oth 2011 and found in favour of
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application to appeal the decision.

09 May 2011
e BBA Board informed that the BBA had decided not to pursue an appeal of the
recent judgement

20 June 2011
e BBA Board updated on the implications of the JR for lenders, brokers and debt
buyers. Members noted that some brokers and creditors who sold PPl have
emerged as CMCs.

09 December 2011
e Letter from FOS to BBA regarding increase in FOS case handling fees for
2012/2013. FOS proposed a supplementary PPI case fee of £350 from 1St April
2012.

13 December 2011
e BBA Board updated that the FOS has increased the fee for each PPI case
from £500 to £850.

2012
12 March 2012

e RC updated on latest developments around PPI. BBA continue to coordinate
the operationalisation of PPl complaints with the FSA, FOS and Consumer
Groups in a series of round tables hosted by the FSA.

e Presently, the focus falls in two areas

o Redress calculations - The overall objective is to enable firms internal
redress calculators to be externally validated as ‘appropriate’ and so
avoid the potential second challenge for CMCs on the calculation of
redress, after the initial payment has been accepted. BBA has arranged
a workshop to facilitate the establishment of such a baseline (6.3.12).
Depending on the outcome of the initial event, further workshops may
be required.

o Customer contact letters - BBA has agreed a cross industry initiative to
improve various aspects of PPl complaints letters. In return for this
visible commitment and the agreement of Which? to be seen as also
supporting the initiative, FSA agreed to include a supporting statement
in the announcement of the consultation exercise.

e Also noted that complaints volumes continue to be significantly affected by
Claims Management Company activity. Whilst we have engaged in the
ongoing review of CMC practices and behaviour, firms continue to receive
significant volumes of
‘speculative’ complaints — and complaints with little detail or content to consider.

25 April 2012
e BBA Council inforrged of BBA involvement in a Which? Money Saving Expert
summit on the 23" April 2012 regarding predatory behaviour from CMCs.
e Discussion included that with sufficient evidence of malpractice, the Ministry of
Justice could move to strike certain CMCs of the approved register.

22 May 2012
e RC informed of BBA involvement in a Which? Money Saving Expert summit on
the 23rd April 2012 regarding predatory behaviour from CMCs.
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e The Summit was agreed to have opened the potential for a very positive
and new opportunity to align with the consumer groups. It was agreed that
there should be two clear messages in any campaign.

o That no more money will be received by customers who use a CMC
o That it is easy to make a complaint direct.

13 June 2012
e BBA Board updated on ongoing work on PPI claims including placing

limits on compensation. Members discussed an end date for resolving
the issue.

17 July 2012
e RC updated on two issues:

o Joint Initiative with Money Savings Expert/ Which?

o Developments Regarding ‘Bookends’ - BBA reported no further
developments since providing the FSA data demonstrating increasing
volumes of pre-2005 complaints.

e BBA agreed to arrange a further meeting with MoJ officials regarding data
provision and resource support:

o Subsequent data collection exercise undertaken whereby firms have
provided (on a monthly basis) data relating to the activity of 42 CMCs in
relation to PPI claims. This data set is aggregated and submitted the
MoJ's PPl compliance team on a monthly basis

11 September 2012
e RC updated on issues around Redress Assurance.

04 December 2012
e The RC updated that FOS is not prepared to provide redress assurance as it
is unwilling to fetter its legal status of being able to assess the merits of each
individual case. Which? and MSE have a strong preference to pursue a

clearer explanation of calculation inputs and have drafted a leaflet for
members’ consideration.
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Written evidence from the Financial Services Authority (SJ 013)

1. The FSA welcomes the opportunity to contribute to the Parliamentary
Commission on Banking Standards’ examination of cross selling and mis-
selling in banks. In this memorandum we have set out the FSA’s work with the
banks on Payment Protection Insurance (PPI) including:

Executive summary and key conclusions;

PPI products and estimated profitability;

The FSA’s approach to regulating PPI;

Seeking fair redress for consumers;

The FSA’s broader approach to the regulation of other similar products; and
Lessons learned that will be in the approach the Financial Conduct
Authority (FCA) will take;

Annex 1: a timeline of key events

Annex 2: figures on PPI sales and redress.

2. Our response covers the points raised in the letter from Andrew Tyrie,
Chairman of the Parliamentary Commission on Banking Standards, to Martin
Wheatley, CEO designate of the FCA received on 22 November 2012. We
have sought to reflect our lessons learned and how these have influenced our
approach to conduct regulation for the new FCA.

EXECUTIVE SUMMARY

3. There are eight key conclusions we draw from the period of our regulation
of PPI:

PPl was designed to meet a specific consumer need, but was widely mis-
sold in an aggressive way, with harm to consumers occurring as a
result. The FSA has learned lessons about the regulation of PPI which
have been considered in the design of the new FCA.

PPI delivered significant profitability for those who sold it; we estimate banks
sold 45 million policies® with a Gross Written Premium value of about
£44 bn.*® The industry has set aside over £12bn for redress payments to
customers and has paid £7bn so far.

PPI was a complex product sold secondary to another consumer purchase;
the root cause was a culture in banks that exploited this position in a
number of ways such as aggressive sales targets for staff and complex
information about the product.

In January 2005 the FSA took on regulation of general insurance, which
included the sale of PPI. The FSA carried out numerous reviews, issued a
number of reports explaining the issues, took enforcement action against 23
firms and 4 individuals, imposed £12.6m in fines so the industry were fully
aware of our concerns and expectations.

% The estimate of 45 million policies sold was provided to the FSA by the BBA.
% Our figures are explained further in Annex 2
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We thought our rules and requirements would improve sales standards
and while we took early action to investigate industry wide selling practices,
in retrospect - and with more analysis of the market at the time - our
work should have been better targeted on the key market players.

e We received considerable resistance from firms to the changes we
suggested and requested; firms were more interested in the major revenue
stream PPI offered than in improving standards and enforcement penalties
alone were not enough to change behaviour. The resistance from firms
has been a factor in us adopting a tougher penalties regime in 2010.%

e We have taken the lessons from this into our design of the new FCA®®. The
change in our approach is already evident, for example acting quickly to
intervene in the promotion of certain products, such as traded life policies,
UCIS and working with the OFT, issuing joint guidance in November 2011
setting out our expectations about products being designed to replace PPI.%°

¢ In future the FCA will have a competition objective and increased powers.
These will enable the FCA to take a range of actions to address such
issues as PPI in future. Competition is vital in improving products for
consumers and this new objective will require FCA to identify and
address competition problems. The FCA will also have direct powers to
intervene in the design of products where urgent and significant harm to
consumers. Supervisory work will be more targeted and early market wide
analysis will inform our thematic work.

Payment Protection Insurance: product and profitability

4. PPI was an insurance product designed to cover loan or debt repayments in
the event that a purchaser’s loss of income results in them being unable to
service their debt. It could have been suitable for some consumers however it
was not suitable for all. This product was highly profitable and, therefore, the
product was extensively sold with sales peaking in 2004.

5. Around 45 million™ policies were sold by banks and we estimate the Gross
Written Premium to be about £44 bn. In one example, a PPI policy sold with a
mortgage cost £20,838 over the term of the loan and the maximum a
customer could claim was a total of £31,000 worth of cover over the term.
The commission paid for the sale was 87% of the premium. It appears that
given the profits were so large, firms were content to risk a fine for mis-
selling (rather than change their ways). Therefore there remained widespread
weaknesses in selling practices, as demonstrated by our thematic work.

6. In addition, the claims rates were low. High profits in PPl meant product

providers were able to give distributors high remuneration incentives for PPI
sales.

The FSA’s approach

7 http://www.fsa.gov. uk/library/policy/cp/2009/09_19.shtml

%8 Journey to the FCA at http://fsa.gov.uk/static/pubs/other/journey-to-the-fca-standard. pdf

% Guidance consultation: Payment protection products at http://www.fsa.gov.uk/pubs/guidance/gc1l_26.pdf
™ The estimate of 45 million policies sold was provided to the FSA by the BBA.
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7. The FSA took on the regulation of general insurance on 14 January 2005 and
we were aware of potential issues with PPl. However, at the time, we
believed the new rules (Insurance Conduct of Business Handbook”|COB”) we
introduced would address concerns about specific poor selling practices raised
in consultation.

8. As soon as the FSA took on regulation of PPI we took action to assess sales
practices and compliance with our new ICOB requirements by doing a
thematic review in early
2005. Over the next two years the FSA conducted two further extensive
thematic
reviews. The focus of these thematic reviews was widely drawn across the
market.

9. The FSA issued a number of communication documents to firms
explaining the findings from our reviews from 2005 to 2008 and took
enforcement action against a number of firms and individuals.

10. However, in 2005 - 2007 the FSA did not appreciate the full extent of profit
made by a few high street retail banks. The FSA lacked the capability to do
market wide analysis which could have informed our thematic work.
Consequently the true picture of the extent of banks’ PPI sales, profits and
of associated market failures was not completely clear to us until the OFT
and then the Competition Commission’s work was available (2007 — 2009).

11. A timeline of key milestones and regulatory interventions is provided in Annex
1.

Seeking fair redress for consumers

12. From 2008 we were focused on making sure firms give fair redress to
consumers. Our attempts to work with the industry to agree a solution were not
successful. As a result, we issued additional guidance in our rules. In
response the British Bankers Association and Nemo Personal Finance Ltd
launched a Judicial Review which was later rejected by the courts, upholding
the FSA’s position.

FSA’s current approach to product bundling and cross selling

13. The market for PPl has contracted markedly since 2009, with for
example the withdrawal of single premium PPI policies after our work and
the Competition Commission’s remedies package, more targeted sales of
lower risk regular premium protection products has continued, and can
meet some consumers genuine protection needs.

14. We have also identified a new generation of protection products which
some firms are designing to meet similar consumer needs e.g.:

e Short term income replacement and products that suspend loan
repayments in some circumstances.
e Fee paying “packaged” bank accounts where a range of products and
services are included with a bank account for a fee; and
e Products which combine savings or investments with mortgages.
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15. We are working with the OFT to publish joint guidance on how to design and
target these products fairly and to avoid the mistakes of PPl. We have
engaged with firms selling short term income protection products and are
monitoring developments and will take action as required.

How the FCA will act differently

16. As we identified in the document, Journey to the FCA™, one of the key
lessons we have learned from market failures such as PPl is that it can be
much more effective to intervene early to pre-empt and prevent widespread
harm from happening to consumers in the first place, rather than clearing
up after the event.

17. The FCA’s approach to such products will be different from that of the FSA:

e The FCA will have a new competition objective and duty. These require
the FCA to identify and address competition problems, like those of
PPI, and adopt a pro competition approach to resolution. Competition
provides incentives for firms to provide better products and services.

e The FCA will have a bolder organisational culture, will have a new, more
intensive style of supervision, and will improve the way it gathers
intelligence about firms, consumers and products. It will also carry on our
new approach of directly intervening in the design of products rather than
focussing on distributors at the point-of-sale, and will have the power to
make temporary rules (with a maximum duration of twelve months)
before consulting where it identifies a particularly significant and urgent
threat of harm to consumers. The FCA will be less tolerant where it
identifies risks to consumers and will be prepared to go further in
challenging firms where it sees major structural weaknesses in products.

18. A recent example of the early intervention approach set out in paragraph
17 is our action on traded life policies. These are complex high risk products
that are not suitable for the majority of retail consumers. We have issued
guidance which advises that these should not be promoted to this type of
investor.

A-PPI:PRODUCTANDPROFITABILITY

19. PPI was designed to be sold alongside loans, mortgages or credit for retail
goods, to cover loan or debt repayments in the event that a purchaser’s loss of
income e.g. through sickness or accident resulted in them being unable to
pay their debt. Each product feature would have different eligibility criteria
contained in detailed contractual information. PPI was widely sold by banks,
other credit providing institutions, and brokers.

20. As set out in the graph below, sales of PPl peaked in 2004 and started to
decline from 2005. The BBA estimated 45 million policies were sold’® in total

™ Journey to the FCA at http://fsa.gov.uk/static/pubs/other/journey-to-the-fca-standard. pdf
2 Our figures are explained in Annex 2, graph shown here is graph 2.

83





by banks (and we estimate around 53 million policies were sold across the
market). From our calculations the Gross Written Premium for policies sold
by banks was about £44 bn. One of the reasons for the high profits was due
to claims being low meaning over 80% of the premium covered costs and
commission. We estimate claims were about 16% of Gross Written Premiums
from 2002 to 2006.” Thus PPl was a significant contributor to distributor firms’
profitability.
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21. The Competition Commission Final report in January 2009 contained
data on distributors’ market share between 2006 — 2008. In 2006 the 12
largest distributors of PPI were responsible for about 85% of the policies sold
by Gross Written Premium (GWP). The results in 2007 were similar to 2006.
Of the 12 largest distributors, four firms were responsible for the majority of
sales, Lloyds TSB and HBOS (now Lloyds Banking Group), Barclays and RBS
Group (including Nat West).”

22. In our view, the main root cause of PPI mis-selling was

e A culture within banks and other firms that focussed on profit over
customer outcomes;

e Badly designed and poorly managed incentive schemes that led front
line sales staff to focus on hitting targets and earning bonuses, rather than
putting customer interests first;

e Sales staff not understanding how the product worked and what exclusions
applied;

e The complexity of the product which was not suitable for everybody, with
some consumers simply not eligible for cover;

e Some firms gave the impression that PPl was a condition of purchase of a
loan or mortgage, or adding it to the loan, without the consumer’'s
knowledge;

¢ Information provided was not straightforward, it was detailed, onerous, with
complicated terms and conditions;

73 The claims ratio of 16% of GWP averaged across all products between the period 2002-2006 sourced from Competition Commission Report January 2009 (paragraph 4.5 footnote 18).

™ Competition Commission: Market Investigation into payment protection insurance January 2009.
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e The product was a secondary sale with another consumer purchase (for
example, a loan or mortgage) and therefore was not the main focus in a
sale; and

e The way the product was sold did not allow consumers to shop around,
with the result that prices were high.

B-_THEFSA’'SAPPROACH

Introducing the new statutory regime

23. In December 2001, HMT announced the FSA would assume responsibility
for regulating insurance selling and administration, to commence
with  the implementation of the European Union’s Insurance Mediation Directive
in 2004/5. This replaced the self-regulation of the Association of British Insurers
code and General Insurance Standards Council.”

24. At the time, the FSA’s priority was to prepare for the new regime and in 2002/03
issued consultation papers on the proposed Insurance Conduct of Business
requirements (ICOB).

25. The FSA was aware of concerns about PPI raised during the consultation period
by the Treasury Select Committee (concerning credit card PPI), Financial
Ombudsman Service, Which? and the National Association of Citizens’ Advice
Bureaux. These bodies raised concerns about the high penetration rate of PPI,
aggressive selling, and policyholders finding they were not in fact eligible for cover
when trying to claim, and argued that PPl should be treated as a higher risk
product. The industry rejected such criticisms as anecdotal and not
methodologically robust.

26. PPl was included in the same general FSA requirements for lower risk
insurance products, which the FSA believed would be sufficient to address the
concerns about specific poor selling practices raised in consultation.

Early supervisory approach and thematic work

27. Early in 2005, as a result of the concerns raised about PPl sales
during our consultation on establishing the regime, we made it a priority to
conduct a thematic review of PPI firms’ compliance with the new regime. Over the
next two years the FSA conducted two further extensive thematic reviews.
These thematic reviews looked at firms widely across the market, including some
banks and those firms that had not previously been authorised by the FSA. Our
aim was to increase standards across the general insurance sector. In 2005 the
FSA did not appreciate the full extent of PPl sales and the profits made by high
street retail banks, or the associated market failures. The true picture was not
clear until the OFT and Competition Commission’s work was available (2007 -
2009).

" Note, whilst some firms (including banks) were already authorised by the FSA for other regulated activities, this did not include
activities relating to general insurance until January 2005.

" Press release: www.parliament.uk/....committees/committees.../treasury-committee/tc030205-10/ and report: titled Credit
Card Charges and Marketing. Second report of session 2004 -5
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28. This first thematic review began less than two months after FSA
assumed responsibility for general insurance regulation. It involved a small
number of mystery shops (52 across 19 firms), and a large number of supervisory
visits to a wide variety of firms (including 4 major banks) to assess their sales
practices.

29. The findings were published in November 2005 and found the same issues in
most firms in the sample and our conclusion was that poor sales practices
existed. Many of the poor selling practices and associated breaches of rules and
principles which featured in later debates with the industry were already identified
by our review and clearly set out in the report. The report was accompanied by a
letter to the Chief Executives (of firms included in the thematic review) reiterating
the messages about failings and the need for improvement. Two enforcement
actions resulted from this first thematic work.

30. The FSA then considered a number of actions including whether to:
e make additional rules about PPI;
¢ intervene in the PPI product’s design; or

e make more radical rules to address the apparent market structure problems,
such as stopping PPI being sold at the same time as credit and loans.

31. On balance, these options were rejected at the time because:
e The ICOB regime was still relatively new;

e More detailed selling rules would run counter to our desire to move towards
principles-based regulation and our work on Handbook simplification (a key
regulatory priority at the time);

e The industry should be given a chance to improve its performance through its
own initiative. (A recent success had been the industry solution to the long
standing problem of contract uncertainty in the London Market, which the FSA
had helped to broker);

e The OFT was considering a super-complaint about the lack of competition in
the sale of PPI (from the National Association of Citizens Advice Bureau), and
seemed likely (from our discussions with it) to make a referral to the
Competition Commission.

32. During December 2005 to April 2006, we held a number of meetings with trade
associations (including the British Bankers Association), challenging the industry
to “improve its own standards and to move decisively towards putting in place the
elements of a considerably more competitive market’77. However, the eventual
industry proposals were weak and indicated little willingness on the part of firms to
change their behaviour.

33. The OFT began its PPl market study on 3 April 2006 and the FSA liaised closely
with it in relation to this, in particular providing material from its thematic review.

" Speech by Clive Briault to Chartered Institute Annual Conference 2005
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34. We decided to do second phase of PPI thematic supervisory work, reviewing
sales practices in 40 firms drawn from banks, mortgage brokers, credit brokers,
car dealers and retailers. In October 2006 we published a report78 which noted
some improvements in areas ancillary to the sales process (eg training,
compliance monitoring, and staff remuneration schemes). However we made
clear that in relation to sales processes, and in particular information disclosure to
customers and advice, there remained "major weaknesses which go to the heart
of the culture surrounding PPI sales.....On the strength of our findings, the
industry has further to go to demonstrate that customers really are being treated
fairly in this market.”

35. Seven enforcement actions were taken forward from the second phase thematic
work.

Our enforcement action against these firms was intended to send a clear message to
all firms operating in the PPl sector about unacceptable practices and our
expectations.

36. In addition, in October 2006, the OFT published its market study79 (which the
FSA had liaised with them about). This study concluded that PPl was an
inherently complex product, firms did not make it clear to consumers that PPI was
optional, consumers did not actively shop around, there were barriers to switching
providers, competition was limited, and cancellation refunds did not tend to reflect
cost or consumer risk profile, reinforcing switching barriers.

37. After considering its own and the OFT findings, the FSA again reviewed its
approach to PPI. On balance, we concluded that PPI selling standards remained
low, and needed to be driven up through further thematic work and potential new
PPI-specific outcome-focused ICOB rules, in areas where the Principles in the
FSA Handbook did not seem to be impacting firms’ conduct sufficiently and
industry initiatives were unlikely to deliver improvement;

38. However given the OFT's likely referral of PPI to the Competition
Commission (which was duly made in February 2007), we took the view that it
would be inappropriate, at this time, to introduce more radical rules to reshape
the PPI product and structure since these would risk pre-empting the Competition
Commission’s own conclusions and remedies and so might need changing later.

39. A third phase of PPI thematic work began in 2007 This was one of the largest
pieces of thematic work in the FSA’s history, with review visits to 150 firms selling
PPI and
150 mystery shops. Between them, the firms we visited sold 1.6m PPI policies a
year. The work was expanded in 2008 to a further 271 mystery shops of face-to-
face sales of single premium PPI sold alongside unsecured personal loans, and
the results were combined with the 114 similar shops from the earlier thematic
work, making a total of nearly 400 assessments. The results were disappointing.

40. We found that firms relied on documentation to explain costs and exclusions
without giving a proper verbal explanation:

"8 www.fsa.gov.uk/pubs/other/ppi_thematic.pdf
™ payment Protection Insurance. Report on the market study and proposed decision to make a market investigation reference.
OFT October 2006
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e There had been little or no improvement in the disclosure to customers of price
and policy details, or about the eligibility and suitability for the customer.

e Around two-thirds of the firms visited and nearly all of the firms mystery
shopped failed to satisfy the ICOB requirements; and

e Around a third of the firms visited and less than half of firms in the
mystery shopping exercise failed to ensure that customers were given the
basic information necessary to make an informed decision about the product.

e Many of the PPI products did not appear to be designed to meet the needs
of the customers to whom they were sold.

41. In total these findings raised serious concerns about both sales practices and
the lack of response from the industry to our calls for improvements.

42. The findings from the thematic review led to a number of substantive actions
against and by firms. Eleven firms stopped selling PPI either permanently or
temporarily until such time as they got their sales processes in order and/or
retrained staff, and three firms cancelled their FSA authorisation to sell PPI. In
addition, four firms reviewed past PPl sales to ensure they were appropriate
(these were in addition to any reviews carried out by firms already in
enforcement).

43. In December 2007%°, we made new rules for all insurance products, including PPI
This reduced a significant number of detailed ICOB rules in favour of increased
reliance upon the content of the Principles (consistent with the FSA’'s wider
approach to more principles based regulation at that time). The new rules
did provide additional details in particular areas, specifically protection contracts,
including PPI, where it was felt that additional rule-making was required in order to
target poor practices.

44. We published an update to our report on our website in September 2008 and
noted that in 2005, 2006 and 2007 we had issued clear guidance and warnings
to firms selling PPI, so we were disappointed to discover the results of the latest
mystery shopping of single premium PPI to be worse than expected. We warned
that firms needed to do considerably better in order to achieve the right
consumer outcomes, and that we would be escalating our regulatory
intervention to deal with on-going non- compliant sales practices.

45. As a result of our thematic work, we took enforcement against 23 firms
and 4 individuals for PPI sales failings, mostly following the second and third
thematic phases. The fines for these firms total over £12.6mn. The largest fine
was issued to Alliance and Leicester (E7m). However, financial penalties
were not sufficient on their own in changing firms’ behaviour. In 2010 we
adopted a new regime designed to increase the penalties we impose in
enforcement cases. In consulting on this new regime we stated that one of the
key drives for increasing penalties was that we had “repeatedly seen breaches in
particular areas (for example the sale of Payment Protection Insurance and

8 We had issued a report in March 2007 setting out our early thoughts.
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market misconduct) where insufficient account has been taken of previous
enforcement action."®*

Communications

46. The FSA has issued a significant number of communications to the industry
about PPI mis-selling and complaints handling. In total we have issued six
reports on sales failings, an open letter to firms on common sales failings, and
two consultation papers and a policy statement on complaint handling from
2004 to date.

47. A consistent industry response to our communications has been that there
was no genuine problem around PPI sales and that there are only perceived
weakness because the FSA inappropriately and retrospectively raised
expectations of what was required at the point of sale.

48. The industry criticised what was alleged to be the retrospective and
unduly prescriptive thrust of failings concerning disclosure, in particular
concerning oral disclosure of various elements of information at the point of
sale including that PPl was optional, its price and premiums structure, and
details of exclusions and limitations. It was felt that this was an additional
and unspecified requirement that was inconsistent  with  specific
ICOB/ICOBS rules requiring only disclosure in writing.

49. In contrast, we had stated already in our 2005 report that firms
emphasised the benefits of the PPl in the oral descriptions given to
customers but said little on the limitations or exclusions, and thus failed to
give balanced information on the policy. We also noted that customers’
attention was often not drawn to the importance of reading the Policy
Summary, despite this being explicitly required by the rules.

50. In response to these criticisms we continued to set out our views for firms
including in our new tougher requirements for PPl in ICOBS and a new regime
for financial penalties as mentioned above."?

Competition Commission’s findings

51. On 29 January 2009 the Competition Commission published its final report,
which confirmed the various market failures in the PPl market. The report set
out the remedies it had decided to take forward, including prohibitions on
selling PPI at the credit point of sale and on single premium policies.

52. We discussed our mystery shopping findings and the Competition
Commission’s report and proposed remedies with the banks with the purpose
of securing a change. A number of them then announced they would stop
selling single premium PPl with unsecured personal loans by the end of
January 2009. Some of these firms, along with other market players, now
offered or planned to offer regular premium PPI instead of a single premium
product.

8 http://www.fsa.gov.uk/library/policy/cp/2009/09_19.shtml

8 http://www.fsa.gov. uk/library/policy/cp/2009/09_19.shtml
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53. On 23 February 2009, we wrote a Dear CEO letter to all firms still selling
single premium PPI with unsecured personal loans asking them to stop
selling by 29 May
2009. Firms complied with this request.

54. The Competition Commission’s remedies were initially successfully
challenged by the industry with a judicial review (brought by Barclays and
supported by Lloyds Banking Group) this was bought on the grounds of the
Competition Commission’s failure to adequately take into account the potential
convenience to customers of buying PPI at the point of sale of the loan. The
final outcome of this review was the remedies remained mostly unchanged
with the exception of a ban on selling PPI alongside retail (e.g. household)
consumer goods.

55. Given this sudden ending of sales of the product we had mystery shopped;
the main significance of those findings now lay in our increasing focus on
securing fair redress for past mis-selling, the history and details of which we
turn to below.

C — SEEKING FAIR REDRESS FOR CONSUMERS

56. By the end of 2007 we began to consider more deeply the legacy poor sales
practices and the potential loss consumers may have suffered, and whether
we needed to do more to assist relevant consumers to obtain redress. We:

e undertook further analysis to assess the evidence for PPl mis-selling and
resulting consumer detriment;

e wrote (in spring 2008) to a number of main PPI firms about the timeliness
and quality of their handling of PPl complaints compared to peers;

¢ liaised with the Financial Ombudsman Service (FOS) regarding its work
on PPI complaints; and

e assessed 131 sample PPI complaint decisions from four significant
firms. The results were poor and indicated failings in the firms’ complaint
handling processes likely to cause significant detriment to consumers (eg
relying on a formulaic approach to rejecting complaints).

57. In the course of 2008, the Financial Ombudsman Service became
increasingly concerned by the volume of PPI complaints it was processing and
upholding in favour of the consumer. The Financial Ombudsman Service
believed this showed poor complaints handling by firms and also widespread
mis-selling, for which the Financial Ombudsman Service believed a consumer
redress scheme under section 404 of FSMA® might be a solution. A formal
public letter was sent by the Financial Ombudsman Service to the FSA
detailing concerns on 1 July 2008.%

8 3. 404 of Financial Services and Markets Act enables the FSA to require firms to review their past business and where
appropriate pay redress.
8 FOS wider implications letter: www.financial-ombudsman.org.uk/publications/.../ppi-FSAreferral- Jul08.pdf

90



http://www.financial-ombudsman.org.uk/publications/.../ppi-FSAreferral-



58. In autumn 2008 we considered the evidence about potential consumer
detriment from PPl mis-selling and the various actions we might take to
address it, including a s404 scheme. We concluded that a package of
measures centred on fair complaint handling was a better and proportionate
choice.

59. Our preferred approach was to combine specific action against some
major firms, with improved PPI complaint handling for the industry in general,
including the fair treatment of potentially affected consumers who had not
complained. We kept this approach under review during the following two
years and believe it was the appropriate approach to take (including in light of
changes to s404 as a result of the Financial Services Act 2010).

60. Through the winter of 2008/09, we gave a group of industry representatives,
made up of trade associations®, the opportunity to agree and commit to
improved PPl complaint handling standards. Their proposals did not include
how to approach the fair redress of upheld sales complaints, nor about root
cause analysis of potential recurrent sales failings and pro-active action
towards affected non-complainants.

61. By May 2009 we concluded that the attempt to work with industry was not
proving successful and that we should publish Handbook guidance on the
fair handling and assessment of PPl sales complaints. The guidance we
consulted on in September 2009 set out the approach firms should take when
assessing PPl complaints, and our view of the underlying deficiencies in their
PPl complaint handling, including:

e deficiencies in the assessment and investigation of PPl complaints. For
example, giving too little weight to the particular events and circumstances
of the individual sale;

e deficiencies in relation to complaints-handling arising out firms’ failure to
consider appropriately PPI sale standards (including the FSA’s Principles).

e deficiencies in assessing fair redress where a complaint was upheld eg not
considering what the consumer would have done but for the firm’s
breaches).

62. In addition, we published an open letter® to industry, with a list of poor
PPl sales practices that we believed, from our previous work, were or had
been commonplace. We considered it would assist firms, including when
assessing complaints.

63. The proposed guidance also stated that a firm should analyse the root
causes of complaints it received in relation to sales of PPl If those
complaints suggested recurring or systemic problems in the firm’'s sales
practices, it should consider whether a wider redress programme was

8 Association of British Insurers, Association of Independent Financial Advisers; Association for Payment and Clearing Services,
British Bankers Association, BIBA, Building Societies Association, Council of Mortgage Lenders and the Finance and Leasing

Association.
86 http://www.fsa.gov.uk/library/communication/pr/2010/132.shtml
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required so that non-complainants, who may have been affected by those
sales practices, were treated fairly.

64. In response, the industry made a number of criticisms on both our complaint
handling guidance and the open letter. Some parts of the industry also
threatened Judicial Review, including on the procedural grounds of a too short
consultation period (1 month) and inadequate cost benefit analysis.

65. Following the feedback we received, we re-consulted in March 2010,
providing a longer consultation period, and a more detailed cost-benefit
analysis, including much higher estimated costs and benefits, which reflected
the latest much increased trends in PPl complaint volumes. We also made
amendments to the common sales failings in the open letter which we also
consulted on.

66. Many industry responses made continuing criticisms of the revised draft
guidance and the revised open letter, including further expressions of doubt
about the existence of problems within the PPI market. However, after careful
consideration, we concluded most of these criticisms did not have merit. We
published our final Handbook provisions and a final version of the open letter
in August 2010).

67. In response, in October 2010, the BBA and Nemo Personal Finance Ltd
launched a Judicial Review of the Financial Ombudsman Service and the
FSA. The FSA was reviewed on the substance of our Handbook provisions
concerning PPI complaint handling and the fair treatment of non-complainants.

68. The case had wider implications, over and above the importance of our
Handbook provisions themselves, for the FSA in setting a precedent about
the scope and extent of our powers and was therefore an important case to
defend.

69. The proceedings were heard on 24 January 2011, with a judgment, in
favour of the FSA and the Financial Ombudsman Service, handed down on
20 April 2011. The judge rejected the BBA’s argument and upheld that the
provision and guidance were lawful. The BBA and Nemo chose not to appeal.

2011-2012 (our current work on redress)

70. The FSA recognised that there was a potential significant risk for the redress
exercise to become disorderly leading to further poor consumer outcomes.
Therefore, we decided that we needed to remain engaged in the exercise to
ensure firms took their obligations seriously, and that consumers received
redress where appropriate. To ensure this, we have been taking forward two
main work-streams. Our main effort is the supervision and oversight of firm’s
complaint handling and root cause analysis.®” This involves:

® Root cause analysis is analysis by the firm of a range of data and intelligence, including
complaints, to identify possible and probable mis-selling (or poor complaint handling) and the
undertaking of proactive work to identify whether mis-sales have occurred and if so, the
payment of redress

92





e educating and assisting firms in understanding our complaint handling
measures (early work now completed);

e reviewing complaint handling processes to identify firms that appear to be
taking an approach that is not in accordance with our handbook provisions
(preventative work now completed);

e outcomes testing to identify whether firms are actually providing good
outcomes to complainants.

71. Since January 2011 firms have paid over £7bn in redress.

72. We have also started assessing the quality of root cause analysis carried out
by firms, the nature and extent of pro-active action taken by them toward
those customers who did not complain but who have been affected, and the
nature of remedies provided to these consumers. Firms have been delayed by
the challenges they face in handling the large volume of complaints since the
Judicial Review, but firms are now beginning to pilot their proactive customer
contact and we expect progress on this to accelerate over 2013.

73. The second main part of our work is the supervision and oversight of past
business reviews. With sales and complaints standards now settled by the
Judicial Review ruling, our work now involves agreeing the shape of the
reviews to examine the past and working with the firms to oversee the
progress and effectiveness of these. As with the root cause analysis work, the
time table has been affected by the volume of complaints received by the
firms, but we expect firms to start this work in 2013,

74. Overall, we expect that our work with firms to ensure appropriate complaint
handling processes are in place and the completion of the past business
reviews and pro-active customer contact exercises will extend into 2014.

D — THE FSA’S CURRENT APPROACH TO PRODUCT BUNDLING AND
CROSS SELLING

75. Whilst the market for PPl has contracted markedly since our programme of
redress and the Competition Commission’s remedies package, we have
identified some new products which occupy a similar position in the market to
PPI.

76. Short-term income protection (STIP) products are contracts of insurance
which perform a similar function to PPI in many ways, but where a payout
is linked to a customer’s income rather than a specific loan. The product was
already established in the market, but has only recently has been offered by
many of the major banking groups. STIP is subject to our rules and the
Competition Commission’s remedies in the same way as PPI.

77. In addition, we are aware of product features called debt freeze, which
are terms included within loans. In economic terms, these product
features can provide a similar function to PPl contracts, in that they can
suspend the requirement for a customer to make repayments on a credit
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agreement in the event of certain circumstances occurring. However debt
freeze products, fall outside the scope of the Competition Commission’s
remedies and, in most cases (other than first charge motgages) fall outside
FSA regulation (being subject to regulation by OFT).

78. In November 2011 we published draft guidance (jointly with OFT) setting
out our expectations for the design and distribution of products designed to
replace PPI (including both STIP and debt freeze).®® This guidance will help
firms mitigate the risks associated with such products to help achieve good
outcomes for consumers. We aim to publish finalised guidance shortly.

79. We are aware of some other products which are sold as bundles by
banks. Most notable amongst these are fee-paying (‘packaged’) bank
accounts, where banking services are provided with a bundle of insurance or
other products and services. We are monitoring the market for these
accounts, and are examining possible measures (including possible new
rules on eligibility and suitability for packaged bank accounts) to enable
easier comparison and shopping around in this market.®

80. We are aware that bundling and cross-selling of products may present
particular challenges in terms of consumer protection. There are a number of
other examples of products which are bundled or cross-sold by banks, which
include offset mortgages (which are a bundle of a mortgage and savings
account and sometimes a current account), or investment products which are
bundled with savings accounts. Whilst we have not identified all of these
products as presenting a particular risk, we would consider the design of all
bundled and cross-sold products, their appropriateness for a particular target
market, and the sales practices and processes adopted in selling them, as
part of our everyday supervision of banks. As such, they will be subjected to
our new, more intensive supervision, and our increased focus on product
governance.

E-HOWTHEFCAWILLACTDIFFERENTLY

81. As we identified in our document, Journey to the FCA, one of the key
lessons we have learned from market failures such as PPI is that it can be
much more effective to intervene early, to pre-empt and prevent widespread
harm from hapgening to consumers in the first place, rather than clearing up
after the event.”

82. The FCA has a competition objective and duty. These require FCA to
identify and address competition problems and adopt a more pro competition
approach to regulation. Competition is vital in delivering better products
and services and the FCA will take a range of actions under our
competition mandate to bring about markets where consumers engagement
with products drives competition, and to get firms to focus on meeting
consumers genuine needs.

% Guidance consultation: Payment protection products at
http://www.fsa.gov.uk/pubs/guidance/gcll_26.pdf

¥ packaged bank accounts at http://www.fsa.gov.uk/static/pubs/cp/cp12-17.pdf

% Journey to the FCA, at http://www.fsa.gov.uk/static/pubs/other/journey-to-the-fca-standard.pdf
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83. The FCA’s approach to such products will be different from that of the
FSA. The FCA will have a bolder organisational culture, will have a new,
more intensive style of supervision, and will improve the way it gathers
intelligence about firms, consumers and products. It will also carry on our
new approach of directly intervening in the design of products rather than
focussing on distributors at the point-of-sale, and will have the power to
make temporary rules (with a maximum duration of twelve months) before
consulting where it identifies a particularly significant and urgent threat of
harm to consumers. The FCA will be less tolerant where it identifies risks to
consumers and will be prepared to go further in challenging firms where it
sees major structural weaknesses in products.

84. The FSA’s new conduct supervisory approach is focused on early
identification of mis-selling by assessment of firms' business models and their
culture.

85. With this in mind the new supervisory framework for the largest and most
significant firms, including the biggest retail banks, analyses business models
to see where they are currently making their profits and in which business
lines they want to grow their business. This approach allows us to concentrate
on the areas within a bank which are most likely to cause consumer detriment.
This may be because margins are growing at such a rate as to suggest that we
should take a closer look in a particular area to ensure there are no problems
or because past experience suggests that there is a high risk of consumer
detriment arising in the area, for example, because we know customers may
be imperfect buyers (e.g. complex protection products, bundled products or
infrequent purchases).

86. On culture, a key part of our strategy is to ensure that firms put consumers at
the heart of their business model. This means that firms must understand and
appreciate their customers' experience of dealing with them. One of the ways
we will achieve this is by carrying out a root cause analysis of key conduct
related issues occurring in a particular firm and feeding this back to the firm's
Board so they have a clear understanding of what needs to change in the way
the firm conducts its business in order to address the root causes we have
identified.

87. As well as above, there will also be more emphasis on thematic
supervision, for example our project on financial incentives®. It addressed a
key factor in PPI mis- selling where sales staff were heavily financially
incentivised to sell products like PPI.

3 December 2012

o speech on incentives, http://www.fsa.gov.uk/library/communication/speeches/2012/0905-mw.shtml
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ANNEX 1 Timeline

DATE KEY MILESTONES

Pre-2005 Insurance selling self-regulated under ABI code and General
Insurance

Dec 2001 HMT announces FSA to regulate insurance selling

Dec 2002 Consultation on insurance selling rules (‘ICOB’)

June 2003 | Further consultation on ICOB rules

Jan 2004 Final ICOB rules published

Jan 2005 FSA becomes responsible for insurance selling — rules come into

Mar 2005 First Thematic Review commences

Sept 2005 National Association of Citizens’ Advice Bureaux Super complaint to
OFT
about lack of competition in PPI

Nov 2005 First FSA Thematic Report

Dec 2005 OFT Announces Market Study of PPI Market

Oct 2006 OFT Market Study published

Oct 2006 Second FSA Thematic Report

Feb 2007 OFT market reference to Competition Commission

Mar 2007 ICOB review interim report

April 2007 Mystery Shopping evidence gathering underway on face to face
sales of

June 2007 | Consultation on new insurance selling rules (‘ICOBS’)

July 2007 FSA begins to collect regular data from larger PPI firms about
sales and

Sept 2007 | Third FSA Thematic Report

Dec 2007 Final ICOBS rules made

Feb 2008 Further extensive Mystery Shopping underway

April 2008 | Wrote to main PPI firms with peer group information about their
PPI

July 2008 FOS Wider Implications Letter to FSA and industry

Sept 2008 FSA update on its initial analysis of mystery shops
Competition Commission publishes provisional findings

Nov 2008 - Industry Working Group on PPI complaint handling

May 2009

Jan 2009 Competition Commission publishes market investigation, including
proposed
remedies

Feb 2009 FSA writes to other firms asking them to stop selling too

March 2009 | Barclays and Lloyds Banking Group judicially review the CC

Sept 2009 FSA consults on handbook provisions on fair PPI Complaint Handling

FSA publishes an open letter to industry listing common sales failings
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DATE KEY MILESTONES

Oct 2009 Judgement in favour of Barclays/LBG against CC

March 2010 | FSA further consults on handbook provisions on fair PPI
Complaint

Aug 2010 FSA publishes final handbook provisions

Oct 2010 BBA judicially reviews FSA
CC re-reports in light of JR Judgement, confirming most of its
previous analysis and proposed remedies

Nov 2010 Competition Commission Draft Order

Jan 2011 BBA/FSA Judicial Review Hearing

April 2011 BBA/FSA Judicial Review Judgement in favour of FSA

Oct 2011 CC specified information requirements come into force

April 2012 CC point of sale prohibition comes into force

Sept 2012 Redress paid by firms for mis-sold PPI passes £7bn
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ANNEX 2 Graphs

The following graphs show the FSA’s estimates for gross written premiums, claims,
profits and redress paid by banks from the period 1996 to date. Graph 1 shows data
from the largest PPI distributor banks and graph 2 shows data for all banks (except
HFC and MBNA). Assumptions used in calculating these figures are out lined below.
This data was used to support the cost benefit analysis for Consultation Paper 10/6.

Graphl Data used from the following banks - Santander, Barclays, LBG, HFC,
HSBC, MBNA, Nationwide, NatWest, Northern Rock and RBS. Pre-Tax Profit =
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Graph2 Data used from all banks excluding HFC and MBNA Pre-Tax Profit = £19bn
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Assumptions

Estimated GWP — actual figures only for top tier banks from 2007 onwards;
other

figures interpolated backwards from these to 1996, using percentage growth
estimates from annual Mintel reports.

Estimated Pre Tax Profits — for years 2003/04/05/06/07 we use actual profits
to GWP ratios set out in the Competition Commission report, with these
ratios applied to our own GWP estimates. For 2008, we used an estimated
profit to GWP ratio of 60%. For 2009, 2010, and all years before 2003, we
used an estimated profit to GWP ratio of 40%

Estimated Redress — using actual figures collected from firms for 2007 and
2008, and 2011 and 2012 and estimated for 2009 and 2010.

Estimated administration costs — analysis calculating average admin cost as
around 12% of redress and provisions
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Written evidence from Clive Briault (SJ 020)

| have responded to the best of my recollection in preparing the
answers below, which address the specific questions put to me by the
Commission.

My role and responsibilities in relation to PPI

| was the Managing Director, Retail Markets, and a member of the Board, the
Executive Committee and the Regulatory Policy Committee of the Financial
Services Authority (FSA) from June 2004 to April 2008. | reported to the Chief
Executive and to the Board of the FSA. The organogram on page 2 reflects the
FSA'’s organisational structure in 2006-2007.

| was also a member of the Committee of European Banking Supervisors
(CEBS) during 2004-2006, and chaired the main CEBS sub-committee on the
implementation of the EU Capital Requirements Directive.

Prior to June 2004 | had been:

Bank of England 1980-1998
FSA Director of Central Policy Division — 1998-2001
FSA Director of Prudential Standards Division — 2001-2004.

The Retail Markets Managing Directorate of the FSA had approximately 800
staff (out of around 2,000 for the FSA as a whole) and a budget of
approximately £80 million during this period. The responsibilities of the
Directorate included:

1) The supervision of all regulated firms whose business was predominantly
with retail customers. This represented approximately 16,000 firms,
ranging across the major UK banks (Barclays, HSBC, Lloyds, RBS,
Santander and HBOS); smaller retail banks and building societies; life
insurers (including Aviva, Legal and General and Prudential); general
insurers with retail business (home, motor, health, travel); retail facing asset
management and other investment firms (including Fidelity and Invesco);
and investment, mortgage (from late 2004) and insurance (from early 2005)
advisers and brokers.

2) The conduct of business policy division (which was responsible, for
example, for the new rulebooks for general insurance and mortgage
brokers).

3) The FSA’s oversight of the financial markets in which retail
consumers operated, including thematic reviews, mystery shopping
and consumer research.

4) The FSA’s Treating Customers Fairly, Retail Distribution Review and

Financial Capability initiatives.

5) The liaison between the FSA and other bodies such as the Financial
Ombudsman Service, the Financial Services Compensation Scheme, the
Office of Fair Trading, consumer organisations and relevant trade bodies.
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Until mid-2004 | had no direct responsibilities for PPI, but the development of the
Insurance Conduct of Business (ICOB) rules and guidance manual was discussed at
the FSA’s policy committee (later the Regulatory Policy Committee), of which | was a
member.

When | became the Managing Director, Retail Markets, my Directorate was responsible
for most aspects of the FSA’s work relating to PPI, including conduct of business policy
and the Treating Customers Fairly initiative; the thematic reviews, mystery shopping
and consumer research undertaken into the selling of PPI; liaison with the OFT and the
Competition Commission; and the supervision of firms selling PPI.

However, a separate Enforcement Division, reporting directly to the FSA’s Chief
Executive, was responsible for undertaking investigations that might lead to
enforcement actions and for taking decisions on whether to proceed with enforcement
actions.

Chronology

* What view the FSA had formed of the sales of PPI:
e between HMT announcing the FSA would regulate insurance selling on
1/1/2001 and the FSA publishing final ICOB rules in June 2003

Before January 2005 the sale of general insurance products was subject to self-
regulation through the General Insurance Standards Council. Some consumer
organisations had expressed concerns regarding the sale of PPI during this period, as
had the Treasury Select Committee in a report on credit cards. This is why PPl was
one area of focus in the series of thematic reviews undertaken by the FSA after it had
taken responsibility for the regulation of general insurance in January 2005.

e between the FSA publishing final ICOB rules in June 2003 and
publishing the first FSA thematic report in November 2005

Having taken responsibility for regulating and supervising the sale of mortgages and
general insurance in late 2004/early 2005 respectively, the FSA announced in its
Business Plan for 2005/06 (published in January 2005) that it would undertake a series
of thematic reviews in the mortgage and general insurance sectors (including one on
the linked sales of PPI) to assess whether firms were complying with the FSA’s new
rules, and to improve firms’ practices for future sales where selling practices were non-
compliant. These reviews would also contribute to the post-implementation reviews of
ICOB and MCOB.

The FSA’s first thematic report on the selling of PPI (published in November 2005)
was based on visits by FSA staff to 45 firms and mystery shopping commissioned
from an external firm.

Standards of compliance with the new FSA rules were found to be relatively high among
the 15 firms in the sample that specialised in regular premium PPI to cover payments on
prime quality mortgages.
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However, in the other 30 firms, which sold PPI with revolving credit (credit and store
cards and catalogues), loans (secured and unsecured loans) and sub-prime
mortgages, the FSA found that:

- There was a risk of inappropriate sales: around half of these firms failed to
take reasonable steps to ensure that customers did not buy policies on which
they could not claim or which provided only very limited cover;

- There were inadequate controls in place for non-advised sales: about half of
the firms selling on a non-advised basis did not have adequate systems to
stop their staff giving advice, or were providing information that amounted to
giving advice,

- Advice on PPl was often likely to be poor: most firms did not have
systems in place to assess suitability adequately;

- There was an over-reliance on product documentation given to the customer
at the expense of explaining the policy to the customer orally: most firms
selling by telephone did not give sufficient information on exclusions;

- The quality and timeliness of product and price disclosure by some firms
selling single premium policies was poor;

- The level and structure of inducements and targets for sales staff could

encourage mis-selling in some firms;

Training and competence of sales staff was not adequate in around half of

firms; and

Compliance monitoring was variable and in some cases very poor.

When this thematic review was published, the FSA press release emphasised that
when properly structured, explained and sold, payment protection insurance can
provide worthwhile cover for consumers against unexpected changes in their personal
circumstances. However, compliance standards, especially in single premium PPI
business, were generally weak. Those firms where these problems exist must take
urgent action to address them.

These findings posed a serious risk to consumers because of the poor disclosure of
product and price details; the possibility that consumers may not be eligible to claim
against their policies; and consumers may not be aware that they may receive little
money back if they cancel these policies early.

The findings from this thematic review were actively pursued by the FSA. This included:

« Communicating widely the results of the review through:
o letters to the chief executives of all medium and large sized firms that
sold or underwrote PPI,
o arange of materials to increase awareness among small firms; and
o Including the results of the review in major speeches and in various TCF
publications;
» Requesting all firms selling PPI to assess themselves against the findings of
the review and to make whatever improvements were necessary to ensure
compliance with the ICOB rules and with the high-level Treating Customers
Fairly (TCF) rule;
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Referring five firms to the FSA’s Enforcement Division for further and more
detailed investigation. This resulted in four enforcement actions towards the end
of 2006;

Initiating a second thematic review, to be undertaken in 2006, to monitor progress;
Launching a series of meetings (which | chaired) with industry trade bodies to
explore the possibilities for industry-led initiatives to improve the PPl market; and
Internal discussions of policy measures that the FSA could take to improve the
PPl market (some of these possible measures, and the possibility of intervention
by the Competition Commission, were mentioned in a speech | gave to the
Chartered Insurance Institute Annual Conference in September 2005).

o between the FSA publishing the first thematic report in November
2005 and publishing the second FSA thematic report in October 2006

The findings of the second thematic review were published in October 2006. This was
based on visits to 40 firms. Some improvements were identified since the first thematic
review, but three key areas of concern were highlighted:

Many firms were still not giving customers clear information during the sales
conversation. It was not being made clear that PPI was optional and customers
were not receiving full information about how much the insurance would cost.
Customers were still not being made fully aware that there may be parts of the
policy under which they cannot claim. Furthermore, some firms were still failing to
establish that the PPI policies they recommend were suitable because they were
not collecting sufficient information from the customer — for example about
existing cover.

Where customers were sold single premium policies, this was not always done
with the best interests of the customer in mind — for example, where a choice
between a regular or single premium was available, the sales conversation may
be biased towards the single premium policy when the customer's
circumstances suggested this was not the most suitable option.

As with the findings of the first thematic review, these results were widely publicised, and
the FSA followed up the review by:

imposing urgent remedial programmes on a number of firms to improve their
sales standards;

continuing to pursue formal disciplinary action against firms who fall well below
the required standards (the second thematic review led to seven enforcement
actions); and

using firm-specific supervision and wider initiatives (such as TCF) to focus the
minds of firms’ senior management on addressing the areas of concern and
embedding the behaviours and standards expected.

Also during this period:

At the meetings with industry trade bodies in late 2005 and the first half of 2006 the
trade bodies offered to make improvements in a number of areas, including the
provision of guidance on improved sales procedures and training; improved consumer
information; improved quality of after-sale disclosure, and refunds on single premium
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PPl when a loan is cancelled or repaid early. But these improvements would not make
a significant difference to how the PPI market operated.

Second, the FSA was considering, as part of the existing wider review of the
effectiveness of the regulatory regime for general insurance products, whether new rules
are required in the area of PPl sales. A number of policy options were under
consideration at this stage, ranging from amending ICOB to strengthen the rules in
areas such as the information given to customers and suitability checking, to making
structural changes to the PPl market such as by separating the sale of PPI from the
underlying loan transaction.

In addition, the FSA considered whether it could prevent firms from selling single
premium PPI, either by imposing restrictions on individual firms or by writing rules.
However, at this stage the FSA had insufficient evidence to justify taking such steps.

Third, the OFT received a super-complaint from the National Association of Citizens
Advice Bureaux in September 2005 on the selling of PPI and launched a market study
in April 2006 to investigate this. The FSA liaised closely with the OFT in its work on the
market study, recognising the more fundamental problems in the PPl market. The OFT
published its market study in October 2006, and concluded that there were sufficient
concerns within the PPl market to warrant a referral to the Competition Commission
(this referral was made in February 2007). The OFT market study found:

» low claims ratios compared to other insurance products

= high commission rates in comparison with other general insurance products
= wide differentials in price for the same level of cover

= possible cross-subsidisation to keep Annual Percentage Rates low

= consumers that do not shop around or switch, and

» alack of competitive pressure on prices.

o between the FSA publishing the second FSA thematic report in
October 2006 and publishing the third FSA thematic report in
September 2007

The main purpose of the third thematic review was to monitor whether firms were
addressing the concerns highlighted in the first two thematic reviews. The review
covered 150 firms, including mystery shopping of personal loan providers. The mystery
shopping identified serious failures in the sales processes of a number of firms selling
single-premium PPI alongside unsecured personal loans.

The review assessed whether firms had made improvements in five key areas.
Welcome improvements were found in two of these: the vast majority of firms were
making it clear to customers that PPl is optional; and firms were offering cancellation
refunds on virtually all single premium PPI policies.

However, little or no progress had been made in three other areas. Firms were not:

= giving customers clear information about the product and what it will cost;

= informing customers of the extent to which they were eligible for PPI cover and
what they were covered for; and

» informing customers why, where advice was given, the recommended PPI policy
met their demands and needs.
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The press release on publication of the second thematic review in September 2007
emphasised that while some progress had been made by the industry, the FSA was
extremely disappointed that some firms had still made little progress in improving their
sales practices. The FSA re-stated that PPl can provide valuable protection for
consumers, but they are entitled to expect that they will be treated fairly by firms when
they buy it. They must be told how this product works, what it covers, and how much it
costs. Too many firms were not meeting these requirements.

As a result of the review:

» Some firms were referred to the FSA’S Enforcement Division for
further investigation;

« The FSA announced that it would strengthen its actions against firms who fail to
treat customers fairly when selling PP, including higher fines. Firms had been
given due warning of their obligations to treat their customers fairly, both
generally and on PPI in particular.

= 11 firms stopped selling PPI either permanently or temporarily until such time as
they could improve their sales processes and/or retrain staff;

» 3 firms cancelled their FSA authorisation to sell PPI; and

» 4 large firms reviewed past PPI sales to ensure they were appropriate.

Also during this period, the FSA concluded its post-implementation review of ICOB.
Provisional proposals for changes to ICOB were published in March 2007, a full
consultation paper was issued in June 2007, and the final changes to ICOB were
published in December 2007. These changes reflected three conclusions:

1) There should be greater differentiation between the detailed rules governing
different types of general insurance. The rules for motor, household and travel
insurance could be simplified and could rely to a greater extent on high-level rules.

2) Reflecting the findings of the thematic reviews, the rules for PPl needed to be
strengthened in a number of areas, including status disclosure by firms selling
PPI; obtaining information from customers to assess the suitability of PPI
products for customers; improved disclosure of product information, including
its price; and cancellation rules.

3) More radical amendments to ICOB to change market structure were also
considered, for example to require a one-week gap between a loan agreement and
the selling of PPI to protect loan repayments. But the FSA concluded that it would
be unhelpful to pre-empt the outcome of the Competition Commission investigation
(which might recommend a different set of remedies), and that the Competition
Commission was better placed than the FSA to undertake a cost/benefit analysis of
the complex competition issues in the PPI market. The FSA therefore made clear
that further amendments to ICOB might be necessary to implement the Competition
Commission’s recommendations.

*  What impact did the OFT’s and Competition Commission’s Market study have on
FSA thinking when it was published in October 20067

The OFT report demonstrated that the causes of the problems in the PPI market were
complex and were rooted in competition concerns. It referred the market to the
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Competition Commission for further investigation and to allow the Competition
Commission to develop its own recommendations.

As explained above, the FSA decided not to pre-empt the Competition
Commission’s recommendations in its review of the ICOB rules.

= Why in your opinion the ICOB rules published January 2004 were amended
after a review started in September 2005 and re-published in December 2007
o To what extent were the original rules effective in preventing PPI mis-
selling and to what extent were they defective?
o In what way did the thematic reviews inform the revision of the
rules?

The FSA had announced in 2005 its intention to review the effectiveness of its regime
for the regulation of general insurance. The original ICOB rules had been finalised well
before they came into force in January 2005 and it was important to assess whether
they were effective. This review was not limited to PPI. The results of this post-
implementation review — including the results of the three thematic reviews on PPI - led
to the changes in ICOB described above.

The detailed ICOB rules operated alongside the higher level rules contained in the
FSA'’s Principles for Business, including the rules that firms must act with integrity,
conduct their business with due skill, care and diligence, and treat their customers
fairly.

As described in the three thematic reviews, PPI mis-selling reflected three failures:

» The failure of firms to comply with the detailed ICOB rules;

» The failure of firms to treat their customers fairly; and

= A structural market failure under which customers did not have either the
ability or the willingness to exercise sufficient knowledge and understanding
for them to represent a genuine competitive force in the PPl market.

So, even if the amended ICOB rules had been in place from January 2005 a
significant amount of PPI mis-selling would probably still have occurred.

« What was the rationale for the Mystery Shopping evidence gathering that started
in February 2008?
o Why was this needed given three previous thematic reviews?

The mystery shopping in 2008 was undertaken for three reasons:

First, as had been signalled in the third thematic report, to gather additional information
with the intention of using the results in enforcement proceedings against firms where
appropriate.

Second, during 2007 the FSA had begun to give increasing consideration to the
potential losses that consumers might have suffered from the poor practices that had
been identified in the selling of PPI, and to how these consumers could obtain redress.
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The mystery shopping was designed to help to identify the extent of consumer
detriment.

Third, pending the outcome of the Competition Commission’s investigation, discussions
continued on the use of more radical responses to PPI mis-selling, including the use of
the FSA’s power to vary firms’ permissions to prevent them from selling particular PPI
products, or from selling them through particular channels, until there was evidence of
improved sales practices. The results of mystery shopping could be used to justify the
use of such powers, or to persuade firms that they should take such action on a
voluntary basis.

General
» At what point was it clear to you that PPl was being comprehensively mis-sold?

As outlined above, each of the thematic reviews (in 2005, 2006 and 2007) identified
serious failings in the selling of PPI. This led to the series of actions described above
taken by the FSA and other authorities, including a large number of enforcement
actions against individual firms. It also became increasingly evident that poor sales
practices were leading to significant consumer detriment.

However, none of these reviews or other work indicated “comprehensive” mis-selling,
if “comprehensive” is taken to mean that “all or nearly all” sales of PPl were mis-sold.
Each review found a range of selling practices in the market, and examples of good
practice (for example the selling of regular premium PPI with prime quality mortgages)
and improving practice (as for example in the second and third reviews) were
highlighted by the FSA.

In addition, a major high street bank was referred to the Enforcement Division for further
investigation in late 2005 following the first thematic review, when a small sample of PPI
sales by that bank indicated issues that would have been problematic if repeated more
widely across PPI sales by that bank. The subsequent detailed and lengthy
investigation by the FSA’s Enforcement Division concluded at the end of 2007 that
there was insufficient evidence to bring any enforcement action against that bank.
Again, this was not consistent with “comprehensive” mis-selling of PPI.

» Why in your opinion were banks not stopped from selling PPI during the period
January 2001 to April 20087

The FSA did not regulate the sale of general insurance until January
2005. Between 2005 and April 2008 the FSA was:

a) Building up a picture of the PPl market, including through three major
thematic reviews, and actively communicating the findings back to the
market;

b) Encouraging firms to review, and where necessary to improve, their
procedures for selling PPI, by publicising the results of its reviews and its
enforcement actions against a large number of individual firms, and by
following up the results of the thematic reviews with firms that sold PPI;
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c) Taking enforcement action against firms which had breached the ICOB rules and
the Treating Customer Fairly rule;

d) Discussing with the industry, consumer organisations, the OFT and the
Competition Commission how the market for the sale of PPI could work more
effectively to protect consumers;

e) Awaiting the outcome of the Competition Commission investigation of the PPI
market, which had begun in 2007;

f) Amending the ICOB rules and guidance to introduce stricter requirements on the
sale of PPI and other protection products; and

g) Taking a nuanced view of the PPl market, with single premium PPI sold in
conjunction with personal loans regarded as being the largest potential
source of consumer detriment, while regular premium PPI sold to protect
prime mortgage payments appeared to be operating reasonably well.

This approach was based on three premises:

i) That PPI, if sold correctly, could offer valuable protection to consumers. It
was not a fundamentally flawed product;

i) That the market for PPI could be made to work more effectively through
industry- led improvements and through interventions by the FSA and other
authorities; and

iii) That mis-selling should be punished through increasingly severe
enforcement actions.

The seriousness with which FSA regarded problems with PPI selling is clear from:

= The three thematic reviews it undertook, in 2005, 2006 and 2007;

» The largest programmes of mystery shopping ever conducted by the FSA; and

» The largest series of enforcement actions the FSA has ever pursued in
relation to a single retail issue.

The option of banning sales of PPI — in particular the sale of single premium PPI - was
considered during this period as one of a wide range of options, but was rejected on
cost/benefit grounds in favour of measures intended to make the market for PPI
operate more effectively.

The view of the FSA at that time was that the best solution to PPI mis-selling and to the
consumer detriment arising from this mis-selling was to improve how the PPl market
worked, in particular through PPI being bought from a range of "third party" providers.
This would be similar to the way that thriving competitive markets for home and travel
insurance had developed, from an earlier situation in which they were purchased
primarily from mortgage provides and travel agents.

The question was how best to bring about such a market solution. Broadly speaking
there were three choices. First, the industry could improve its own standards and
move decisively towards putting in place the elements of a considerably more
competitive market. Second, the FSA could — if justified by cost benefit analysis —
introduce tougher requirements, ranging from better disclosure to the unbundling of PPI
from the primary transaction. Third, the competition authorities could intervene, just as
the Competition Commission had set out in 2005 remedies for the sale of PPI linked to
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store cards. In the event, the third route was followed, which led in 2009 to firms
withdrawing from the sale of single premium PPI.

= How far was your opinion of the regulation of bank sales practices of other
products informed by the PPI experience during the period?
o What changes were made to supervisory approaches with regards to
bank sales practices in the period?

PPI experience was certainly an important aspect of the FSA’s overall view of bank
sales practices during this period. Other information was gained from reviews of the
selling of other products; from discussions with banks on Treating Customers Fairly;
and from the supervision of individual banks.

In addition to the PPI-specific messages communicated through publicising the results
of the thematic reviews, enforcement action and other means, the main shift in
supervisory approach during this period relating to sales practices was the focus under
the TCF initiative on whether banks (and other firms) could demonstrate that they were
delivering the six “consumer outcomes” of:

1. Consumers can be confident that they are dealing with firms where the fair
treatment of customers is central to the corporate culture.

2. Products and services marketed and sold in the retail market are designed to meet
the needs of identified consumer groups and are targeted accordingly.

3. Consumers are provided with clear information and are kept appropriately
informed before, during and after the point of sale.

4. Where consumers receive advice, the advice is suitable and takes account
of their circumstances.

5. Consumers are provided with products that perform as firms have led them to
expect, and the associated service is both of an acceptable standard and also as
they have been led to expect.

6. Consumers do not face unreasonable post-sale barriers imposed by firms to
change product, switch provider, submit a claim or make a complaint.

These outcomes were discussed with banks as part of the TCF initiative and as part
of the risk-based supervision of individual firms. A series of targets were set for
firms to demonstrate that they were delivering these outcomes, and that they had
put in place management information to evidence this delivery.

» The PPI mis-selling experience has been a catastrophe for consumers and banks.
How far would you say this is a consequence of poor standards in bank management
and boards?

The primary responsibility for the mis-selling of PPI must lie with bank senior
management and boards. Specific problems here included:

1) Some banks did not comply with the detailed rules governing the sale of PPI.
Misleading or inadequate information was given to consumers; PPl was sold
to customers who were not eligible to claim under the policies; and in some
cases customers were given the impression that taking out PPl was a
condition of the offer of a loan. The senior management and boards of banks
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2)

3)

4)
5)

should have been aware of this — they were certainly made aware by the FSA
of the market-wide problems uncovered by the FSA’s thematic reviews.
This was reinforced by an aggressive sales culture in which banks’ sales
staff were heavily incentivised to sell PPI. Senior management and
boards (in particular the board remuneration committee) could and should
have given greater consideration to the incentive structures offered to
customer-facing staff.
Banks did not (or did not do so with sufficient vigour and rigour) step back and
ask themselves — as they were being strongly encouraged to do by the FSA
under its TCF initiative — whether their overall approach, at all stages of the
product life- cycle, would deliver the fair treatment of customers. The TCF
initiative was based on a high-level FSA rule that a firm “must pay due regard
to the interests of its customers and treat them fairly”. The six “consumer
outcomes” (see above) were developed by the FSA to help firms to consider
what they were doing to meet these outcomes and how they could measure
their success (or otherwise) in meeting each outcome. This TCF approach
was designed to be addressed and monitored at senior management and
board level.
Many banks placed profitability ahead of compliance with FSA rules.
Once the problems in the selling of PPI were identified and communicated by
the FSA (the results of the first thematic review were published less than a
year after the FSA took on the regulation of general insurance) banks should
have focused on how they were going to address these problems. But
instead they devoted their attention to preserving profitable business through
a mixture of denial, inaction, and vigorous push-back (including legal actions
in 2009 and 2010 respectively against the Competition Commission and the
FSA).

» What was your desired strategic outcome during the period January 2001 to April

20087

o To what extent was this successful?

o Did you alter your desired strategic outcome during this period?
(Please explain if there was a change how this came about and what
the change was)

o With benefit of hindsight would you have taken a different approach
at any point in the period?

During the relevant period of 2004-2008, the FSA’s retail agenda was to deliver an
effective and efficient retail market for financial services and products, and through this
a fair deal for consumers. This required:

= capable and confident consumers, and clear, simple and understandable
information provided for, and used by, consumers — hence the importance of
the FSA’s financial capability initiatives during this period,;

» soundly-managed and well-capitalised firms that treat their customers fairly —
hence the firm-specific and thematic supervisory work that focused on a
combination of prudential and conduct of business issues, and that recognised
the responsibilities of senior management and boards to deliver compliance
with both the high level principles and the more detailed rules; and
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- proportionate regulation — as reflected in the development of the Handbook of
rules and guidance, including the post-implementation review of the ICOB
rules.

The challenges in the PPI market made it difficult to achieve this agenda.

First, consumers found it difficult to understand PPI, and to engage actively with a
product that might be a “tertiary” purchase. The structure of the PPl market — with PPI
linked so closely to the taking out of a loan - was not conducive to achieving good
outcomes for consumers. Having bought a house, car or other item, and then
arranged a loan to finance this purchase, consumers were understandably not very
engaged when offered insurance on this loan. Most consumers also failed to
recognise the potential benefits of shopping around for such insurance, and/or taking
advice from an insurance broker, which allowed prices to remain high.

Second, as described above, many firms did not comply with the detailed ICOB rules
and did not consider more generally how best they could treat their customers fairly.

PPI was sold to customers who would not be eligible to make a claim; to customers who
did not realise that taking out PPI on a loan was optional; and to customers who did not
understand the product or its cost. In some cases this selling was aggressive and based
on the provision of deliberately misleading information to customers, although the full
extent of this did not become clear until much later. Many firms placed profitability
above delivering good customer outcomes; incentivised their sales staff to focus on
sales volumes rather than the quality of sales; and gave the impression that taking out
PPl was a condition of obtaining a loan.

All of the initiatives taken by the FSA (and by the OFT and the Competition
Commission) at the time were designed to make the PPI market work more effectively.
The FSA’s initiatives included:

= the three thematic reviews (and additional mystery shopping in 2008), which
remain unprecedented in terms of the volume of work undertaken on a single
issue;

= the publicity given to the outcome of these reviews, and to the TCF initiative
more generally, which could not have left any firm in any doubt about the
importance attached to this issue by the FSA and the need for firms to review
and amend their own procedures;

= 23 enforcement actions taken against firms for PPl mis-selling between 2006
and 2008; and

» the review of the ICOB rules.

These initiatives did have a significant impact. Sales of PPI peaked in 2004, the year
before the FSA became responsible for the regulation of general insurance, and
declined steadily to half the 2004 level of sales by 2008. Moreover, the sales later in this
period should have been more compliant.

With the benefit of hindsight the FSA might have acted sooner to introduce some of the
remedies that were eventually introduced following the Competition Commission’s
findings.
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It would have been possible in theory for the FSA to have (i) introduced more radical
changes to ICOB, which would have made it more difficult for firms to sell PPl and
changed more dramatically the structure of the PPI market; and (ii) used its “variation of
permission” powers to prevent firms from selling specific types of PPI (for example
single premium PPI).

In practice, however, it is likely that the banks would have challenged the FSA —
including through the legal system — had the FSA tried to follow one or both of these
routes, not least on the grounds that the FSA could not demonstrate a convincing
cost/benefit justification of such actions.

The FSA might also have focused earlier on the largest players in the PPI market,
although at the time it was not clear how much consumer detriment was arising from the
actions of these players. This only emerged clearly from the third thematic review and
the subsequent mystery shopping.

= Why, in your opinion, the FSA’s Principles for Business and associated work
on Treating Customers Fairly was not enough to prevent mis-selling by the
banks

As described above, the FSA’s TCF initiative was designed to focus the attention of the
senior management and boards of firms on whether they were meeting the high-level
rule that they should treat their customers fairly. This was reinforced by including
breaches of the TCF rule and other FSA Principles for Businesses in enforcement
actions (including the PPI enforcement actions), either by themselves or in combination
of breaches of detailed rules.

The FSA wanted firms to embed TCF into their culture and behaviours. The FSA
emphasised that firms should undertake their own assessments of whether and how they
were meeting this rule, and how this was evidenced by their management information;
and that firms should address any gaps identified by this assessment. The six
“‘consumer outcomes” were intended to help firms with this assessment, and to ensure
that firms focused on all stages of the “life cycle” of a retail financial product or service.

When the TCF initiative was launched by the FSA many in the industry reacted by
denial and resistance. For example, the Practitioner Panel (a statutory body under the
Financial Markets and Services Act) argued that the FSA should not publish a paper
entitled “Treating Customer Fairly” because this would imply that firms were not already
treating their customers fairly.

Some firms did take TCF seriously and made significant changes to their business
models, systems, controls and management information as a result. TCF reports
continue to be a key item on the agenda of many firms’ board meetings.

Others, however, only paid lip-service to the TCF initiative, hiding behind elaborate TCF
projects that did not deliver much by way of concrete outcomes.

FSA supervisors included TCF progress as part of their risk assessment of individual
firms, but in the early stages of the TCF initiative it was often difficult to tell the
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difference between serious implementation and lip-service, particularly in large firms
where any major change process would always take a number of years to take effect.

As described above in the specific context of PPI, the senior management and boards
of many firms did not take TCF sufficiently seriously, and at the end of the day
profitability took precedence over meeting FSA rules (both high level principles and
more detailed rules).

28 December 2012
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Written evidence from Jon Pain (SJ 021)

General

An explanation of your role and responsibilities in relation to PPI throughout your
time at the FSA

1)

| joined the FSA as Managing Director of Retail Markets on 8 September 2008. In
September 2009 my role changed to Managing Director of Supervision. | was
appointed to the FSA Board when | joined the FSA and remained on the Board until
31 January 2011, when | left the FSA. As Managing Director, | had overall
responsibility for regulating firms or groups whose business was predominantly with
retail consumers. This included the regulation of high street banks, building
societies, insurance companies, mortgage lenders, retail financial services
intermediaries and approximately 17,000 smaller firms engaged in the mortgage
advice, insurance broking and investment advice sectors. | also had responsibility
for key consumer-facing functions such as the financial capability programme and
the FSA Consumer Contact Centre. In addition | was responsible for Retail Policy
and the Conduct Risk Department.

At what point was it clear to you that PPI was being comprehensively miss-sold?

2)

On joining the FSA in September 2008, | reviewed the work of the Conduct
Risk Dept in relation to PPl and the evidence from the thematic work and mystery
shopping. This made it clear to me there were substantive mis selling issues
relating to PPI.

What view the FSA had formed of the sales of PPI at the point you became Managing
Director in July 20087

3) The FSA’s successive thematic reports 2005-07 demonstrated widespread

4)

5)

weaknesses in sales practices across much of the industry and it had identified that
this presented a high risk to consumers.

However, the FSA had to take a proportionate and evidence-based approach.
The FSA was concerned, certainly initially, that the strongest evidence it had
collected, in the form of the mystery shopping work, was in relation to the sale of
single premium PPI alongside unsecured loans, and that this might not, of itself,
demonstrate the sort of widespread and regular failings leading to consumer loss
within the whole PPI market that would justify pursuing a mandatory industry-wide
mis-selling review.

At the time, the FSA’s thinking and which subsequently became its main focus was
on the areas where mis-selling had a greater financial impact on consumers and
where we had evidence; that of single premium personal loan PPI sold through
branches.
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6)

7)

We therefore took forward a robust discussion with major banks that had sold single
premium personal loan PPI through branches about the need for them to conduct
past business reviews of these sales and to consider stopping further such sales
(which they did a few months later, in H1 2009).

In 2008 to 2009, we also established a complaints-led approach (consulted on in
2009, made in August 2010, in force in December 2010) that would ensure redress
was available if there had been mis-selling of single premium loan PPI and other PPI
types and channels of PPI sale.

Why in your opinion were banks not stopped from selling PPl during the period
January 2001 to April 20087

8)

This period was before my time at the FSA however my view is that the focus
during the period had been on:

- Improving sales standards

e Ensuring complaints about PPl were dealt with fairly and according to the
prevailing FSA complaint rules and procedures.

The prevailing supervision approach at that time had not been to ban products
but rather to focus on compliance with disclosure and point of sale requirements.

How far was your opinion of the regulation of bank sales practices informed by the
PPI experience during the period?

9)

10)

11)

e What changes were made to supervisory approaches with regards to bank
sales practices in the period?

The FSA’s historic approach to supervision had been not to intervene until
significant evidence had been accumulated on an issue.

This changed and during the period up to 2010 the approach became
increasingly intensive. Continued failures, such as PPI, MPPI, and complaints
handling, all pointed to a lack of focus by firms on consumer needs. Indeed,
product innovation led to more complexity and a focus on profitability, rather than a
clear unambiguous focus on consumer needs.

In my speech, FSA’s Approach to Intensive Supervision in 2010, | set out that
the overall approach was to focus on consumer outcomes, seeking to get firms
to adhere to our conduct principles and treat their customers fairly. To deliver
this the FSA needed to operate entirely differently, changing both our
philosophy of ‘what supervision means’ and our approach to and the use of
resources. This included:
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i) undertaking more extensive business model analysis, to understand the key
drivers of risk and sustainability of a business;

i) making judgments, on the judgments of senior management;

iii) acting quickly and decisively;

iv) proactively looking to influence outcomes, not merely react to events;
v) apply a greater depth of analytical rigor; and

vi) greater use of credible deterrence when standards are not met.

12) During this period the FSA developed more intrusive conduct assessment tools
to test sales practices. The FSA'’s intention was to deploy more intrusive tools in
the future, such as mystery shopping and file reviews and other techniques
designed to test whether in practice firms were treating their customers fairly
and otherwise complying with our conduct of business principles. The FSA wanted
this more intrusive and challenging approach to make clear to firms that the FSA
took compliance with its conduct of business principles very seriously.

13) We developed a more comprehensive conduct supervision approach built around:
o More thematic interventions/reviews by the Conduct Risk Division
e Increased sales file reviews
e Business model analysis

14) This new approach resulted in action such as the agreement with the industry to
put in place a package of measures for consumers, including refunds of around
£60 million to address concerns we had over increase in premiums and
reduction in cover for mortgage PPI policies.

15) Much of the enhanced approach formed the foundations of the approach revised
under the new FCA.

The PPI miss-selling experience has been a catastrophe for consumers and banks.
How far would you say this is a consequence of poor standards in bank management
and boards?

16) It is clear that the PPl mis-selling experience has been a significant failure for
banks.

17) Whilst the past cases of this failure are complex and numerous it does also
highlight the lack of effective governance and controls throughout bank
management and boards.

Chronological view of supervisory strategy
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What was the rationale for the Mystery Shopping evidence gathering that started in
February 20087

18)

19)

20)

21)

22)

23)

24)

Why in your opinion was this needed given three previous thematic reviews?
What new information did this mystery shopping exercise produce?

The third thematic review included 114 mystery shops on several large banks’
branch sales of single premium PPI alongside personal loans, carried out
between 4 April 2007 and 23 July 2007. As with the previous thematic reports, the
results were disappointing. Nearly all of the firms mystery shopped failed to satisfy
the ICOB requirements.

Firms however were challenging the 2007 mystery shopping results as no longer
reflective of their sales practices. Therefore the further 2008 exercise was
initiated to

« Test more current sales practices and:
o Provide a wider sample from which to validate the extrapolation of the results
across banks’ branch based PPI sales.

In light of this continued non-compliance the FSA signalled that it intended to
escalate our response, including conducting further mystery shopping on this same
type and channel of PPI sales, in order to gather additional evidence with the
intention of using the results in robust significant interventions against firms where
appropriate.

In 2008 we also discussed internally using additional tools, in particular our
power to vary firms’ permissions so as to prevent particular firms from selling
particular PPl products, pending evidence of improved sales practices. The
consideration of such measures reflected our serious concerns about both PPI
sales practices and the lack of response from industry.

During the first half of 2008, there were 271 mystery shops across several large
banks responsible for the majority of face to face sales of single premium PPI
on personal loans. This data was combined with the previous shops to make a
total of around 400 - by some margin the most extensive mystery shopping
exercise the FSA had ever carried out.

Because of our intention to utilise the evidence from the third thematic project in
potential significant interventions, if the mystery shopping evidence was adverse,
and the likelihood of challenge by the firms concerned, the mystery shopping
evidence was subjected to exhaustive assessment by forensic and legal
specialists.

The results were very poor:

e 90% of advised sales “failed” on 3 or more key outcomes, whilst 62%
“failed” on 4 or more;
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e 86% of non-advised sales “failed” on 3 or more categories, whilst 27%
“failed” on 4 or more categories.

25) In meetings with senior management of the firms during late 2008, we informed
them that we regarded the shops as evidence of systemic non-compliant sales
which would potentially support enforcement referrals if necessary and that they
should therefore:

a) agree to write pro-actively to customers sold face to face single premium PPI
on personal loans, warning them they may have been mis-sold and inviting
them to ask for their sale to be reviewed (and potentially redressed) if they
were dissatisfied; and

b) agree in light also of the Competition Commission’s recent draft findings and
remedies to cease the sale of single premium PPI.

26) These banks agreed in January 2009 to cease these sales. Later in 2009, most of
them agreed in principle to conduct past business reviews on these sales.
However, further discussions with the firms on the detail, in particular concerning
the applicable sales standards, got caught up in the subsequent judicial review by
the BBA, and remained ongoing at the time of my departure from the FSA.

What was your desired strategic outcome for PPI during the period July 2008 to July
20107

e To what extent was this successful?

e Did you alter your desired strategic outcome during this period? (Please
explain, if there was a change, how this came about and what the change was)

e With benefit of hindsight would you have taken a different approach at any point in
the period?

e In what way did your strategy differ from that in place prior to July 2008?

27) | revised the FSA PPI strategy in 2008 to achieve a substantive resolution to the
PPl issue as progress had been difficult to achieve. This included:

o Agreeing that despite the financial crisis at the time the Conduct Risk
Division resources would be largely ring fenced to continue to focus on the
issue.

« Initiating a more intensive engagement with the industry to improve the sales
standards.

e An industry-wide approach to substantially improve PPl complaints handling —
this led to the industry working group. This also included working closely with
FOS.
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28)

29)

30)

e Supporting the ongoing Competition Commission investigation into the PPI
market.

« Individual high level meetings (many of which | led) with banks to attempt to gain
agreement to the banks undertaking a complaint-led past business sales
review. But with the clear understanding we would use our FSA
enforcement powers if agreement could not be met.

We also considered other options including a S404 scheme but concluded that
the timescales and complexities involved made this an unattractive option to
pursue.

As mentioned above, the key strategic focus switched from PPl mis-selling to
ensuring fair redress for consumers. In autumn 2008 the FSA considered the
evidence about potential consumer detriment from PPl mis-selling and the various
actions it might take to address it, including a s404 scheme. The conclusion was
that a package of measures centred on fair complaint handling was a better and
proportionate choice.

The preferred approach was to combine specific action against some major
firms, with improved PPI complaint handling for the industry in general, including
the fair treatment of potentially affected consumers who had not complained. This
approach was kept under review during the following two years.

When the Competition Commission published its market investigation, including
proposed remedies in January 2009 what impact did this have on FSA supervisory
activity?

31)

32)

33)

On 29 January 2009 the Competition Commission published its final report,
which confirmed the various market failures in the PPI market. Our strategy
was to work closely with the Competition Commission to secure the changes their
remedies proposed.

On 20 January 2009 Alliance & Leicester, Barclays, the Co Operative Bank,
Lloyds Banking Group and RBS/Nat West announced they would stop selling
single premium PPI with unsecured personal loans by the end of January 2009.
Some of these firms, along with other market players, now offered or planned to
offer regular premium PPI instead of a single premium product.

I had several discussions with banks on the implication of the CC final report
and outlined why this made sense for banks on a voluntary basis agree to stop
selling single premium PPI. On 23 February 2009, | sent a Dear CEO letter to all
firms still selling single premium PPI with unsecured personal loans asking them to
stop selling by 29 May 2009. Firms complied with this request.®® | have
reproduced this letter at appendix 1.

At what point did you become aware of the judicial review sponsored by the BBA?

e Please explain in your opinion the rationale for the banks via the BBA
engaging in this Judicial review

2 http://www.fsa.gov.uk/library/communication/ceo/2009
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34) During various discussions with the banks and the BBA it was apparent that
they were considering a judicial review.

35) We were formally advised of filing of judicial review proceedings in a letter from
the BBA on 8 October 2010.

36) In answer to (a) above, the rationale as | understood was because the banks
considered the FSA’s application of both its Principles and |Complaints policy
framework to PPl was flawed. The banks believed this would deliver an
outcome they would not accept and therefore wanted to challenge this through a
judicial review.

The impact of regulations and supervisory activity

Why in your opinion the ICOB rules published January 2004 were amended after a
review started in September 2005 and re-published in December 2007

e To what extent were the original rules effective in preventing PPl miss-selling
and to what extent were they defective?
¢ In what way did the thematic reviews inform the revision of the rules?

37) | was not at the FSA at the time the ICOB rules were changed, but | understand
that there was no great sea change between ICOB and ICOBS and this was
made quite clear within PS07/24 in response to comments from industry.

38) The basic scheme of ICOBS, both as consulted upon and as ultimately enacted,
was simple. It followed the two-pronged approach by pruning away a significant
number of the detailed ICOB rules in favour of increased reliance upon the content
of the Principles, whilst providing additional detail in particular areas, specifically
protection contracts (including PPI) where it was felt that additional rule-making
was required in order to target poor practices. This was clearly set out in
paragraph 1.9 of CP07/11.

Why, in your opinion, the FSA’s Principles for Business and associated work on
Treating Customers Fairly was not enough to prevent mis-selling by the banks

39) Both the FSA principles and TCF framework were sound policy frameworks in
their own right, but their effectiveness is totally dependent on firms embracing not
only the explicit compliance of those policies but the spirit of what they were
intended to achieve. Unfortunately this proved to be difficult to deliver and the
root causes of why this the case are wide ranging and complex. In light of this the
FSA approach became more intensive, with the increased use of enforcement as
an effective deterrent.
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Appendix 1

Letter to the Financial Services Authority from Jon Pain

We are writing to Chief Executives of firms selling single premium PPI with
unsecured personal loans. We will publish a copy of this letter on our website on
Tuesday 24 February.

As you will be aware, in our two recent statements of 30 September 2008 and 20
January 2009, we said firms may wish to consider whether they should stop selling
single premium PPI with unsecured loans, given our continuing concerns over poor
sales practices. We also welcomed the decision by Alliance & Leicester, Barclays, The
Co-operative Bank, Lloyds Banking Group (including Lloyds TSB, Halifax and Bank
of Scotland) and RBS/Natwest, along with other market players, to switch from single
to regular premium PPI policies.

You will no doubt have also noted the contents of the Competition Commission's final
report on its PPI market inquiry, published on 29 January 2009. The report includes a
remedy that prohibits the sale of single premium PPI policies after 1 October 20 | O.

We recognise the severity of the current economic climate and the financial problems
many consumers are facing. Moreover, we believe that PPI can play an important and
legitimate role to cover repayments on specific credit agreement for consumers facing
job loss, or other issues at this difficult time. However, our focus remains on how this
product has been, and continues to be, sold and whether consumers have been
treated fairly during the sales process.

We therefore request that if your firm has not already done so, it stops selling single
premium PPI with unsecured personal loans as soon as possible and in any event by 29
May 2009. In view of our ongoing concerns across the single premium market over the
standard of sales, we believe this request is justified to bring an orderly withdrawal of
single premium PPI from. the market.

Please feel free to discuss the content of the letter with your usual contact at the FSA.
Please send us a written response to our request by close of business on Tuesday 31
March 2009.

Jon Pain speeches
Restoring Confidence and Trust
http://lwww.fsa.gov.uk/library/communication/speeches/2009/0919 jp.shtml

FSA’s approach to Intensive Supervision
http://lwww.fsa.gov.uk/library/communication/speeches/2010/0518_jp.shtml

27 December 2012
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Written evidence from the Competition Commission (SJ 011)

Executive Summary

1.

The Competition Commission (CC) is an independent authority responsible for
conducting in depth investigations into mergers and into markets where
competition may not be working well, and some regulatory matters. All the CC’s
inquiries are referred to it by another organisation and it cannot initiate its own
investigations. Recent CC market investigations that have involved markets for
credit are Store Cards, Home Credit and Payment Protection Insurance (PPI).

The Office of Fair Trading (OFT) referred the market for PPI to the CC in February
2007. The terms of reference for the inquiry required the CC to investigate whether
any feature or combination of features of the market for PPI services prevents,
restricts or distorts competition. The CC had no mandate to investigate any
aspects of the market that did not relate to competition.

The CC published its report in January 2009. It found there to be little competition
among distributors and intermediaries in relation to the supply of any type of PPI
policy sold at the credit point of sale. This and other features of the market gave
rise to an adverse effect on competition, which resulted in higher prices, less
choice, and less innovation than could be expected in a competitive market. The
CC estimated the harm to consumers at significantly more than £200 million
annually, and proposed to impose remedies to address the competition problems it
found

In March 2009, Barclays Bank plc challenged aspects of the CC’s final report
before the Competition Appeals Tribunal (CAT). The CAT upheld the CC’s
conclusions in relation to the competition problems in the market but ruled that the
CC must further consider the possible loss of convenience to customers caused by
one of its remedies - a prohibition on sale of PPI at the point of sale of the
associated credit product. The CC carried out a detailed analysis of the impact of
the point of sale prohibition. In October 2010 it confirmed its package of remedies
and in March 2011 implemented them by Order.

Although the CC had no role or mandate for investigating or remedying non-
competition issues in the PPl market, it was aware of concerns about sales quality.
The CC worked closely with the Financial Services Authority throughout the
investigation to ensure that the authorities’ responses to a complex market were
co-ordinated and their decisions were compatible.

The CC’s remit in relation to unsecured credit products and PPI

The CC carries out in-depth investigations into mergers, markets and regulated
sectors, upon reference from other bodies, or occasionally, from Ministers. The CC
cannot initiate its own investigations; every case must be referred to it by another
agency, usually the OFT. As such the CC has no on-going regulatory remit related
to unsecured credit products or PPI.
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The Enterprise Act enables the OFT (and some of the sector regulators) to
investigate markets and, if they are concerned that competition may not be working
effectively, to refer those markets to the CC for in-depth investigation. On receipt of
such a reference, the CC is required to decide whether any feature or combination
of features in a market prevents, restricts or distorts competition, thus constituting
an adverse effect on competition (AEC). Market investigations enable the CC to
undertake a broad, in-depth assessment of a market as a whole rather than
investigate a single aspect of it or the conduct of an individual firm within it. If the
CC finds that features of a market are harming competition, it must seek to remedy
the harm either by introducing remedies itself or recommending action by others.
The CC has no powers to investigate issues that arise in a market that are not
related to competition.

Market investigations are carried out by a Group of Members, drawn from a
standing panel appointed by the Secretary of State for Business, Innovation and
Skills. They direct and oversee the work by CC officials, hear and assess written
and oral evidence and are responsible for the final decision. The Group is
supported by a staff team, led by an Inquiry Director, and comprising professional
staff (including economists, legal advisers, financial and business advisers) and an
administrative team. The CC is obliged to complete its investigation and publish a
report in a period of 24 months.*

The CC has carried out three market investigations into credit and insurance
markets in recent years:

e Store Card Credit Services (18 March 2004 to 7 March 2006)
e Home Credit (20 December 2004 to 30 November 2006)
e Payment Protection Insurance
e reference received 7 February 2007
e report published on 29 January 2009
e remittal notice received 29 November 2009
e remittal report published 14 October 2010
e publication of the final Order implementing remedies 24 March 2011

In each case the CC has found features (or a combination of features) that created
an adverse effect on competition, and has implemented remedies.®*

An account of the CC’s investigation into PPI

The course of the CC’s investigation and the remittal

% Further information about the CC’s role and procedures, including the appointment of groups, can be found in the guidance

document General Advice and Information, March 2006. http://www.competition-

commission.org.uk/assets/competitioncommission/docs/pdf/non-inquiry/rep_pub/rules_and_guide/pdf/cc4.pdf

% The CC’s guidance document Market Investigation References: Competition Commission Guidelines’, June 2003, can be found on
the CC’s website
http://www.competition-commission.org.uk/assets/competitioncommission/docs/pdf/non-

inquiry/rep_pub/rules_and_guide/pdf/cc3.pdf
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10.

11.

12.

13.

14.

15.

16.

17.

The Citizens Advice Bureau (CAB) complained to the OFT using the ‘super
complaint’ process provided for in the Enterprise Act in September 2005. The OFT
opened a market study into the provision of PPI services and published a
consultation document in October 2006 setting out its intention to refer the market
to the CC. The OFT referred the market to the CC in February 2007 with the
terms of reference covering the supply of PPl services (except store card PPI
services) to non-business customers in the UK.

The CC published provisional findings in June 2008 (and provisional findings
relating to the market for retail PPl — payment protection insurance relating to retail
credit, often issued by home shopping retailers - in October 2008). The CC'’s report
was published in January 20009.

The CC’s report found features of the market that created an adverse effect on
competition and set out a number of remedies including a prohibition on selling PPI
at the same time as credit — the point-of-sale prohibition (POSP); a prohibition on
selling single-premium PPI policies (where a multi-year policy is paid for in one up-
front fee, added to the cost of the loan; the FSA took action on this in parallel and
there are now no single-premium personal loan PPI policies sold) and various
remedies to increase and improve information flow and transparency.

Barclays Bank plc challenged the lawfulness of the CC’s findings and its decision
to impose a remedies package in March 2009. The CAT upheld the CC’s findings
on competition grounds but ruled that the CC must consider further the loss of
convenience for consumers which would flow from one of the CC’s remedies — the
prohibition on selling PPI at the point of sale of credit and remitted the question
back to the CC.

Following a remittal from the CAT in November 2009, the CC carried out a detailed
analysis of the impact of how consumers would benefit from the POSP on
customers’ convenience, including conducting a customer survey (the CC’s
assessment of the loss of convenience for consumers of the POSP can be found
at Chapter 5 of the final remittal report, October 2010). In October 2010 the CC
confirmed the POSP for all forms of PPI except retail PPl (a small part of the
overall PPl market).

The CC published its final Order in March 2011 implementing a package of
remedies to increase competition in the market (remedies are set out below).

All the documents published by the CC in the course of the investigation and the
remittal are available on the CC’s website at http://www.competition-
commission.org.uk/our-work/directory-of-all-inquiries/ppi-market-investigation-and-
remittal.

During the investigation and the remittal, the CC liaised closely with the industry
regulator, the Financial Services Authority, which takes the lead on regulating
sales practices and tackling mis-selling, as well as the Financial Ombudsman
Service, which deals with consumer disputes. The CC’s focus throughout was on
examining whether there was effective competition in the market as a whole.
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The CC'’s findings

18. Competition in markets for PPI: the CC found there to be little competition among
distributors and intermediaries in relation to the supply of any type of PPI policy
sold at the credit point of sale. The CC found the following features of the market
gave rise to an AEC:

e Distributors and credit intermediaries fail actively to seek to win customers
from their rivals by using the price or quality of their PPl policies as a
competitive variable.

e the extent of competition between providers was limited (on both price and
non price factors);

e there were barriers in terms of customer search for PPl policies (time
consuming, limited information available, complexity of policies,
misunderstandings in relation to PPl improving the credit application
process, low level of stand-alone provision);

e barriers to switching (e.g. access to consumers’ credit information); barriers
to entry and expansion; and

e the point of sale advantage in selling PPl combined with a credit product
meant that stand alone providers were at a competitive disadvantage,
raising barriers to new entry and stand-alone provision (see Chapter 5
‘Factors affecting the nature and extent of competition in the supply of PPI’
of the January 2009 final report).

19. Consumer detriment arising: the CC found that the detrimental effect of these
features was that customers experienced higher prices, and less choice of PPI
products than would be expected in a competitive market. It also concluded that it
was possible that there was less innovation than would be expected in a
competitive market. The CC found that the largest PPI distributors earned profits in
excess of their cost of capital of £1.4 billion in 2006, representing a return on equity
of 490%. Net consumer detriment after taking account of any possible benefits to
customers through lower credit prices was significantly more than £200 million per
year while some elements of consumer detriment could not be quantified (see
Chapter 10 ‘Remedies’ of the CC’s January 2009 report).

Remedies

20. The CC’s 2009 report concluded that the package of remedies that would form as
comprehensive a solution as was reasonable and practicable to the AEC and its
detrimental effects comprised:

e a prohibition on selling PPI at the point of sale of the credit until seven days
after the credit sale or, if later, seven days after the supply of a personal PPI
guote (the point of sale prohibition or POSP);

e an obligation to provide a personal PPI quote, setting out the cost of PPI
along with details of the cover provided,;
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21.

22.

23.

24.

e an obligation to provide information in marketing material about the cost of
PPl and ‘key messages’, for example making it clear that PPI is optional and
available from other providers;

e an obligation to provide information to the Office of Fair Trading (OFT) and
the Consumer Financial Education Body (CFEB) for monitoring and
publication;

e arecommendation to the CFEB that it uses the information provided to it to
populate its PPl comparison tables;

e an obligation to provide information about claims ratios to any person on
request;

e a prohibition on the selling of single-premium PPI policies;

e an obligation to provide an annual review setting out the cost of PPl and
including a reminder of the consumer’s right to cancel,

e compliance reporting requirements, including commission of independent
‘mystery shopping’ exercises by the largest providers (see Chapter 10
‘Remedies’ of the CC’s January 20009 report for a full description of
remedies).

The CC'’s final report, following the remittal from the CAT and further consideration
of the impact of the POSP, found that if a POSP were introduced there would be
an overall benefit to consumers of all main types of PPI, and that any loss of
convenience of having to wait to buy PPl was outweighed by an increase in sales
due to an expected reduction in price as competition between providers developed.
The CC identified that parties had been developing new products in response to
the 2009 report, largely short-term Income Protection products (capable of being
sold on a stand-alone basis away from the credit point of sale), increasing the CC’s
confidence that competition between providers would develop.

The CC'’s final Order (March 2011) implemented the package of measures for all
forms of PPI including short-term income protection (but excluding retail PPI). The
Order set out in detail the obligations of providers created by these measures and
by the package of remedies for retail PPI (essentially PPI sold to cover repayments
on revolving credit accounts offered by mail order catalogues), which incorporated
some of these measures as well as an obligation to ‘unbundle’ retail PPl from
merchandise cover. The Order included templates for the personal PPI quotes and
annual reviews.

CC'’s chief executives since 1999

The CC Chief Executive is the CC’s Accounting Officer and is responsible for the
management of the CC, but has no decision making role in cases. Decisions in
cases are the responsibility of inquiry groups (see answer to Q4).

The CC’s recent Chief Executives have been:

o Penny Boys (1999 - 2001), Chief Executive and Secretary, now a non-
executive director of Ofwat and recently appointed as a non-executive member of
the CC’s Council

o Robert Foster (2001 - 2004), Chief Executive and Secretary, now
Commissioner, National Lottery Commission
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25.

26.

27.

28.

29.

o Martin Stanley (2004 — 2009), Chief Executive, now independent consultant
o David Saunders (2009 to present), Chief Executive

Lead persons responsible for PPI since 1999

The Members of the Group that was set up to investigate the PPI market were:

o Peter Davis, Chairman of the Group and Deputy Chairman of the CC. Peter
Davis left the CC in August 2011 and is currently Senior Vice President at
Compass Lexecon

. Professor John Balillie. Professor Balillie left the CC in January 2011 and is
currently Chair of the Accounts Commission for Scotland.

o Christopher Bright. Mr Bright left the CC in September 2009 and is currently
a consultant at Shearman and Sterling.

o Professor John Cubbin (current Member of the CC and Emeritus Professor
of Economics, City University)
o Richard Farrant (current Member of the CC). Mr Farrant stood down from

the group in July 2009.

The Members of the Group established to consider the remittal in November 2009
were

o Peter Davis

o Professor John Baillie

o Professor John Cubbin

o Malcolm Nicholson (current Member of the CC).

The Group was responsible for investigating the PPl market for the duration of the
inquiry (February 2007 until to the CC’s final report was published in January 2009
and, with its membership adjusted as described, following the CAT’s remittal in
November 2009 until the CC published its final report in October 2010). The
Group was then dissolved. The Inquiry Director who led the staff team throughout
this same period was Anthony Pygram. Anthony is currently Associate Partner,
Enforcement and Competition Policy at Ofgem. After publication of the 2010 report,
the same Group oversaw the development of the CC’s Order implementing the
remedies. The CC official leading this process was Adam Land, Director of
Remedies and Business Analysis, who is still at the CC.

CC’s analysis of the pricing of, and profit margin on PPI

The CC looked at how PPI prices had changed over time, to see if this showed
evidence of competition between providers. The CC also looked at price changes
of all PPI policies for which usable data was obtained from the 12 largest
distributors. The evidence suggested that for all types of PPI, the variation in
prices over five years was very limited. The general trend was for PPI prices to
remain stable or rise. Further analysis can be found at paragraphs 4.5 to 4.11 of
the CC’s January 2009 final report.

The CC considered reasons why prices had not varied much. The parties told the
CC that while the price of PPl might not have varied a great deal during the
period 2002 to 2006, the level and quality of the cover did, such that consumers
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31.
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33.

34.

6

were getting better value for money (see Appendix 4.1 of the CC’s January 2009
report for details of the views of the parties). The CC noted, though, that terms
and conditions were not advertised to any significant degree; parties did not
appear to try and win business by promoting the terms and conditions of their
policies. Moreover, there had been increasing numbers of complaints to the
Financial Ombudsman Service, increasing amounts of adverse media coverage,
and increasing regulatory scrutiny and intervention in PPI by the FSA.

In a competitive market the CC would normally expect to see price variations over
time as firms sought to win business from each other. The level of price variation
over time that the CC saw was consistent with there being few significant
competitive pressures on PPI providers.

The CC found that, though PPI prices showed a level of dispersion across
products, there was no clear correlation between PPI price and product quality.
Further analysis can be found in paragraphs 4.24 to 4.31 of the CC’s January
20009 report.

The CC calculated that the average claims ratio in 2006 for PPl was
approximately 14 per cent, varying between 11 and 28 per cent depending on the
PPI product. For most kinds of insurance the claims ratio was over 50 per cent.
Claims ratios of under 50 per cent meant that more money paid by consumers
was going to pay expenses and profit of the providers than was paid out in claims
to policyholders. Further analysis of the claims ratio and profitability of PPI
services can be found at paragraphs 4.50 to 4.59 of the January 2009 report.

The CC looked in more detail at the profitability of PPI distribution, including the
costs incurred by a distributor in selling a PPI policy and found that, based on
2006 data, out of £68 in commission and profit share payments made to the
distributor, costs of just under £11 were incurred in selling a PPI policy. This left
£57 as an additional contribution to common costs and profit, before tax and
capital costs. A fuller analysis of the CC’s calculations can be found at
paragraphs 4.60 to 4.82 and paragraph 4.88 of the CC’s January 2009 report.

Overall, the CC found that the largest PPI distributors earned profits in excess of
their cost of capital of £1.4 billion in 2006, representing a return on equity of 490
per cent.

CC’s analysis of whether or not banks who manufactured the PPI product

within their wider banking group may have been more likely to mis-sell or cross-
sell than those that did not

35.

The CC’s mandate for investigating the PPl market was to consider competition
issues alone. The 2009 Report investigated vertical integration between banks
and insurance companies and found that this was not a feature that contributed to
the AEC that it found. It did not consider the impact of vertical integration on sales
incentives.

How the CC became aware that PPl was being mis-sold by the banks
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While the CC was naturally conscious of the FSA’s regulatory role and of the
growing concerns regarding mis-selling, which was reflected in its reports, it was
not the CC'’s role to investigate mis-selling.

What the CC’s response to PPl mis-selling was and what other courses of

action were available to the CC in seeking to address PPI mis-selling

37.

38.

39.

took

40.

41.

Although the CC was aware of the parallel issue of mis-selling in the market, it had
no remit to investigate mis-selling and mis-selling and competition issues were not
necessarily related. The CC did not find that mis-selling was a feature of the
market that led to an adverse effect on competition, nor did it find that the features
the CC found to have an adverse effect on competition caused mis-selling. The
CC did find that there had been some unwanted sales of PPI; mis-selling might be
one example of unwanted sales (though not all unwanted sales would be due to
mis-selling). Appendix B of the 2010 remittal report sets out the CC’s findings on
sales quality issues and customer complaints.

Some of the remedies introduced by the CC might be expected to reduce the
ability and incentives for mis-selling to arise, by constraining the ability to conclude
a PPI sale at the same time as offering credit, by providing better information to
customers before taking out insurance, and by reducing the scope for abnormally
high returns to be earned by selling PPI. Any beneficial effects on mis-selling
however would have been a by-product of our remedies package, the purpose of
which was to increase competition. The potential for reduced mis-selling did not
form part of the CC’s assessment of competition in the market or of the appropriate
remedial action.

The CC’s consideration of a range of alternative approaches to remedies and its
reasons for rejecting them are described in Chapter 10 of the 2009 report.

What the CC expected the banks’ responses to be as a result of the actions it

In its 2009 and 2010 reports, the CC concluded that the remedy package would
remove barriers to searching and switching and would lead to a larger stand-alone
market for PPl whilst still enabling banks and other distributors of PPI to offer
combinations of credit and PPl and to compete on the terms of the combination as
well as of its component parts. The remedy package would lead to more active
competition for PPI consumers: through more active marketing before the credit
sale; in response to increased consumer search just after the credit point of sale;
and by encouraging switching during the life of the credit product. This competition
would manifest itself through more PPI advertising and lower prices.

The CC recognises that insurance to cover periods of unemployment or sickness
or following accidents could serve a significant need in society. The CC’s Order
sets out a framework of rules designed to encourage greater competition in future
and hence better outcomes for consumers; should providers properly seize the
opportunity to provide good value insurance products, as a result of these market
reforms, that could be expected to give rise to a far better functioning market.
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42.  All the elements of the remedies package only came together earlier in 2012, so it
is too early to assess their impact on competition in PPl markets. Given the
extensive regulatory activity in relation to mis-selling, it would also be particularly
difficult to establish whether, as a by-product, the CC’s remedies had had any
impact on mis-selling. The Order took effect on 6 April 2011, though the main
obligations were introduced in two phases to coincide with annual government
common commencement dates (April 6 and October 1) for new legislation and
regulations and also to allow sufficient implementation time for providers. Some of
the information requirements therefore came into force on October 1 2011 and the
point-of-sale prohibition and other measures on April 6 2012.

10 How the CC interacted with other regulators, such as the FSA and OFT, and
how such interaction aided or otherwise affected the CC’s action with the banks on
PPI

43. The CC worked very closely with the OFT, who referred the PPl market to it, and
with the FSA, and the Money Advice Service to whom it directed a
recommendation. The CC stayed in close contact with the FSA throughout the
inquiry, which helped to ensure that the CC’s remedies designed to increase
competition had no detrimental effect on actions the FSA was taking to address
mis-selling. That contact took the form of the CC taking formal written and oral
evidence from the FSA, and of informal staff meetings and correspondence.

11 The CC’s current approach to mis-selling

44, On 24 March 2011, the CC published the final order detailing measures to
introduce competition into the PPl market. The CC has no further remit or role in
the PPI market. The OFT is responsible for monitoring and enforcing the Order
and the FSA is the body responsible for conduct regulation of firms selling PPI.

12 The CC’s assessment of the root causes of PPl mis-selling

45. The CC investigated features of the market that created an adverse effect on
competition in the PPI market. In our 2009 report, we recognised that there could
be a link between weak competition and the quality of sales. In particular, we
thought that the high margins on PPl available to businesses gave them the
incentive to maximize the uptake of PPl among their credit customers. The effect
of this would be higher levels of sales than might otherwise be the case and that
the quality of sales would not always be the paramount consideration for
businesses. We noted in this respect that the FSA had been active in trying to
improve sales of PPl products, and had taken action over poor PPI selling
practices. The terms of the reference to the CC and the CC'’s statutory role did not
extend to mis-selling and its causes.

13 What the CC is doing to ensure that these root causes are being address by

the banks, and monitored by the CC, to reduce the likelihood that similar mis-
selling happens again
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The CC has introduced the measures it considers necessary to address the
competition shortcomings that it identified. As mentioned above, the CC has no
further role in investigating and remedying the PPl market. The OFT is responsible
for monitoring and enforcing the Order that the CC published in March 2011. The
Order contains robust compliance obligations on PPI providers to assist the OFT in
this role.

How the approach taken to similar investigations by the merged CC and OFT

might differ to the approach taken by the two separate organisations in the past

47.

48.

49.

The Enterprise and Regulatory Reform Bill which proposes to merge the CC with
the competition functions of the OFT to form the Competition and Markets
Authority (CMA) will not change the duties of the competition authority in respect
of the market investigation regime (described in the answer to question 1 above).

The Bill does however make three changes which might affect the way an
investigation of this kind could be conducted in the future:

e The Bill introduces a power for the Secretary of State to intervene in market
investigations on public interest grounds (as is currently possible under the
Enterprise Act merger control regime);

e The BiIll introduces a power for the CMA to carry out cross market
investigations ie to investigate practices which give rise to competition
issues across two or more markets;

e The CMA will have new statutory timetables for market investigations which
the Government expects to speed up the overall time taken for the market
investigation regime. The new statutory time limits will be:

e the CMA will need to consult on making a market reference within 6
months of launching a market study and cannot take longer than 12
months to make a market investigation reference;

e the time limit for a phase Il market investigation will be reduced from
24 months at phase to 18 months, with a possible 6 month extension
in special circumstances;

e a new 6 month statutory time limit for the CMA to implement
remedies with a possible 4 month extension.

The CMA may therefore be in a position to complete an end to end market
investigation process more quickly once a competition issue is suspected and
identified. In practice the OFT, FSA and CC worked very closely in relation to the
CC’s investigation of PPI; we do not expect creation of the CMA to make a material
difference to the quality of joint working with the FSA’s successor organisations.
There will be scope for the CMA to make further changes and improvements to the
market investigation regime more widely; it will be a matter for it to determine how
best to proceed.

18 December 2012
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Written evidence from Accord (SJ 016)
Background

Accord (formerly the Independent Union of Halifax Staff) was the largest union
representing members within Halifax Bank of Scotland Group (HBOS), which was formed
in 2001 from the merger of Halifax plc and the Bank of Scotland. Accord now represents
over 25,000 former HBOS employees in the Lloyds Banking Group (LBG) following the
takeover of HBOS by Lloyds TSB in January 2009.

Therefore, in the period that the PCBS is examining, Accord has represented members
within three distinct banks: Halifax plc, HBOS and LBG. For the purposes of answering
the PCBS’s questions, Accord’s response will cover the period of HBOS and LBG only
and, where necessary, be split into two distinct, sequential parts for each organisation.

An account of any investigations into PPI selling Accord has conducted:

Accord has not conducted any specific investigations of its own into PPI selling, or any
other product for that matter, by either HBOS or LBG, since the union does not regard the
conduct of such investigations as one of its core responsibilities. The union believes that
the responsibility for investigating the sales practices of banks lies with the regulator, the
Financial Services Authority (FSA). The union would like to point out that following the
merger of the Halifax and the Bank of Scotland, the union was heavily engaged in the
integration of the employees of the two banks and the development of a new set of terms
and conditions of employment. There was also a heavy commitment to restructuring,
redundancy and TUPE related consultations. In 2008 alone this involved 40 separate
projects that reduced the number of roles within HBOS by nearly 5,000 in the year before
it was taken over. The number of compulsory redundancies was minimal.

In the four years since HBOS was taken over by Lloyds TSB, there have been over 600
separate projects which have each been the subject of extensive consultation and
negotiation.

More than 30,000 roles have been removed from the Lloyds Banking Group as a result.
An enormous proportion of the union’s time and energy has been spent guiding and
assisting our members through these difficult issues.

Also during this period, Accord negotiated an integrated set of terms and conditions of
employment for HBOS staff in the Lloyds Banking Group and these were introduced by a
collective agreement after extensive consultation with union members.

The union has also been dealing with the implications of the introduction of a cap on the
final salary pension scheme which was previously closed to new entrants.

Four sets of annual pay negotiations have been undertaken in very difficult circumstances
whilst at all times, the union has been supporting members individually and collectively on
issues relating to the quality of their working lives, work life balance, performance
management issues, issues relating to maternity leave and all of the other things that
members pay for and expect their unions to do. Which in the priorities of most members,
we would argue, doesn’t include investigating product design, pricing or sales practices.
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That said, during the period 2001 - 2012 Accord has communicated concerns members
have expressed about pressure to sell financial products to both HBOS and LBG. This
has been done in formal and informal meetings with the human resources teams,
business representatives and, where possible, with senior executives of the respective
banks following resolutions from the union’s Biennial Delegate Conference’s (see
appendix 1).

An account of any investigations into PPI product design Accord has conducted:

Accord has not conducted any formal investigations into PPI product design. As set out
above, the union is responsible for representing the employment related concerns of its
members only. It has no legal right to raise concerns about particular financial products
with the bank or, for that matter, with any other body. As above, the union believes that
the responsibility for investigating the design of PPI, or any other financial product, lies

with the Regulator.

Any account from LBG staff members of their experience in selling PPI:

Following receipt of the PCBS’s correspondence, Accord emailed the 18,000 or so most
relevant members of the union requesting any information/views they may have of the
experience of selling PPI. The call for input was also carried on Accord’s website.

Less than 300 replies were received. Some of those responding did not have experience
of selling PPI at either HBOS or LBG. However, of those that did the responses fell
broadly into two general categories:

1. Those who felt that they had been placed under undue pressure to sell PPl — and
other financial products — and its forerunner Accident, Sickness and
Unemployment (ASU) cover and;

2. Those who felt that they had not been under any undue pressure to sell PPIl, ASU
or other financial products.

Those in the first category provide their own examples of pressure to sell, which are
included in Appendix 2. It is disappointing that despite the clear indication from the LBG
Chief Executive and his senior colleagues that the bank will only seek to “sell to customer
need” and the launch of new “codes of Conduct” by the bank in 2012, there would appear
to be a significant number of staff who believe that they are still under pressure to sell
products irrespective of customer need or desire for them.

This suggests that the sentiments expressed by LBG staff (and those of all banks) in the
recent Which? report “Here to help? Bank staff reveal the truth about working for Britain’s
big banks” are based on the current reality and that more has to be done to change the
culture of British banking from a sales to a service culture. In its evidence to both the
PCBS and the preceding Independent Commission on Banking Accord argued that

“Accord believes that there can be no return to what had been seen before the
financial crisis as ‘business as usual’.”
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‘Accord believes that unless sufficient focus is put upon the cultural change
required within the financial services industry, and certainly within the retail
banking sector — which Accord’s submission will focus on — of it, the necessary
lessons will not be learned and the seeds of the next financial crisis will be sown.”

The feedback from Accord members suggests that there is still a problem that has yet to
be addressed at least in some workplaces.

In fairness, there is a time lag before what is announced as a managerial intention
actually translates into effective change on the ground because systems and other
changes have to be managed through. In the Halifax for example, a number of the
changes that are designed to shift culture and behaviour are being launched in branches
in the week beginning 7" January 2013 following the roll outs to regional, area and
branch managers in December 2012. These and other steps being taken in other parts of
the Lloyds Banking Group are promising “green shoots”. However, the union will be
regularly seeking members’ views and carefully monitoring feedback to ensure that the
necessary changes in culture and behaviours become embedded.

With specific relevance to PPl (and its forerunner ASU), the second category of
responses we received (Appendix 3) may well surprise PCBS members. As you will see
from reading through the quotes, these Accord members are disturbed, even angry, that
their own reputations have been damaged when they believe that they acted rigorously in
ensuring that their customers fully understood the terms of PPl and the product was
suited to the established needs and desires of a particular customer, only to find that it is
now the subject of a mis-selling claim. This is particularly the case for members who live
in relatively small communities where they know the people to whom they ‘sold’ the
product, know that the product was suitable and that, indeed, some known customers
who had made claims on PPI policies that were paid out are how pursuing compensation
for ‘mis-selling’.

Any analysis Accord has conducted on whether or not LBG’s incentive schemes
for front-line staff caused mis-selling, whether PPI or other products:

Accord has not conducted any particular analysis into the effect of incentive schemes on
mis-selling of PPI or other financial products.

However the responses from members in Appendix 2 and those who responded with
particular points of concern about the current culture of LBG suggest that there was a
problem, particularly at branch, area and regional management levels.

What is also apparent is that the value of the financial incentives for front-line staff were
relatively low and the real driver for mis-selling at the branch level was the pressure to hit
sales targets with the threat of adverse impact on the careers or job security of those who
failed to hit these targets.

This was the case at HBOS and, whilst there are indications that changes for the better

are occurring at LBG, it is also clear that there is still more to do to make the change to
“selling to customer need” a reality.
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How Accord became aware that PPl was being mis-sold by LBG:

As the motions to the Accord Biennial Delegate Conference show, there was a degree of
concern amongst Accord members at HBOS and, subsequently, LBG about pressure to
sell products to customers regardless of need or desire. However, PPl (and its
predecessor ASU) were not particularly singled out by members.

From 2010 onwards as the issue gained publicity from the national press and the
advertising from Claims Management companies increased, the concerns became more
prominent.

What Accord’s assessment of the root causes of mis-selling is

Over the past 25 — 30 years UK banks and many building societies (demutualised or not)
have moved from a service culture to a sales culture. This resulted from the deregulation
of financial services in the UK and the growth of competition with access to ever greater
funding achieved through new financial instruments and increased leverage (debt to asset
ratios). The creation of integrated banks consisting of retail and investment banking
operations also had an impact, although this was not the case for HBOS or Lloyds TSB.

Accord does not believe that there has been a significant “contamination” of retail banking
by the more short-term, high risk, high reward culture of investment banking. However the
union does believe that the rewards have been disproportionately at the executive level
and that the risk been borne by shareholders and, as we now know, taxpayers.

Also during the period in question, bank shares moved from under-performing the market
in the proceeding post-war period to over-performing the market. In order to continue
generating increased profits to drive up the share price and — which executive bonuses, in
particular, were linked to — there was a pressure to sell new products to generate new
income streams to replace mature products.

It is also worth noting this period also saw a change in the approach to remuneration for
bank staff with a shift from a relatively fixed salary to a “total reward” approach more
heavily weighted towards “variable pay” (or bonuses as most people would call them) and
share incentive schemes. However, it must also be said this “payment by results” shift
was not just a feature of the banking industry. Indeed Accord notes that the current
Government appears to favour a similar shift in some public services.

As Accord noted in its original evidence submission to the PCBS:

“The change to a sales-based banking culture led to a concomitant change in the
training that retail bank employees received and how they were rewarded. Client-
handling and sales-technique training increased, whilst the focus on professional
banking qualifications diminished. Accord believes that this was a mistake.”

Accord is not claiming that none of its members ever mis-sold PPI or other products, nor

that for some of them, the financial rewards for doing so were not a motivating factor.
However, as the views of Accord members in Appendix 2 show; it was the pressure to hit
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sales targets that primarily drove them at the time — to sell products that are now
regarded as inappropriate to customers, including PPI.

However Accord believes that it is also worth stressing, as members also make clear, that
many customers benefitted from PPl (and ASU) which they purchased in full possession
of the facts.

Accord welcomes the recent changes in changes in employee performance assessment
announced by LBG, moving away from individual to team/group assessment and
performance reward. However, there is a lot of work to be done to ensure that this change
is honoured and culture and behaviours change in all areas and all levels of the business.

Other Observations:
Professional Qualifications
As Accord noted in its original evidence to the PCBS:

“...customer service is incredibly important in any competitive sector and banking
is no exception to this. However the union’s view is that banking should be seen as
a professional service first and foremost. Helping households and businesses to
manage their risks and financial needs is the core role of retail banking and Accord
believes that appropriate professional qualifications are required to fulfil this role.

Customers look to bank staff for professional advice on how to manage and invest
their money properly, just as they do to other vital professional service providers
such as accountants or surveyors. In order to become head of a major
accountancy practice or major firm of chartered surveyors an individual has to
possess appropriate accountancy or surveying qualifications: any additional
service or management qualifications they may possess are ancillary.”

Therefore, Accord supports the call for an independent professional body for retail bank
employees. However, the union believes that the democratic representatives of bank
employees should be involved in the creation and running of such an organisation.

Next Mis-selling Scandal

Accord believes that where there has been mis-selling of products by banks it has tended
to be with “integrated products”, such as endowment mortgages and “add-on products”,
such as PPI on credit cards and unsecured personal loans, rather than on stand-alone
products, such as current accounts or credit cards themselves.

We note and share the concerns of members as expressed in Appendix 2, that there
needs to be rigorous checks within LBG and other banks to ensure that integrated
products such as the “Ultimate Reward Current Account” are only sold to customers who
fully-understand the product that they are purchasing.

Claims Management Companies

Accord recognises that Claims Management Companies (CLMs) have been pivotal in
generating public awareness that compensation may be obtainable if PPl was mis-sold
and that it is arguable that without them this scandal may not have come to light.
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Nonetheless, Accord shares its members concerns about the quality of the claims
submitted by many of these CLMs and also the costs that they charge customers who
could make a claim on their own. Accord believes that there needs to be greater
regulation of CLMs to ensure that they do not exploit already exploited and ill-informed

citizens.

3 January 2013
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Written evidence from Unite the Union (SJ 019)

This response is submitted by Unite the Union. Unite is the UK'’s largest trade union
with 1.5 million members across the private and public sectors. The union’s members
work in a range of industries including financial services, manufacturing, print, media,
construction, transport, local government, education, health and not for profit sectors.

Unite is the largest trade union in the finance sector representing some

130,000 workers in all grades and all occupations, not only in the major English and
Scottish banks, but also in investment banks, the Bank of England, insurance
companies, building societies, finance houses and business services companies.

This written evidence should be read in conjunction with Unite’s previous response to
the Parliamentary Commission on Banking Standards call for evidence submitted in
August 2012, *°

It should be noted that the design of products tends to be fundamentally sound.
Where financial institutions run into difficulty is in failing to identify the individual needs
of customers or indeed ignoring these needs whilst selling products to customers
they neither want, need nor will use. The pressure to sell can also manifest itself in
bullying behaviour by managers; the need to supplement low base pay; and the
constant threat of disciplinary action or dismissal for underperformance. All of
these issues may pressurise employees to, on occasions, disregard customer
needs and sell to meet product targets.

Unite notes and welcomes a small change in the reward systems in some banks,
with evidence of a shift to a needs based selling culture across the sector.

Indeed in one bank Unite was successful in getting the bank to move away from
proposals to introduce white boards which would have detailed the sales performance
of staff in branches.

However as with many new initiatives, the devil may well be in the detail. Banks are
looking at new and more innovative ways to increase profits and only time will tell if
there really has been a cultural shift that will treat customers and the workforce
more fairly.

Unite’s response to the specific questions posed by the Commission.
1. An account of any investigations into PPI selling Unite has conducted.

There has been no specific investigation by Unite conducted on the issue of PPl mis-
selling. However Unite does regularly engage with employers on their pay and
reward systems and particularly target and incentive plans. Where examples of
dysfunctional sales activity and/or behaviour come to light from our members, these are
raised directly with the banks concerned.

%http://centrallobby.politicshome.com/fileadmin/epolitix/stakeholders/Parliamentary Committee on Ba
nking Standards call for evidence Aug 2012.pdf
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2. An account of any investigations into PPl product design Unite has
conducted.

Unite has not conducted any investigations into PPI product design. However Unite
believes that most financial products on the market sold by the banks tend to be
fundamentally sound and in the main, for those customers that needed it, wanted it
and understood it, the product was most likely to be a valuable product for them.

The issues arise in selling the product, in this case PPI, without due regard to customer
need and appropriateness and driven by a lucrative income stream from the product,
which was not based on need, want or suitability. This is supported by the
compensation paid out to customers mis-sold PPI of around

£7 -10 billion.

The sale of PPl was driven by sales targets based on points in many banks. The
number of points attached to different products varied. It could therefore be argued
that Unite members may have been pressurised into selling more of the products that
attracted the higher points and hence allowed the individuals to meet target, bonus etc.

Failure to sell may not only mean no bonus or incentive, but may also involve action
using the “performance management” process with the potential for disciplinary
procedure or even dismissal. It may also leave the individual excluded from the annual
pay round, placing additional pressure on members as their pay dwindles in real terms.

In some institutions there is a mix of products sold, with the performance scorecard
made up of a number of elements aside from sales, which should reduce the risk of
dysfunctional selling.

Other sales technigues have included “sales promotions” such as customers trialling a
product free for 3 months. This relies upon the inertia of customers not to cancel a
product and then begin paying the monthly fee for a product that they neither want,
need nor will use. The design of the product is less of an issue than the projections that
the bank makes for the volume of sales for a particular product, including PPI, which
increases the pressure to sell.

3. Any account from bank staff members of their experiences in selling
PPI.

Given the tight timescales for providing a response, it has not been possible to fully
canvas a wide range of Unite Representatives experiences on this issue. However
there was always a clear focus on PPI as a product and a high value product at that. A
loan with PPl was “worth” significantly more in terms of income and sales points
(double the points) for the branch and individual, than a loan without PPI.

Branch staff would routinely be tackled as to their “penetration” rates i.e. how many
loans etc., they have sold with PPI and indeed a loan sold without PPl was often met
with disapproval. PPI attracted a disproportionate amount of sales points as an overall
percentage of branch targets.
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The undernoted is a response from a Unite representative.

“As a personal banker | was told to always push protection insurance,
particularly when selling a loan. | was told to ask the customer how much they
could afford each month, and then to give a monthly repayment quote that
included the cost of the insurance protection that most closely matched what
they could afford to repay. If a customer said they didn't want protection, | was
told to tell the customer that they would have to speak to the manager about it
before we could continue. They would then have to wait around or come back,
which prompted some to just 'take it anyway' to be able

to get the loan there and then.

If a loan was opened without insurance or referral to the manager, | would
have to explain why and was made to feel that | had done something wrong.

| think these practices took place because the premiums were very high,
earning the bank a fortune. Staff also got more 'points’ for a loan with
insurance, which was what we were assessed on at the time.

I'm also convinced a lot of staff didn't really understand fully what the
protection covered, and when | was a personal banker we had no specific
training on it.”

In other examples, some colleagues were asked to ‘call-in’ twice a day to advise on
how sales on specific products were going that day.

If targets had not been met colleagues were required to identify an evening where the
advisers would phone customers if they were not ‘on track’ with lending
appointments.

The undernoted is taken from an email which was circulated to colleagues across
the region:

Advisers that failed to deliver mortgage application w/c xx/xx/2012

(named individuals)

‘| wanted to be clear on the output; each adviser is to deliver 1 mortgage
application per week. This means they need to complete an application
between Friday and Thursday each week.

If an adviser does not complete a mortgage application in a week | expect that
documented coaching is undertaken with the individual by the Branch Manager.
| will undertake the same activity with you as the Manager.

If the adviser fails to achieve a mortgage application for a second week, a
documented discussion is to be undertaken by the Branch Manager with a
view to understanding the root cause, identify the need for change with the
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customer at the heart of what we do. The same activity will be undertaken
from any Branch Manager with an adviser in this position by me.

If the adviser fails to deliver a mortgage application for a third week, further
action will be taken with HR guidance with both the adviser and Branch
Manager in order to support the business with delivery of this key goal.”

This e-mail clearly uses the threat of the performance management process and
disciplinary against both the manager and adviser (frontline seller) where there is a
failure to produce mortgage appointments, despite there being no individual targets for
mortgages or any other individual product. Again the bank does not condone the
messages or behaviour; however it is indicative of the culture.

There is currently a push to sell mortgages in one large bank, with the bank claiming
that only 17% of their customers (i.e. the bank that a customer’s salary is paid into,
direct debits paid out etc) have a mortgage with them, compared to nearer 38% for a
competitor bank.

In conversations with the bank regarding sales, Unite has argued that such a push
should be managed correctly, with no pressure on individual targets for mortgages etc.,
and in keeping with most of our conversations on sales with the bank, there is broad
agreement on the approach, yet days later the following e-mail is raised with Unite by a
concerned member.

“The following advisers have not done an application so far this quarter and S*
(name deleted) has asked me to submit a plan as to what they are doing.
Please can you let me know what you are doing and when this will be sorted?

(named individuals)

| will be inviting you to an exceptions audio every Tuesday to discuss your
actions taken with those advisers that have not delivered a mortgage
application the previous week.”

These examples show not only a blunt approach to management practices, but
represent an over-zealous supervisory approach with two “check-ins” a day, when it
could be argued that staff would be better placed getting on with their job of serving or
in “helping” customers.

Despite the bank stressing that the sales culture is all about ‘Needs Based Selling’ it
goes on to highlight under performance on individual products and to mete out a
punitive telesales night for those Customer Advisers that are not on track with lending
appointments. There is no mention of overtime payments, rostering hours
appropriately or confirming that such an activity is voluntary. Centrally the bank does
not condone such behaviours and when such issues are raised by Unite these are
normally swiftly dealt with.
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It is also true to say that such examples are not prevalent across the majority of the
network, but these examples still arise across a significant minority of branches, areas
or regions.

4. Any analysis Unite has conducted on whether or not banks’ incentive schemes
for front line staff caused mis-selling, whether PPI or other products.

While overall the products on sale to customers in the financial services sector have
been and continue to be fit for purpose, Unite is quite clear in its assessment that the
incentive structures evident in most banks led directly to the circumstances where
mis-selling was possible. However, the issue is more that organisations have
chosen to mis-represent or ignore the needs of the customers by selling products that
are not required, not suitable and often not used.

The issue arises in products being sold to meet target and income generation rather
than customer need or want. Individual products will come under criticism from
members, but more in relation to the non-competitiveness of the product itself versus
the competitor banks products, thus undermining the ability to sell, rather than any
fundamental unfairness contained within the product.

There is no doubt that Unite’s members in the sector have been put under huge
pressure to sell products with failure to do so resulting in bullying and intimidating
behaviour. Failure to reach performance targets which are often not realistic can have
a consequent impact of the threat of disciplinary action and can lead to dismissal for
perceived underperformance. This has driven the wrong behaviours in the sector as
members are pushed to supplement low fixed pay with bonus and incentive payments
based on selling an inappropriate product to the customer.

The use of Customer Value Points (CVPs) and the fact that different products attracted
different values, with more valuable products such as PPI carrying higher points which
would clearly encourage a bias towards selling higher value products or concentrating
on these in cases of underperformance. There would be some safeguards in place,
l.e. having to sell a minimum number of products across three distinct “baskets” to
encourage a spread of products, but undoubtedly high value products such as PPI
and Packaged Accounts were, and continue to be in the case of Packaged Accounts, a
particular focus for selling. There would also be periodic product pushes, with the threat
of the performance management process and disciplinary for failure to achieve specific
products targets.

5. How Unite became aware that PPl was being mis-sold by the banks.

Unite has had a long held concern regarding the pressures placed on our members
to meet unreasonable and often unattainable targets to obtain their bonus which may
result in inappropriate sales. However, Unite only became aware of the true extent of
the scale of the mis-selling of PPl as a result of customer complaints and media
attention. There was nevertheless always a belief that products like PPI, that
attracted larger sales points and bonus, would inevitably drive the wrong behaviours.

6. What Unite’s assessment of the root causes of bank mis-selling is.
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Unite has for a long period, had concerns around mis-selling. Moreover, Unite has
raised the issue of target led sales and the pressures to obtain unreasonable levels of
sales or face disciplinary action on grounds of performance with HM Treasury and the
FSA on a number of occasions as well as the Independent Commission on Banking. *°

The pressure placed on banks by their shareholders to perform well supported by an
aggressive sales culture which delivered some exceptional profitability in the sector for
many years has impacted on all staff from the Executives to the lowest paid. There is
no doubt that staff continue to work under pressure to sell with a focus on driving
increased sales performance in retail banking as part of ongoing strategic reviews
across the sector.

Clearly there is shareholder and stock market pressure for institutions to perform and
produce profit. This then manifests itself all the way down though the organisation to
branch level with pressure on sales performance, where failure could result in no
incentive, no pay rise, performance management procedures, the possibility of
disciplinary action and the potential for dismissal.

Delivering the RDR; Unite response to the ICB

The use of performance audios as well as league tables that are either circulated via e-
mail or placed on white boards on the wall in branches contributes to a demoralising
‘name and shame’ culture, which further increases pressure on members to sell
products and reach targets, rather than focus on the needs of the customer.

What was also apparent at the time and a position that has improved slightly is that
once dialogue regarding the approach with employers had been exhausted without
resolution, there was no clear line of escalation with complaints and referrals to the
FSA. The opportunity to provide information to the FSA has tended to focus on
individual complaints from consumers, rather than from a stakeholder like Unite. Clear
lines providing the opportunity to formally raise issues of concern with the FSA and
the subsequent regulator, the FCA directly, would enable Unite to escalate major
concerns as they arise.

Change in Culture

The culture in the UK retail banking sector has to change. While it is evident that some
smaller banks do not expose their workforce to the same level of sales focused or
aggressive practices as others, it is nevertheless systemic in the larger banks where
the majority of bank workers are employed; the majority of consumer’s bank and
where the majority of complaints to the Financial Ombudsman are recorded.

On a positive note, Unite is aware that across the sector incentive and reward schemes
are being looked at with some having been redesigned to better reflect service and
control, as well as much more effort being taken to acknowledge a needs based selling

% Unite response to HMT consultation on reforming financial markets; Unite response to FSA consultation on Reforming Remuneration;
Unite response to FSA discussion paper 10/8 on Pure Protection Sales; Unite response to FSA on Delivering the RDR; Unite response

to the ICB
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approach, but there is still much work to be done. For consumers this is a welcome
step forward. However Unite remains cautious that while the focus for sales targets will
be displaced, share and market pressures to remain competitive and profitable remain.
This will require the banks to look more closely at the products on the market and to
ensure, without doubt, that they are appropriate to the customers needs. Let us hope
that the future outlook for the sector is responsible banking reconstructed around
fairness for the workforce and the customer.

19 December 2012
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Written evidence from RBS (SJ 006)

Introduction

RBS Group (“RBSG”) is pleased to assist the Commission with its considerations. Due to the
short timescale for response and the scale of the information requested, covering a wide range of
data and a 12 year spectrum, it is not possible for RBSG to respond in detail on every point
raised. We have, therefore, focused on addressing the key issues highlighted in the evidence
request to Stephen Hester, RBS Group Chief Executive and in providing the key data requested.

This response to the Panel on mis-selling and cross selling of retail financial products should be
read in the context of our previous submissions to the Commission and the recognition by RBSG
that, despite progress in becoming more customer focused, much more needs to be done.
Indeed, as we have indicated to the Commission, in the decade preceding the financial crisis, the
banking industry expanded too fast, with too much focus on income and profit, and too little on
capital, risk and liquidity. This led to a regrettable tendency to promote products that delivered
short-term income, rather than those that generated more sustainable benefits over time. RBSG
has been clear in previous submissions to the Commission that the industry has to change, put its
customers first and meet their expectations.

In our response we have divided the questions in the Commission’s call for evidence into broad
categories that mirror the information request. We have also outlined some of the continuing
challenges facing the industry and consumers in relation to PPl complaints, including those
relating to the activities of Claims Management Companies (“CMCs”).

Summary

= PPl is an example of a product being designed to meet an identified customer need, but
being sold in a manner which did not always reflect customer interests.

= RBSG historically offered its customers two forms of PPl — Single Premium PPI and
Regular Premium PPI - under a number of brands. The majority of sales were made by
businesses within the UK Retail division.

= PPI was not compulsory and a customer’s decision whether or not to purchase it would,
under RBSG policies and procedures, not have been directly taken into account in credit
scoring or lending decisions.

= RBSG’s sales were non-advised, and processes and training materials were designed to
comply with prevailing regulatory requirements and to ensure that each customer was
provided with sufficient information about the product to make an informed decision
whether to purchase it.

= During the full period in which they were on sale, PPI products were subject to RBSG’s
internal product governance processes.

= In large part due to the lessons learnt from PPI, there has been a significant cultural shift
in RBSG’s approach to incentives for frontline employees. Incentives for RBSG’s senior
executives were never directly linked to individual product sales.

= |n 2007, RBSG established a PPl Executive Steering Group to give a specific focus to the
emerging issues and it oversaw a wholesale revision of sales processes to address
regulators’ and customers’ concerns.

= Whilst we accept that our sales processes were not always correctly followed, resulting in
instances of mis-selling, we do not agree with the FSA’s assertion in its submission to the
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Commission that banks were unreasonable in their response or bluntly resistant to
change. RBSG initiated numerous changes to PPI sales processes and literature as a
direct result of the FSA’s interventions and regulatory amendments, with many of these
changes being discussed with the FSA at the time.

= RBSG is confident that the measures it has taken are the right ones to enable it to
respond appropriately to the challenges posed to the industry by PPI mis-selling
complaints.

= We note the Commission’s request for a description of key events in relation to PPI, and
we have included this in the relevant sections below. We are also aware that both the
British Bankers Association (the “BBA”) and the FSA in their respective submissions
included timelines of key events, and can confirm that we agree with the chronologies they
have each submitted. However, if the Commission would like further detail please let us
know.

A. High level chronology and background

RBSG historically offered two forms of PPI to its customers — Single Premium PPl (most
commonly sold with personal loans, with the total cost of the PPI policy being added as a lump
sum to the capital borrowed) and Regular Premium PPI (most commonly sold with credit cards
and mortgages, with the customer paying a premium each month for the PPI policy). We believe
that the PPI products offered by RBSG were substantially similar in nature and scope to those
offered by other banks and PPI providers over the period.

These products were offered under a number of different RBSG brands, including RBS, NatWest,
Ulster Bank and Lombard, and were sold through three channels: in-branch, telephony and
internet, dependant on brand. The vast majority of sales were made by businesses within
RBSG’s UK Retail division (including NatWest and RBS), the structure and management of which
have changed a number of times between 2000 and 2012.

From our records, we believe that RBSG companies began to sell PPI policies in the early 1980s.
Prior to the acquisition of NatWest by RBS in 1999, both banks placed PPI business with various
external insurers. From 2000 until 2004, a process was undertaken to place all new business with
an internal RBSG underwriter — UK Insurance Limited. The underwriting of many existing policies
was also transferred to UK Insurance Limited at around the same time.

PPI was generally offered to consumers as an ancillary product in conjunction with credit products
such as loans, overdrafts, mortgages and credit cards. PPl was designed to provide financial
protection together with peace of mind to customers who might have been unable to maintain loan
or other debt repayments in the event of accident, sickness or redundancy. It also often
incorporated life insurance which would clear the outstanding balance on the customer’s loan /
overdraft / credit card in the event of the customer’s death. PPl was not compulsory and a
customer’s decision whether or not to purchase it would, under RBSG policies and procedures,
not have been directly taken into account in credit scoring or lending decisions. However, we
acknowledge that there were some mis-sales where customers were (incorrectly) told that the PPI
was either compulsory or would enhance their chances of credit approval.

RBSG ceased all sales of Single Premium PPI on 13 December 2008, in advance of the
Competition Commission banning the product and the FSA asking firms voluntarily to cease the
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selling of Single Premium products. We ceased all sales of Regular Premium PPI, including
Mortgage PPI, by 19 September 2011. We include in Appendix 1 a table summarising the
volumes of Single Premium and Regular Premium policies sold by RBSG companies since 2000.

B. Sales processes, training and incentives

Sales processes & training

Under RBSG’s processes, all sales of PPl were to be made on a “non-advised” basis and were
designed to ensure that each customer was provided with sufficient information about the product
— in writing, verbally or both — to be able to make an informed decision about whether or not to
purchase it.

The sales processes and related staff training materials for each PPI product were tailored to the
brand and channel involved and changed on numerous occasions to reflect the regulatory
standards of the time. Initially, these were the relatively high level guidance set out by the
Association of British Insurers (pre-2001) and the General Insurance Standards Council (2001-
2005), which were replaced by the more detailed requirements contained in the FSA’s ICOB and
ICOBS guidelines in 2005 and 2007 respectively. These standards applied to the sale of both
single premium PPI (the product sold with loans until its withdrawal at the end of 2008) and
regular premium PPI (the product most commonly sold with credit cards and mortgages).

During the whole period in which they were on sale, PPl products and sales were subject to
RBSG'’s internal governance processes. As a general rule, amendments to any product or sales
process required approval through the product, distribution, risk and legal management structure
within the relevant Retail businesses. Product and sales process owners, and related compliance
teams, were also responsible for monitoring of and responding to internal and external
stakeholder feedback or concerns, including any observations or interventions from regulators.

In accordance with these internal governance procedures, RBSG’s sales processes and related
staff training programmes for PPI products were reviewed and enhanced as the applicable
regulatory regimes evolved. They were also reviewed and enhanced in response to the FSA’s
three thematic reviews (where remedial actions were discussed bilaterally with the FSA).

Notwithstanding the steps taken by RBSG to develop its sales processes, it later became
apparent during discussions from late 2008 onwards that the FSA, the FOS and the industry were
not in agreement about the precise standards against which past PPI sales should be measured
when considering customer complaints. In particular, the industry had concerns over whether new
regulatory standards were being applied retrospectively. These issues were at the heart of the
British Bankers Association’s (“BBA’s”) application to the High Court for judicial review of the FSA
and the FOS approach to PPl complaints handlings in 2010/2011. The BBA’s submission to the
Commission explains the background to the judicial review proceedings in fuller detail and we
concur with its summation. See Section C below for more details.

The judicial review outcome provided clarity for the industry on the legal basis for the stances that
the FSA and FOS had adopted on PPI complaint handling. In light of that outcome, we now
accept that the levels of information given to customers by RBSG at the point of sale frequently
failed to meet the standards subsequently confirmed by the FSA and the FOS (as clarified
through the judicial review proceedings) to enable them to make informed purchase decisions,
notwithstanding the steps taken by RBSG to comply with what it believed to be the regulator

148





standards applicable during the period and discussions with the FSA during the same period.
Applying these standards, a material number of PPI policies were mis-sold to customers. This
recognition is at the heart of RBSG’s commitment to offer appropriate redress to those customers
who have been mis-sold PPI products.

Incentives

In large part due to PPI, there has been a significant cultural shift in RBSG’s approach to
incentives. Historically, RBSG operated an incentive scheme for frontline Retail staff that
combined a service incentive with an incentive based on the sale of individual products, including
PPl. RBSG has, since January 2012, begun an ongoing process to restructure its frontline
incentive scheme so that the majority of branch staff are rewarded for service, compliance and
overall branch contribution and not individual product sales. The only exceptions to this are some
bespoke arrangements for specialist mortgage and investment advisors (who are subject to a
more onerous compliance and monitoring regime). Incentive arrangements are kept under
constant review to ensure that staff behaviours are aligned to meeting customer needs and
treating customers fairly.

Incentives for RBSG’s senior executives were never directly linked to individual product sales; but
rather involved the making of discretionary awards following an assessment of numerous
objectives (both financial and non-financial) and were intended to reflect the overall performance
of the businesses they managed.

C. The emergence of concerns over mis-selling of PPI

PPI was typically sold by frontline branch and telephony staff (although internet sales were also
made) and the checks and controls in place to monitor those sales and identify risks and concerns
gradually evolved (for all products, including PPI) into RBSG’s current “three lines of defence”
model. Frontline PPI sales were from 2004 subject to randomised quality assurance reviews,
including mystery shopping, and sales processes and staff training were refreshed periodically to
incorporate lessons from this. These “first line” measures were supplemented by compliance
reviews (2™ line of defence) and internal audits (3" line of defence).

As part of this, RBSG was, from 2005 onwards, under “close and continuous” supervision by the
FSA involving regular discussion of products, processes and potential risk areas. These included
specific discussions in relation to PPl and, in particular, changes to RBSG’s sales processes in
light of the work summarised above.

In response to the increasing complaint volumes in H2 2007 RBSG established a PPl Executive
Steering Group to give a specific focus to the emerging issues. This body oversaw a wholesale
revision of sales processes which was intended to address regulators’ and customers’ concerns
and the expansion and improvement of RBSG’s PPI complaint handling processes. In addition, it
oversaw the establishment of a specialised, central PPI complaints unit in March 2008 to ensure
that complaints were managed consistently and efficiently. This unit has, since that date,
overseen the handling of all PPI complaints against Group companies and is also responsible for
ensuring that emerging FSA guidance and lessons from the FOS process are incorporated into
complaint handling policies.
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In the period up to H1 2007 PPI-related complaint volumes were relatively low and did not give
rise to concern of a systemic mis-selling issue. In addition, FOS uphold rates for PPl complaints
were relatively low across the industry (c.20% to 30%) during this period. There was no emerging
theme of “mis-selling” and complaints primarily related to decisions to decline claims or limit
coverage. It was in H2 2007 that a noticeable increase in the volumes of complaints alleging mis-
selling first began, particularly in relation to Single Premium PPI. It was also at this time that the
first bulk / template-style groups of complaints began to be submitted by a small number of law
firms and CMCs — a trend which escalated significantly and accounted for the majority of PPI
complaints prior to the Judicial Review (and still accounts for many of the complaints that RBSG
receives now).

The majority of PPI complaints received during H2 2007 focused on the process by which the
product had been sold to customers. In particular, it was alleged that RBSG staff had (in breach
of our processes at the time) applied pressure-selling techniques and/or had failed to disclose key
limitations or exclusions. Many of these complaints included generic or template wording alleging
the above as a matter of course. In many cases, however, the documentary evidence held on
RBSG's sales files did not appear to support the customer’s assertions.

Complaints volumes continued to rise into Q1 2008 and have increased steadily since that time to
their present day levels. In tandem, media coverage of PPl and expressions of concern by
regulators and consumer action groups steadily escalated over the period.

RBSG has kept its external auditors fully informed of developments on PPI complaint volumes
and regulatory interventions throughout the period and has held regular and detailed discussions
with them to ensure that appropriate accounting provisions have been made for anticipated
redress payments. We also continue to engage with the FSA, the FOS, the BBA, leading
consumer groups and the wider industry on the ongoing handling of PPl complaints.

D. RBS’s engagement with regulators on PPl issues between 2005 and 2008

It was only in 2008, following a formal request from the FOS that the FSA initiate a “wider
implications” review, that the industry became aware of the FSA’s view that PPl mis-selling was
“systemic”. It was also only during H1 2008 that FOS complaint uphold rates (for RBSG
specifically and the wider industry as a whole) dramatically increased — from ¢.20% to 30% to
€.80% across the industry..

There was previous, extensive engagement between the FSA and banks during November 2005,
October 2006 and September 2007 on the FSA’s thematic reviews into PPI. This included many
bilateral discussions between the FSA and RBSG in which the remedial actions RBSG planned to
take in light of the FSA’s findings were discussed, and RBSG implemented a number of remedial
measures designed to meet the FSA’s concerns. At no time prior to 2008 did the FSA advise
RBSG that it considered that the remedial measures we proposed to take were inadequate. Nor
did it advise the wider industry that a wide scale customer redress exercise was needed. RBSG
believed in good faith that its implementation of the remedial actions at each stage over this time
period were sufficient to ensure that the product was being sold in compliance with all relevant
laws and regulations and that its remedial actions had met FSA concerns.

We do not agree with the FSA’s assertion in its submission to the Commission that banks were
unreasonable in their response or bluntly resistant to change during this period up to 2008.
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Indeed, RBSG initiated numerous changes to PPI sales processes and literature as a direct result
of the FSA’s findings (including in response to its new, more detailed, ICOBS requirements which
took effect from Jan 2008).

Additionally, the FSA did not use the other formal means it had available at that time (including
enforcement action, variation of permissions and other powers) which it could have relied upon to
force further changes on the industry if it had been dissatisfied with the remedial measures being
taken by banks at that time.

E. RBS’s engagement with regulators on PPl issues from 2008 onwards

From 2008 to 2010, senior RBS representatives participated in a series of regular PPI-related
meetings and working group initiatives with representatives from the BBA, other banks, the FSA,
the FOS and consumer group representatives to try to address the issues arising from increasing
complaint volumes. The FSA’s and FOS’s specific concerns over complaint volumes, rising FOS
uphold rates and what appeared to be emerging as “common failings” in historic sales were
discussed in detail at these meetings.

There was much common ground, including the need to ensure that customers who had
genuinely been mis-sold PPl received appropriate redress and that complaints were being
handled fairly and consistently across the industry. As the BBA has outlined in its own
submission, however, it ultimately became clear that a key and irreconcilable difference between
the industry and the FSA was what the industry believed was the retrospective application to
historic PPI sales of new standards (none of which was cited by the FSA during the discussions
over the thematic reviews or its introduction of ICOBS from Jan 2008), particularly in relation to
the information that had to be disclosed during a sale and whether it needed to be disclosed orally
or in writing (with the industry feeling that the FSA was imposing oral disclosure requirements
retrospectively).

Numerous possible solutions were proposed by the industry in the course of these discussions.
Unfortunately, no agreement could ultimately be reached and the BBA began judicial review
proceedings in relation to the FSA’s Policy Statement 10/12 and the FOS’s PPl complaint
handling guidance. That application was rejected by the High Court in April 2011. The BBA did
not appeal the High Court’s decision.

RBSG disagrees with the FSA’s statement in its submission to the Commission that banks
resisted changes requested by the FSA because they were “more interested in the major revenue
stream PPI offered”. As described above, the industry initiated the Judicial Review due to the
important principle around retrospective regulation. The FSA’s comments do not fairly reflect the
changes RBSG made to its PPI sales processes to respond to FSA concerns, including voluntarily
removing single premium PPI products from sale in advance of the industry-wide ban.

Following the BBA’s decision not to appeal the High Court judgment, RBSG then fully
incorporated Policy Statement 10/12 into its PPl complaint handling processes. This included
undertaking Root Cause Analysis (RCA) of specific categories of past PPl sales and conducting
Past Business Reviews of any categories of customers identified during the RCA as having
potentially suffered detriment. This process is ongoing today and RBSG remains in very regular
discussion with the FSA on all aspects of PPl complaint handling.
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F. RBS’s PPI clawback review

During 2011, RBSG conducted a focused review to determine whether it would be appropriate to
apply clawback in respect of PPI to executive performance awards for 2008 (i.e. those awarded in
Q1 2009 in relation to the previous year’s performance). This review was initiated by the RBSG
CEO and was overseen by RBSG’s Remuneration and Board Risk Committees, both of which are
chaired by non-executive directors. (2008 was chosen as the focus of this review for two reasons:
(i) only unvested bonuses are eligible for clawback and, by 2011, bonuses awarded for years prior
to 2008 had already vested in full and (ii) RBSG ceased selling Single Premium PPI, the most
heavily criticised product, on 13 December 2008.)

The review concluded that divisional and RBSG senior management had taken reasonable and
appropriate action during 2008 in relation to withdrawing PPI from sale and to improving
complaints handling processes. In addition, the two most senior people responsible for the Retail
business during that period had not received a bonus for the 2008 performance year and had
since left RBSG’s employment. Furthermore, the review noted that PPI sales represented only 3-
4% of RBSG’s Retail division’s total income in 2008. Accordingly, the review concluded that no
clawback should be exercised. The FSA was notified of this outcome in January 2012.

More generally, however, it is important to note that the negative impact of PPI redress payments
on RBSG’s financial results since 2008 has been significant. Indirectly, therefore, it can be said
that PPl has reinforced for all management and staff the critical importance of ensuring that
financial products are always sold in a compliant, appropriate and sustainable way. Clearly, the
high profile (and negative) coverage of PPI has reinforced this message.

We have also taken a range of measures aimed at making RBSG more customer-focused and to
improve management. We believe that the delivery of real cultural change is key to creating a
good company that serves its customers well, and the actions we are taking on incentives are an
important component to this change.

G. Root Cause Analysis, Past Business Reviews and lessons learned

Following the judicial review decision, RBSG conducted an extensive Root Cause Analysis of PPI
complaints and certain historic PPl sales. The output of this analysis informed PPl complaint
handling procedures and, based on its findings, we launched (in September 2012) a proactive
contact programme for certain categories of customers. The progress of this programme,
including customer response rates, is regularly discussed with the FSA. RBSG also maintains
regular contact with FOS, as part of which it closely monitors the volumes of PPl complaints being
referred for adjudication and the resulting outcomes.

Following the withdrawal of both Single and Regular Premium PPI products from sale, RBSG
recognised that there remained a customer need for a product to protect against the potentially
adverse impact of illness or redundancy on income — particularly in the current economic
environment. On 19 October 2011, UK Retail launched a new Income Protector Product, the sale
of which is strictly separate from the sale of any credit product to the customer. This segregated
sales process reflects several of the lessons learned from PPI — including that customers require
adequate time after purchasing a credit product to consider whether they also require such
insurance and that the product should be clearly identifiable as optional — and was one of the key
remedies imposed by the Competition Commission.
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The new product and the sales process for it were designed following extensive discussions with
the regulator and consumer groups to help ensure the lessons learnt from PPl were properly
incorporated. In addition, the actions taken to monitor the sales of the new Income Protector
Product are included within the Compliance Reports which, since May 2011, have been submitted
by RBSG to the OFT for external scrutiny, in accordance with the Payment Protection Market
Investigation Order 2011. The OFT has not challenged any aspect of RBSG’s submissions.

H. Cross-selling of retail banking products

Meeting the financial needs of our customers requires RBSG to cross-sell a range of products and
services. We also offer, in our range of packaged current accounts, “bundled” products including
travel insurance, breakdown cover and discounted lending rates.

Any consideration of cross-selling issues inevitably involves a recognition that, across the
industry, the current UK retail banking model remains predicated on a degree of cross-
subsidisation (including the “free banking if in credit” principle). For example, in the case of Single
Premium PPI products, the sale of such products coincided with the availability of historically low
personal loan rates for customers, reflecting the combined profitability of the credit and insurance
products. Indeed, for much of the period in question, personal loan rates were so low that they
did not (alone) cover the cost of credit for the customer. In other words, the low personal loan
rates for all customers at that time would not have been possible without the cross-subsidisation
from PPI sales to some customers.

Whether banks should shift away from cross-subsidisation - and the fundamental changes in
pricing and charging practices that might follow such a move - is already the subject of vigorous
debate with a broad range of stakeholders, including RBSG. A principle driver of the debate
should be ensuring that customers are treated fairly and that their financial needs are met. This
issue is of paramount importance and should be viewed in a broader context rather than isolated
against the backdrop of PPI mis-selling.

I. Continuing challenges for the industry and consumers

RBSG is confident that the measures it has taken are enabling it to respond appropriately to the
challenges posed to the industry by PPI mis-selling complaints. However, we have a number of
continuing concerns. These are:

1. The total cost to the industry of PPI redress claims has spiralled far beyond initial FSA
estimates of ¢c.£58 - £80 million a year®” to many billions. Furthermore, the FSA cites a
figure for total premiums collected across the industry of £44bn (excluding both interest on
these premiums and the 8% interest that gets added to any redress paid), so clearly there
is a real risk that the costs to the industry to increase further.

2. A high proportion of complaints relate to very historic PPl sales (pre-2005), and are
submitted with minimal or no supporting evidence. Given the passage of time, bank
records of the sale are also likely to have been destroyed in accordance with standard
document retention policies. As a result, it is almost impossible for banks to investigate
fully the circumstances of the sale and establish whether the customer’s complaint is valid.

7 See Annex 1 to the FSA’s Consultation Paper 09/23 (The assessment and redress of payment protection insurance complaints).
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This exposes the industry to a serious risk of abuse by claimants or CMCs who may be
encouraged to submit false claims about historic sales in the knowledge that minimal
verification of the complaint can be conducted.

3. While neither RBSG nor the wider banking industry disputes the right of a customer to
instruct a third party such as a solicitor or CMC to pursue a claim on his behalf, we regard
the dramatic growth of the CMC market as, overall, an adverse development for
consumers and for banks alike. These points do not detract from the lessons that the
industry has learned from PPI but we believe the concerns outlined below merit further
consideration as to whether additional protection from CMCs should be introduced for
consumers. The key concerns RBSG has in relation to CMCs are:

Marketing tactics employed by some CMCs, engaging in mass emailing / texting /
telephoning of the public with no regard to whether the individual actually ever had PPI
or not is causing a public nuisance and they frequently appear to breach marketing
regulations.

These tactics are also creating misleading customer expectations, with such
messages often claiming the customer is owed thousands of pounds in compensation
(even where the customer never actually had PPI).

Up to 50% of customers who complain about PPl do so through CMCs. despite simple,
tailored procedures through which customers can file PPl complaints and repeated
public statements that customers should complain to their banks direct rather than pay
a CMC up to 30% of their redress. As a result, they are unnecessarily losing a large
portion of their redress to third parties.

RBSG and the wider industry have repeatedly highlighted concerns over the high
volume of PPI complaints submitted by CMCs where it ultimately transpires that no
PPI was ever held by the customer, with complaints from some CMCs being up to 60%
“no PPI” in outcome.

Such spurious complaints increase operational costs for the industry (which
exacerbates the adverse capital implications described above) and hampers the ability
of firms to deal with genuine customer complaints.

Many CMCs routinely submit complaints in template form meaning that RBSG has to
revert to customers for further clarification before their complaints can be assessed.
As a result, not only are such customers foregoing a significant portion of any redress
that they may be due but they also receive no perceptible benefit from using a CMC,
and, indeed, that CMC'’s involvement often slows down the handling of the complaint.

2 January 2013
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Written evidence from Lloyds Banking Group (SJ 004)

Introduction

Thank you for your letter dated 30 November 2012 requesting information principally in relation to
PPI. Lloyds Banking Group (LBG) notes that there are to be other requests in due course in
relation to other products. LBG is pleased to provide information and is ready to assist in any way
possible.

In the limited time allotted by the Commission for the bank to respond, we have focussed on the
areas where records are most readily accessible. This response therefore focuses primarily on
the single premium PPI product that was sold face to face in Lloyds TSB (LTSB) branches to
customers taking out an unsecured personal loans for the period 2005-2010 (LBG stopped selling
PPl in 2010).

Preliminary Points
Before turning to address the specific questions, we have a few preliminary observations:

Firstly, we acknowledge that there was mis-selling of PPl across the industry. We sincerely regret
our part in that and apologise. LBG is committed to doing the right thing by its customers and that
is why, in May 2011, the new management at LBG supported by the Board made the decision to
withdraw from the Judicial Review challenge brought by the British Bankers Association (BBA),
on behalf of the industry, against what the industry believed was the creation, and the
retrospective application, of new requirements by the FSA. This was a genuine misunderstanding
between the industry and the regulators on the standards to be applied to complaints about PPI
sales.

In the view of LBG’s new management, the judgment was clear: whatever detailed rules the FSA
had put in place over the previous years, compliance with these was necessary but not sufficient
to meet the banks’ duty towards their customers. LBG was the first bank to make clear that it
would implement the FSA’s changes for complaint handling. LBG’s decision led the industry to
abandon plans to appeal the Judicial Review judgment.

LBG’s priority has been to provide redress to our customers who have been adversely affected by
PPI mis-selling. We have so far set aside £5.2 billion for customer redress and the associated
operational costs. The sums involved have been substantially larger than anyone, FSA included,
thought at the time. LBG’s management has no regrets about making the decision to withdraw its
support of the BBA’s Judicial Review, as we look to regain the trust of our customers and of the
wider public.

Secondly, at all times, LTSB sought to comply with the regulatory requirements and to act fairly
towards our customers. and did not believe it was mis-selling PPI policies to its customers. Like
other banks, LTSB focused, particularly between 2005 and 2008 on the evolving regulatory rule-
book and ensuring compliance with those rules. In so doing, it believed that it was meeting both
the letter and spirit of the regulation and of the FSA Principles for Business and treating
customers fairly.

Lessons Learned

LBG believes it is essential to learn from the PPI experience and to make meaningful and lasting
changes that will benefit both firms and consumers.
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Firstly, product design and governance: we now do more to simplify products and how they
work. This requires careful product design, built around detailed research and analysis of
customer needs. There is now a keen Conduct Risk focus from senior management and the
Board across the Group, and particularly on any product whose profitability noticeably exceeds
average returns.

Secondly, value for money and customer need: Our products represent value for money to
customers and meet customers’ financial needs. We seek to make sure that customers are
placed in a position where they can make a decision based on value and need. Many customers
are not financially sophisticated and as an industry we need to ensure that customers have a
better understanding of how products work, the value they represent and ensure our sales staff
are trained to explain products simply and clearly.

Thirdly, incentives: almost all retailers have an incentive system for their staff, ideally designed
to encourage staff to be alert to customers’ needs and adept at identifying genuine needs or
wants that the customer may not find easy to articulate. We have made changes in our incentive
schemes to place less emphasis on the volume of sales and greater emphasis on providing better
customer service and experience.

Fourthly, a Supervisor with clearer objectives: We support the proposed changes and the
introduction of the Financial Conduct Authority (FCA) through the Financial Services Act and
more certainty over its role and objectives. We hope that with clearer objectives the FCA will act
effectively in the interests of customers but also wisely to provide the certainty the industry needs
to serve its customers to best effect.

There have also been other important lessons learned from our experience with PPI including:
o the need for more detailed root cause analysis of customer complaints to help us detect
issues earlier;
o the greater involvement of senior management in conduct risk issues and the
management of those issues; and
e better sales outcome controls.

We have worked on these issues and continue to do so to ensure that the lessons have been
learned and actions taken and changes embedded in the organisation. We set out below a few
observations, with the benefit of hindsight, in relation to the PPI product, the PPl market, the
regulation of PPI and the role of the Claims Management Companies (CMCs).

General Observations
The PPI product

PPI was first sold in or around 1984. It was never a standalone product. It was always sold with
an underlying credit product. Inherently, it was a socially useful product: it insured mortgage-
holders or loan/credit card debtors against major adverse life events: unemployment or ill-health.
The risks that these life-events entailed were offset in specific insurance policies.

During the 2000s, and especially from 2003-2008, there was greater customer demand for credit,
which led to a significant expansion of credit products. Alongside that expansion was a rapid
growth in the sale of PPI products to insure the underlying risks. This period of increased PPI
sales coincided with the increase in regulatory scrutiny and the introduction of specific rules to
cover the selling of insurance products.
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With the benefit of hindsight we believe that PPI products needed to be made:

e simpler in design and more customer focused (particularly for customers who already had
PPI policies on pre-existing loans or credit)

e easier to understand by customers

e more straightforward to sell by sales colleagues.

The PPl market

It is relevant to note that in the period 2000-2010 the market for free standing protection products
(i.e. stand alone products sold independently of the credit) was not developed. Customers
therefore had to make a decision about whether to have:

(a) an unsecured personal loan on which they may have real difficulty in keeping up their monthly
repayments in the event that they became sick, critically ill, unemployed or died; or

(b) a protected loan.
Customers had to make that decision at the time they took out the loan.

The Competition Commission investigated the PPl market and reported its original findings in
2009 on the structure of the market (rather than on the sales process). One of the outcomes was
that the Competition Commission effectively banned the sale of PPI at the same paoint in time as
the sale of the associated credit product. This has had the unintended consequence of PPI
products being withdrawn and reducing consumer choice (at least in the short term) rather than
increasing competition by creating a larger market for stand alone production products.

Our answer to Question 8 (below) sets out in more detail the “Protection Gap” and the need for
protection products that are designed to meet the needs of customers. Our answer to Question 25
sets out details of our Essential Earnings Cover (EEC) product. This is not a replacement product
for PPI. It is a standalone product and we believe it meets the needs of customers, is simple in its
design and is easier to understand. We believe this reflects further the lessons learned from PPI.

The regulation of PPI

The approaches to regulation changed over the period 2005-2012. The FSA took over regulation
of PPI in January 2005 and introduced the Insurance Conduct of Business (ICOB) handbook. This
was the first (and at the time the FSA believed) comprehensive set of rules for PPI. ICOB
contained a considerable number of new detailed and prescriptive rules and guidance that firms
had to comply with (173 detailed rules, 2 evidential provisions and 222 guidance provisions).
LTSB like other firms took a great deal of time and care to build systems and controls to ensure
compliance with those requirements. At the time LTSB took the view that what was required was
to comply with those detailed requirements and in doing so LTSB would be complying with the
high level FSA Principles for Business, which were part of the FSA Handbook and required firms
to treat their customers fairly (Principle 6).

After the introduction of the new regime in January 2005, the FSA conducted a thematic review
involving mystery shopping exercises and supervision visits. Following its review, in November
2005, the FSA identified a number of key issues regarding PPI sales and, in general terms,
concluded that the sale of PPI policies posed a risk to the FSA’s consumer protection objective.
Less than a year later, the FSA conducted a second thematic review and published a second
thematic report (in October 2006). As a result of that work, the FSA implemented a revised set of
requirements which came into effect in January 2008 (though firms had 6 months to comply with
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them). The FSA expressly stated that the changes made were to address “certain market failures

we have identified”.%®

We took care to ensure that we complied with those revised prescriptive requirements and the
messages in the FSA’s thematic reviews. We believed that compliance with these rules was
compliance with the underlying FSA Principles for Business.

As explained in more detail below, after 2008 the FSA’s approach to the sale of PPI changed
following discussions and interactions with the Financial Ombudsman Service (FOS). These
views were reflected in a set of “open letter standards” that were promulgated by the FSA as
standards that had to be observed by firms when handling PPI complaints.

There was genuine concern in the industry that it was unfair to introduce, via complaint handling
guidance, requirements which the industry believed were inconsistent with the detailed sections of
the FSA’s rulebook. The industry regarded the proposals as amounting to retrospective regulation
and it made the applicable standards for the sale of PPI products very uncertain. That
disagreement gave rise to the Judicial Review challenge that was brought by the BBA against the
FSA and the FOS .LBG ceased the sale of any PPI products in July 2010.

The role of the CMCs

In the context of making redress to customers, the increasing role of Claims Management
Companies (CMCs) has created challenges for firms, for the FOS and for customers. There are
concerns that the CMCs are not fulfilling their obligations to their clients and complying with their
regulatory obligations, set by the Ministry of Justice. A significant proportion (around 45%) of the
PPI complaints that LBG receives from CMCs are in respect of individuals who have never had
PPI from LBG. This clogs up the redress system both for the banks and for the FOS. A number of
CMCs will refer all rejected complaints to the FOS even though the complaint has been rejected
because the customer never had a PPI policy with that specific bank.

CMCs typically take between 25% and 30% of any redress paid to individual consumers. The use
by CMCs of ‘data-farmed’ lists of customers derived from cold-calling or spam-texting (an issue
regulated by the Information Commissioner’s Office) means that many customers are signed up to
the CMC unaware that they can bring a complaint directly to their bank and retain 100% of any
redress made to them. The banks, the FOS and consumer organisations are working together to
increase consumer awareness of this direct route.

CMCs are currently regulated by the Ministry of Justice (MoJ). We believe that there is an

arguable case for dual regulation of CMCs by both the MoJ and the FCA to strengthen consumer
protection.

Specific Questions
A. Chronology
1. A summary of the history of PPI sales at your bank from origination of the idea to now

(including a tabular chronology of key events). Please specify key decisions that were made
by; product development or product approval committees, risk or compliance committees,

% CP07/11, paragraph 1.2.
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internal audit committees, complaints committees, Senior Executive committees, Board
committees and the main Board. Please also specify the date of these meeting and the
chair of the meeting.

Please refer to Annex 1 to this response, which is a table summarising the history of LTSB’s
involvement in PPI sales in connection with sales of single premium Loan Protection
Insurance (LPI) via the branch network (which was submitted to the Competition
Commission in 2007). LBG has also provided an outline below.

Background

It should be borne in mind that LTSB was formed through the merger on 28 December 1995
of Lloyds Bank Group and TSB Group, and, in some cases, the merged group inherited
different legacy PPI businesses from the two previous groups.

An outline of the history of the LTSB/Group's PPI activities is as follows:

Distribution activities

In summary, LTSB was, since at least the late 1980s/early 1990s, involved in the
distribution of PPI largely through the Retail Bank and its Asset Finance Division.

Retail Bank

Companies which comprised the Retail Bank Division of LTSB offered PPI in connection
with the supply of credit from 1987 until 2010.

In the early 1980's mortgage PPI was offered by Cheltenham & Gloucester, which joined
LBG on 1 August 1995. Lloyds Bank itself distributed Lloyds branded mortgage PPI from
the late 1980's. The TSB Group also offered mortgage PPI at the time of its merger with
LBG in December 1995. Following the merger, Lloyds branded mortgage PPI products were
re-branded as LTSB products.

Other Lloyds PPI products were offered by the Retail Bank division companies alongside
secured and unsecured personal loans and credit cards since the 1990s. Products that had
previously been branded as Lloyds or TSB products were replaced by LTSB branded
products after the merger.

Asset Finance Division

Companies which comprised the Asset Finance Division of LTSB have offered PPl in
connection with the supply of credit since 1987.

In the 1980s, such PPI products were offered, alongside the supply of credit, by both the
Lloyds Bank Group, through Lloyds Bowmaker, and the TSB Group, through United
Dominions Trust. Following the creation of LTSB in 1998 the businesses of Lloyds
Bowmaker and United Dominions Trust were combined into Lloyds UDT.

In 2000, LTSB acquired Chartered Trust, which was already a distributor of PPI. In 2001,
the business of Chartered Trust was merged into the business of Lloyds UDT, and the
enlarged business was rebadged under the "Black Horse" name, to form the Asset Finance
Division of LTSB.

159





Since the 1980s, the constituent businesses of the Asset Finance Division developed a wide
range of credit products to individuals including unsecured personal loans; secured personal
loans and loans to finance the acquisition of motor vehicles (e.g. through motor dealers and
other similar outlets). The businesses offered PPI along with all these credit products.
Scottish Widows Bank

Scottish Widows Bank had an extremely limited involvement in the distribution of PPI. It
commenced its distribution activities in 1997 by offering PPI to buyers of its own mortgage
products. It ceased to distribute mortgage PPI in May 2006.

Scottish Widows plc

Scottish Widows plc provided the long-term insurance cover for PP life risks since
December 2006/January 2007. In its role, it acted as insurance provider for those long-term
risks. The volume of PPI business written by Scottish Widows plc was extremely small.
Different forms of policy were offered in connection with different loan products.

Key decisions

Many changes associated with PPl have been incremental as a result of the changing
regulatory environment. Those changes and the corresponding decisions are identifiable in
our responses to your specific questions below.

We set out below a high level summary of the key decisions that have been made in recent
years:

e 2003 — Preparation for ICOB and decision to establish a structure to prepare for
implementation;

e 2005 — Approval for sales of PPI under ICOB;

e 2008 — Approval for sales of PPI under ICOBS;

e December 2008 — Decision to stop selling single premium PPI policies;

o July 2010 — Decision to no longer sell PPI to personal or business customers;

e May 2011 — Decision to accept Judicial Review judgment; and

e May 2011 — Decision to take steps to redress mis-selling of PPI and establish a revised
ﬁgrﬁdriilﬁgts handling procedure based on the new guidance/rules on complaint

Refer to Annex 2 for a list of the key decision makers within LTSB.

An organogram outlining how the above referenced committees link to each other and link
to the Board

PPI was considered by the Group Executive Committee (GEC) of LTSB and LBG at various

occasions from 2008. The GEC consisted of the Group Chief Executive and the most senior
executives in the Group.
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4.

The GEC reports to the Main Board and to the Main Board’s relevant Committees, notably
the Audit Committee and the Board Risk Committee (formerly the Risk Oversight
Committee).

Since 2011 there has also been the PPl Executive Board. The PPI Executive Board reports
regularly to the GEC. Its focus has been primarily on the oversight of the Group’s
remediation to customers and to review the work carried out on root cause analysis. An
organogram is attached.

A summary of how your bank sourced the PPI product(s) it sold (for example, were
they manufactured in-house, through a joint venture or via a third party?) and describe
how this may have changed over time.

Since at least 2002, PPI products were, with two main exceptions, underwritten within
LTSB, by Lloyds TSB General Insurance Limited (Gl). LTSB’s General Insurance business
unit (which encompasses Gl) is separately managed, with its own finance (including
actuarial), compliance and legal functions.

The Exceptions

a) Life Risks — Gl is not authorised to underwrite life, long term disability and critical
illness (life) business.

Prior to 20086, life risks associated with PPl were underwritten by external underwriters.

e The Retail Bank products were underwritten by the Financial Assurance Company up
to December 2003, and then by Prudential Assurance to the end of 2006/early 2007.

e Asset Finance products were underwritten by the Financial Assurance Company up to
August 2003 and by Prudential Assurance from March 2004 to the end of 2006/early
2007. Lloyds TSB Life Assurance (now Scottish Widows plc) bridged the gap for the
period from 31 August 2003 to 31 May 2004 by providing cover for life risks until the
contract was taken over by Prudential.

From December 2006/January 2007, Scottish Widows plc took over the underwriting of the
life risks in PPI policies. Scottish Widows was acquired by LBG in 1999.

b) Credit card products — The general insurance risks were underwritten as to 50%
of the risk by each of Norwich Union and Lloyds TSB General Insurance. This was
structured as a reinsurance by Gl of 50% of the risks underwritten by Norwich Union.

Please summarise the training that was in place for all staff selling PPI and through a
tabulated chronology how this may have changed over time.

In relation to PPI, LTSB was committed to ensuring sales were compliant and invested in
quality training for its staff. This training was regularly reviewed and updated, for example in
2004-2005 in anticipation of the introduction of ICOB. Staff training was also one of the
areas focused on during the intense regulatory scrutiny that the industry and LTSB
underwent in 2005-2008.

The training process required of a sales adviser selling PPl was comprehensive and
involved a number of steps. We set out below a summary of some of the training that was in
place for our PPI sales advisers.
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Stage 1

Before sales advisers could begin selling PPI they were required to complete all Stage 1
training exercises.

Self Certification Process: Prospective sales advisers completed a short questionnaire on
their personal financial and criminal record position. The completed questionnaire was
reviewed by the National Recruitment Centre, which determined whether the sales adviser
was a fit and proper person to be involved in selling financial products.

General Insurance Regulation Self-Study Workbook: Next, advisers completed a
workbook on general insurance products, which included examples specifically on PPI. The
workbook included topics on regulation, initial disclosure documents, LTSB’s statement of
demands and needs documentation and training and competence awareness. The
workbook emphasised the importance of determining the customer’s needs and matching
those needs to appropriate and affordable products. The adviser’s supervisor was required
to sign off that the workbook had been read and completed correctly.

The workbook and workshop were replaced by an online course towards the end of 2006.
At the end of each module/case study, the adviser had to print 2 copies of their quiz/case
study results. One copy was for the adviser and the other for the supervisor so that the
results could be discussed at their 1:1 meeting.

General Insurance Regulation Workshop: The workshop was a half-day group session.
Although it was designed to train advisers about insurance products generally, PPl was
specifically covered in examples. The workshop covered similar topics to those in the
workbook, and reminded advisers to consider eligibility and suitability when recommending
products.

Online Product Knowledge Test: Prospective advisers were required to pass a number of
online product knowledge tests, including one with questions on PPI. Tests were taken in a
controlled environment and required a 75% pass mark.

Role Play Assessment: The final step before achieving “Initial Competence Status” and
becoming eligible to commence selling was a role play assessment, observed by the
adviser’s supervisor.

Stage 2

Once accredited as having achieved initial competence, sales advisers would have been
authorised to begin selling. However, they were required to undergo further training over
the next 6-12 months. This Stage 2 training consisted of observations and, if required,
development meetings.

Observations: Sales advisers were required to be observed carrying out the sales process
by their supervisor on a minimum of three occasions within 3 months of attaining initial
competence status. Supervisors assessed whether the customers’ needs were
appropriately determined, whether the sales adviser checked the customer was eligible for
the policy sold, whether the policy sold was suitable and whether documentation was
correctly completed.
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Development Meetings: If, based on monthly management information, supervisors
considered advisers required additional training, they would have arranged for a
development meeting with the adviser. Advisers were also required to have monthly 1:1
meetings.

After the observations had been completed and, subject to any identified need for further
training, sales advisers would have been eligible for “Competent Adviser Status” once they
had maintained a Sales Quality Standards (SQS) status at the required level for one month.
The SQS system is a management information tool which provided an individual risk rating
for advisers and teams within LTSB. It took into account compliance, “not taken up” data,
sales competence and penetration rates.

Further training and supervision

Competent Advisers were subject to ongoing training requirements, including reviewing
LTSB guidance notes, undergoing regular observations and completing an annual online
product knowledge test.

All sales made by a new adviser were validated for the first ten weeks an adviser was in the
role. Advisers of 11-26 weeks standing had one week of sales per month verified, while
more experienced advisers had one week of sales per quarter checked.

Changes to training post 2005

Changes were made at the relevant time to the content of the workbook and tests to reflect
changes to regulatory requirements. PPl was covered in an increasing level of detail and
specificity in training materials over the period 2006-2009, reflecting the process of
discussion and engagement with the FSA.

A personal lending workshop was introduced in 2006, which covered discussion of the LPI
sales process. By April 2007, this included a step by step explanation of how to conduct a
compliant loan sale including LPI on Your Finances. Your Finances is an on-line system
used for opening banking products with new and existing customers of LTSB. The
application is used in the context of an interaction with the customer, either as an interview
in branches or as a call to its telephony services. The workbook was moved online during
2007.

By May 2006, it was recommended that one of the required observations for attaining
competent adviser status was of a PPl sale. This was then made mandatory in November
2006. An observation form specific to PPI sales was introduced in September 2008 and
included questions on eligibility, suitability, interest being added to the premium and what
happens if a loan is paid off early.

From Q3 2007 it was mandatory to verify a LPI sale as part of the regular process of
monitoring sales.

Your Finances also controlled an adviser’s accreditation (My Role Accreditation (MRA), so
an adviser was unable to sell until initial competence was achieved (ICD on accreditation).
Also, if an adviser did not complete activities within the required timescales (re-accreditation
of tests or observations), the accreditation would turn red and the adviser would be unable
to access Your Finances to sell products.
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Summary

LTSB training in relation to PPl was comprehensive and was tailored to ensure staff
complied with regulatory requirements. Regular reviews and audits were conducted to
monitor the robustness of the training programme.

The scrutiny that LTSB’s systems and controls were subjected to over the period 2005-2008
was intensive and the training regime and programmes were a central part of that review.
The FSA did identify some weaknesses in LTSB's training and competence arrangements,
although these were not considered significant by the FSA. The FSA concluded that there
was evidence that suggested that a small number of LTSB advisers were selling PPI before
completing their training and that assessment of the knowledge of staff could be improved.
LTSB took on board those observations and made the necessary improvements. As stated
elsewhere, during this period of intensive review, LTSB steadily revised and further
improved its systems and controls.

5. Please summarise any incentive schemes that were in place for all staff selling PPI and
through a tabulated chronology, if appropriate, how this may have changed over time. Please
explain to what extent Executive Director and Senior Executive incentive schemes were
impacted by PPI sales and how this may have changed over time.

We are providing a detailed response on incentive schemes in answer to the supplementary
request we have received. The response has been requested by the Commission’s staff by
4 January 2013.

Specifically, in respect of any form of remuneration for Executive Directors and Senior
Executives, at this level of seniority any financial targets would have been driven by the
aggregate financial performance of the Group and areas for which these executives were
responsible and we do not believe that these would have been broken down at the level of
individual product performance. It should be noted that, in addition to financial targets,
performance against a variety of non-financial measures has informed decisions on and
driven the levels of Executive Director's and Senior Executive's pay (this includes specific
risk and customer related measures).

6. With regard to the finances of the PPI product, please describe income, costs (including
claims) and thus product profits. Please use a tabulated chronology, if appropriate, to show
how this may have changed over time.

We did not assess the performance of PPI products on a stand alone basis. The
performance of the PPI business could not meaningfully be assessed in isolation from the
performance of the associated credit products. It should be noted that PPI sales were driven
by sales of the associated credit product. The commonality of costs between sales of the
two products, and the extent of economies of scope between the two products, meant that
an allocation of costs between the two products is essentially arbitrary. We therefore request
that you take care in drawing specific inferences about the economics of LTSB'’s PPI
business from the information provided below. Comparisons with other banks’ responses to
this question may be meaningless if they have been prepared on the basis of different
criteria.

As a result of a request from the Competition Commission, LTSB previously collated
information of a similar nature covering the period from 2002 to 2006 (with calculations
based on a number of assumptions). It should be stressed that this was not a standard
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report and was prepared specifically for the response to the Competition Commission (the
figures relate to single premium PPI products, not regular premium PPI products).

In preparing the material, several assumptions had been made:

a) Material intra-group transactions were eliminated where they could be identified and
supported.

b) LTSB undertook an annual "end-to-end costing" exercise which added up costs across
the Group and allocated these to specific product types using an activity-based costing
methodology. These costs were allocated using a particular cost allocation
methodology. LTSB considered the PPI sales alongside the sales of the related credit
products; the Asset Finance Division did not have activity-based cost estimates for their
PPI products. Given this particular methodology, comparisons with other banks’
responses are likely to be meaningless unless they have used the same approach.

¢) In accordance with LTSB’s accounting policy at the time, the contribution to results of
PPI products sold in Scottish Widows was accounted for using the European
Embedded Value accounting methodology.

d) Income was defined as:

Earned Premiums, Brokerage Commission Income, Reinsurance Commission Income,
Profit Sharing and Investment Income

Less

Premium Rebates, Insurance Claims, Reinsurance Premiums, Commission expense, Profit
Sharing and Interest on Endowed Free Equity.

The table below is indicative of the Contribution of PPI products to LBG Income before the
allocation of direct (and indirect) costs.

Payment Protection Insurance

GROUP FPPI = 2002 2003 2004 2005 2006
£'m E'm £'m £'m £'m
Income 554 480 760 704 626
Claims -30 -33 -33 -31 -37
LLOYDS TSB INSURANCE Income (Net Of claims) 524 447 727 673 589
UK RETAIL BANK
(Group Business) Income 37 435 412 355 278
Cards - 3 Income 69 101 136 142 128
PER UKRB LD1 Income 106 536 548 497 406
(Non-Group Business) (NU) Income 10 5 5 0 4
TOTAL UKRB INCOME 116 541 553 497 410
SCOTTISH WIDOWS Income Net of Claims 0 1 0 0 0
ASSET FINANCE DIVISION Income (nel) 56 72 81 108 130
GROUP ELIMINATIONS UKRB 27 411 -548 497 406
AFD 0 0 -120 -99 -86
|Total Group PPI Income (net of Claims) 670 651 693 683 637

The PPl income was calculated from individual business unit internal management accounts
(Asset Finance Division, LTSB Insurance, Scottish Widows and the Retail Bank) where
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product specific information existed. In consolidating the results from business unit
management accounts, intra-group transactions were excluded and eliminated to provide a
Group view of the results. The Group PPI Income results are reported net of claims.

The analysis of income from sale of PPI by AFD was prepared on a Group reporting basis.

The table below is indicative of the Contribution of PPI products to Group Profits (after
allocation of direct and indirect costs, but before any taxation impact).

Payment Protection Insurance

GROUP PPI 2002 2003 2004 2005 2006
£'m £'m £'m E'm £'m
Income 3 554 480 760 704 626
Claims -30 -33 -33 -31 -37
LLOYDS TSB INSURANCE Incoma (Net Of cfaims) 524 447 727 673 580
UK RETAIL BANK
(Group Business) Income 37 435 412 355 278
Cards Income 69 101 136 142 128
PER UKRB LD1 Income 106 536 548 497 406
(Non-Group Business) (NU) Income 10 5 5 0 4
TOTAL UKRB INCOME 116 541 553 497 410
SCOTTISH WIDOWS Income Net of Claims 0 1 0 0 0
ASSET FINANCE DIVISION Incame (net) 56 72 a1 109 130
GROUP ELIMINATIONS UKRB =27 411 -548 -497 406
AFD 0 0 -120 -29 -86
Total Group PP Income (net of Claims) 670 651 693 683 637
Expenses for UKRB and LTSB
Insurance -52 -57 61 -62 -51
Total Group PPl income (net of claims)
less UKRB and LTSBI (other than SW)
PPl activity-based costs 617 593 633 521 586

It should be noted that the Total Expenses line of the above table does not include PPI
costs for the Asset Finance Division.

Total net PPl income as a percentage of LTSB Group’s overall profit before income and tax
was on average around 14% from 2003 to 2006..

7. How far was development of this product originally influenced by wider public policy
objectives? Where a public policy objective did exert influence what did your bank perceive

that objective to be?

Given the length of time since the original development of PPI products in the late
1980s/early 1990s, it is difficult to identify the extent to which wider public policy objectives
influenced their initial development. We assume that a range of issues affected the initial
development of PPl and this would have included:

e potential benefits available to customers (which are examined in more detail in
response to Question 8 below) was important for customer demand and the

development of the product; and

e the income stream from PPI from commissions from insurance companies (or customer
premiums).
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It should also be noted that, as outlined below in response to question 8, over this period
there was a significant gap in protection products available to customers in respect of life
assurance and income protection.

Even before the introduction of the FSA’s TCF initiative, LTSB spent considerable resources
in ascertaining customers’ demands and needs and then refining its LPI policy in light of
that. The fact is that not all the PPI products on the market were the same. Customer
research demonstrated to LTSB that there was demand for an LPI policy that covered
critical illnesses other than cancer and for a policy that paid out an amount equal to the loan
in the event that the policyholder died or became critically ill. Therefore, in mid-2004 the
product was changed to take account of these demands. Further research at the beginning
of 2005 showed a degree of customer interest in tiered cover, which led LTSB to consider
offering this option to customers (e.g. unemployment cover alone).

Some further examples of LTSB’s approach to evaluating and developing new products
include:

e In 2005, LTSB considered offering pared down versions of its Loan Protection product
and undertook customer research on the subject. Results showed that in the majority of
cases, when offered a choice, customers preferred full cover to pared down cover; but
that some customers who did not take full loan protection might take out a “lite” option. A
pilot project was considered, but did not go ahead;

e In May 2006, LTSB undertook secondary research into debt suspension and debt
cancellation contracts, similar to those in existence in the USA. LTSB’s view was that
there was little merit in offering such a product at that time;

o During 2006, LTSB considered introducing a standalone monthly payable credit product
to be marketed as a Bill Payer or Lifestyle protection product. The product was
investigated prior to the introduction of the Post Office’s “Lifestyle Protection” cover. A
planned product test did not go ahead.

As a result of the effort that has gone into product design, LTSB’s LPI product had a greater
level of benefits than the LPI products of many of its competitors. Indeed, LTSB’s product
had a 5 star rating (the highest possible) from Defaqto for its Personal Loan Payment
Protection Insurance, meaning it was in the top 10% of policies for cover.

Defaqto’s Aequos database allowed for qualitative comparisons on a host of product
features other than price. Using the “Project DNA” benchmarking feature a selection of
different product covers, features and benefits were used to compare policies against each
other. Each product feature was scored on a 1 to 5 basis, with a score of 5 denoting that the
product has the best cover in the market for that feature; a score of 1 indicates it had the
worst cover. We understand that the Aequos database is regarded as one of the most
comprehensive databases of financial and insurance product data available in the UK.

One of the main benefits of LTSB’s LPI policy which it was considered differentiated it from
the products of competitors was that, in the event that a policyholder died or became
critically ill, it would pay out an amount equal to the original loan rather than the outstanding
balance of the loan. This was a product feature that was driven by customer demand.

Although LTSB offered only one LPI product, it concentrated on making that product as
flexible as possible in order to appeal to a wide range of customer profiles. The product also
provided flexibility if the circumstances of a customer changed during the life of the policy.

167





For example, a customer who took out a loan whilst in full-time employment would be
entitled to cover in respect of unemployment, disability through accident or sickness, critical
illness and death and would also be entitled to the benefits available under “Positive Job
Solutions”. If that customer then chose to stop working during the life of the loan, the nature
of the customer’s cover would change. The customer would no longer be entitled to
unemployment cover (all other elements of the cover remained in place) but they would
become entitled to the 10% cash bonus® and the hospitalisation cover. If the customer
subsequently returned to full-time employment then their level of cover would revert to the
original level.

Customer demands continued to drive LTSB’s ongoing product reviews and LTSB
endeavoured to respond accordingly when LTSB was reviewing and enhancing the design
of its PPI products. What customers wanted was in part determined by the perceived
benefits from PPI, which we address in our response to your next question.

8. What were the perceived consumer benefits of PPI and who were the perceived beneficiaries?

PPl is a product most customers hope and expect they will not need to use. It is insurance
against financial hardship or insolvency caused by problems servicing debt due to
unexpected unemployment or sickness.

According to the Swiss Re Term & Health Watch 2012, by the end of 2011 the Protection
Gap for life assurance was at £2.4 trillion and there was an income protection gap of £190
billion. This was an increase from the 2002 statistics of a £2 trillion gap for life assurance
and £130 billion for income protection. This suggests that the UK population is under
insured and as a result there are risks if working people borrow money and then
subsequently lose their jobs or cannot work. Not only does this mean that a borrower may
have loan repayments that they would struggle to service, but if a borrower gets into
arrears, this would aversely affect their credit scores. This could be detrimental to the
borrower, even if they were fortunate enough to obtain new employment shortly afterwards.
It should also be noted that 2005 to 2012 was to a large extent a period of considerable
economic uncertainty and there was a generally perceived expectation that unemployment
would rise. Indeed, as the financial crisis took hold though 2007 and 2008 there was a fear
that the unemployment figures could rise towards 3 million. In fact the unemployment
numbers for January in each year were as follows: 2005 - 1.43 million; 2006 — 1.56 million;
2007 — 1.7 million; 2008 — 1.62 million; 2009 — 2.06 million; 2010 — 2.43 million; 2011 — 2.51
million; and 2012 — 2.65 million (Office for National Statistics).

It is against that background, that one has to consider the value of the benefits of the LPI
product whilst recognising that most people hoped they would never need to claim on the
insurance.

We understood the personal factors which influenced the customer’s purchase of PPl may
include:

e Concern that income or health may be vulnerable to change;
o Whether the respondent had dependents or not: a customer may feel they have a

responsibility to ensure that loan repayments would be taken care of if they could not
work so that they continued to have sufficient money to look after their dependents;

% That is payable, in certain circumstances, in the event of disability due to accident or sickness.
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¢ Family and partner influence; and

e Desire for ‘peace of mind’ (that loan repayments are covered in case the customer
becomes unable to work).

On that basis, PPI products may be generally more attractive to customers who are
concerned about the above and so decide that a PPI policy might be useful in the future (or
those whose family and partners are concerned about the other factors listed above). This
can cover a broad spectrum of customers who wish to take out loans.

It was generally understood that the customers’ risk tolerance and ability to repay the debt
or meet debt repayments from savings or other sources were also important factors in
customers’ purchasing decisions.

A customer’s personal risk evaluations may include the individual customer’s assessment of
a combination of their age, their job security and whether they know of friends or family who
have suddenly been unable to work.

In general terms, although a PPl customer may not pre-plan to purchase PPl when they
decide to purchase their loan, they may nevertheless value the security that the PPI product
offers. This may particularly be so in respect of PPI for mortgages and secured loans given
larger repayments and potential risk to an asset (such as the customer’s home).

Some customers may also wish to take out new loans or mortgages to refinance existing
debts to reduce their borrowing costs. PPI sold with, and financed by, a new loan or
mortgage therefore presents a way of freeing up money for their daily budgets, while
protecting against the main risks of borrowing.

Accordingly, PPI serves a similar purpose to other forms of insurance, which is to provide
protection against possible events and provide the peace of mind that flows from that
protection.

B Mis-selling

9. What information sources or controls were in place to monitor whether PPI was being sold
appropriately? How, if at all, did this change over the period 2000 to 2012, and did these
processes identify that PPl was being mis-sold?

Like other banks, LTSB had interactions with the FSA, through industry bodies and
(increasingly over time) on a bilateral basis to try to ensure that our sales systems and
related processes (including training) were appropriate and fit for purpose. The summary of
LTSB’s monitoring process should be read in conjunction with LTSB’s training scheme
(which is explained above in response to question 4). The sales process and the pre and
post sales documentation are also relevant as are the steps that we took to enhance these
processes by the development of the Your Finances system. This was designed to ensure
sales were compliant with the relevant regulatory requirements and to ensure consistency in
the sales process across LTSB’s branch network.

Over the 2000-2010 period, LTSB had in place a scheme of monitoring through supervisors,
in which the quality of sales was assessed. LTSB improved its controls at the point of sale
and introduced a document known as Your Personal Summary and Our Recommendation
(YPSOR) and developed Your Finances. These developments standardised the sales
process as well as automating the process the sales adviser had to follow with a customer.
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As it was online, it recorded each step of the process and therefore helped with monitoring
sales.

In addition to the controls and monitoring described below, advisers had a discussion with
the customer at the point of sale to determine the suitability of PPI for the customer (also
having access to customer information from LTSB’s Customer Insight system) and
documents were provided to the customer regarding PPI. The purpose of the customer
documentation was to enable the customer to see whether they were eligible for loan
protection insurance, what benefits they were eligible for at the point of sale, what benefits
they could be eligible for if their circumstances changed and the exclusions which were, or
which may at some future date become, applicable to them.

Monitoring by supervisors

Monitoring was undertaken at a number of different levels within LTSB. In addition to
supervisors reviewing the SQS data, monitoring was also undertaken by the Area Risk
Teams via their Area Risk Assessors. The Area Risk Teams undertook risk based
assessments to test sales quality and training and competence supervision within their
Local Director Groups.

Store Services Risk and Compliance provided an independent challenge by reviewing the
SQS data and making customer contact so that they could monitor the robustness of
supervision and sales quality within the Branch Network. Where significant issues were
identified, Store Services Risk and Compliance conducted special investigations.

Group Audit also undertook an independent rolling risk based programme for testing the
systems and controls within the Branch Network.

The levels of monitoring that were in place may be summarised as follows:

Local Director Group Level: supervisors analysed SQS to identify strengths and
weaknesses;

Area Level Monitoring: Area Risk Managers reviewed risk reports and SQS data and
directed Area Risk Assessor activity. Area Risk Managers provided monthly reports to
the Area Director and Store Services Risk and Compliance;

Area Risk Assessor monitoring: Area Risk Assessors provided periodic assessment of
Training and Competence effectiveness and monitored the quality of the supervision
(with the frequency of assessment based on risk); and

Store Services Compliance monitoring: Store Services Compliance took a risk based
approach and their monitoring included reviewing and challenging Area Risk Managers’
monthly reports, reviewing and challenging SQS data, performing “Advice Quality
Reviews” and undertaking document verification exercises. Issues identified were
escalated to Area Risk Teams.

Controls at Point of Sale

We have commented above on YPSOR, which was a process document that provided
guidance in respect of matters an adviser should consider in the fact-find stage and
suggested certain matters that should be considered (such as customer’s personal details,
occupation and income and borrowings). During this period LTSB’s sales process
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underwent reviews and improvements. For example, we made improvements to YPSORs
through 2005. In mid 2006, we developed Your Finances, which was a significant step in the
account opening sales process.

The Your Finances programme contained processes for staff to follow and for customers to
answer, which determined the flow of the process. If an answer showed the customer was
not eligible, the programme would not let the adviser proceed. Compliance rules were
embedded in the programme and shared with customers during the process.

Those improvements, including creating an electronic footprint, were key tools that
improved our monitoring of compliance. Those processes also provided a control system at
the point of sale which was aimed at preventing sales of policies where customers were
ineligible to claim on the associated cover. They were also designed to ensure that the
sales were compliant, that is to say that the sales were suitable in light of the demands and
needs of the customer.

Customer feedback

In addition to the above, customer service feedback and information were monitored
guarterly using CARE scores which gave an overall picture of customer satisfaction. We
accept that customer satisfaction does not signify a compliant sale but it is nonetheless a
valuable source of information and was useful alongside the other information referenced
here. LTSB also used the CARE scores to determine which areas of the service element of
the customer proposition required improvement. Staff were also trained to take time to ask
customers for feedback when dealing with any claims.

In addition, in respect of the identification of mis-selling, we refer to the response at
guestions 16 and 18 below.

10. At any stage did the bank decide to review PPl mis-selling? If so please describe the nature
of reviews, i.e. how reviews were conducted, by whom, what conclusions were reached and
what changes were made. With regard to any changes to the way PPI was sold please
identify the decision making body and its chair.

As the responses below show, LTSB carried out regular reviews of its processes to ensure
that it complied with the regulatory requirements and to make improvements when
appropriate. This was a continuous process. An example of a specific review LTSB
conducted was in response to the FSA’s “Dear Chief Executive” letter in November 2005. In
that letter, the FSA raised a concern about the eligibility of some customers for PPI policies
(i.e. had they bought cover that they could not claim on).

Given the importance of this issue, LTSB decided to investigate it specifically as a separate
exercise from its normal processes. As part of the review, LTSB reviewed its data for all PPI
sales on unsecured loans in the branch network in 2005. The review involved identifying
possible indications of sales to ineligible customers based on age and employment status
based on point of sale data. LTSB then took results relating to potentially ineligible
customers and cross referred the results against the bank account data held on its Insight
system (which would show account activity). Its total estimate of ineligible sales was 1.62%.

As a result of its finding, for historical sales, LTSB decided to honour future claims where
customers would otherwise have been turned down on the basis they were ineligible, to
reopen any claims rejected on that ground since 14 January 2005 and to reopen any
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11.

12.

13.

complaints rejected on that ground since 14 January 2005. For future sales, LTSB
introduced an eligibility checklist and continued to make system enhancements designed to
completely eradicate ineligible sales. The FSA was informed of the work done.

What actions were taken in response to external reports of mis-selling by such as WHICH?,
the FSA and FOS?

Details of when the bank became aware that PPl was being mis-sold, including details of
any involvement of the Board and the control functions within the bank in discovering mis-
selling.

Given the intertwining nature of the issues raised by the questions, LBG has dealt with
Questions 11 to 12 together with Questions 17 to 18 below.

A timeline of the action the bank took, both externally and internally, when it discovered that
it was mis-selling PPI.

LBG has referred earlier in this response to its belief that complying with detailed rules was
sufficient and the misunderstanding that the industry had with the FSA’s interpretation and
expectations. That misunderstanding was effectively resolved after the High Court handed
down its judgment in the Judicial Review in April 2011.

Following LBG’s decision on 5 May 2011 that it would not support any appeal by the BBA of
the High Court judgment, LBG took the following action:

e Established and maintained an open line of communication with the FSA and FOS to
specifically deal with PPI redress.

e Updated customers through a statement and comprehensive set of FAQs on LBG’s
website as well as further communication by letter and telephony in relation to how we
were handling PPI complaints and redress.

e Upheld on an ex gratia basis any PPl complaint which was still outstanding on 5 May
(including those that customers had referred to the FOS) to ensure those customers did
not face any further delays.

o Developed, implemented and reviewed processes and procedures to enable LBG'’s
complaint handling teams to respond compliantly and fairly to customer complaints.
These processes and procedures took into account LBG’s legal and regulatory
obligations, as clarified by the Court’s judgment, including the FSA’s Policy Statement
10/12, the FSA Principles and DISP as well as the ABI Code, GISC, ICOB, ICOBS and
other legal and regulatory standards.

e Conducted analysis to identify cohorts of customers whom LBG needed to proactively
contact to resolve any issues with the sale of their PPI policy. LBG has now started to
send letters to customers in the relevant cohorts.

e Built a large and complex complaint handling team, support team and associated
infrastructure to manage the complaints and pay any redress due. As at December
2012 our PPI Operations team consists of around 7700 of FTE staff across 25 sites and
is estimated to have cost £614.5m to date.
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14. What sanctions, including clawback of remuneration, have you placed on any staff who were
involved in mis-selling of PPI? Please indicate the level within the organisation at which these
staff were working. Please also indicate whether or not the bank continues to employ them
and, if not, whether they are working in an FSA controlled function at another regulated firm
(according to the FSA's register of Approved Persons).

LBG has made a public statement concerning the adjustment of bonus awards in respect of
the performance year 2010. The Remuneration Committee Chairman also addressed the
point in his statement in the 2011 Annual Report and Accounts. Copies of both documents
are attached to this response.

LBG is not able to comment on the current employment of former employees.

15. What discussions did the bank have with its External Auditors about PPl mis-selling and on
what dates?

Throughout each year LGB held regular discussions with the External Auditors about all
relevant accounting matters including PPI.

16. Why, in your opinion, did the market itself fail to “correct” the mis-selling of PPI?

As we explained in the preliminary points, it is accepted now that there was mis-selling but
this only became clear with the Court’s judgment in the BBA'’s Judicial Review challenge,
which made clear that compliance with FSA rules was a necessary but not sufficient
condition to meet the FSA’s over-arching Principles for Business. Until that point we
believed that complying with the detailed rules was sufficient to sell compliantly and at no
stage did we believe that our PPI sales were not compliant. Once the clarity was obtained
in the judgment, the banks had a choice — to continue the challenge or to accept that clarity
and act upon it. We decided we would not participate in an appeal, which effectively ended
the challenge from the industry.

We refer you to our response to Question 18 which enquires about regulatory interventions
over the relevant period and in doing so we explain the different phases of that six year
period.

C Regulatory Intervention

17. At what stages during the period your bank sold PPI did regulatory intervention cause the
product to be reviewed? What was the substance of these reviews and what changes were
implemented as a consequence of these reviews? With regard to the FSA report on PPl in
2005, what action was taken at all levels of the bank from the Board downwards?

Questions 11, 12 and 17 are closely linked to Question 18 and the response to all four
questions is set out below in LBG’s response to Question 18.

18. To what extent did regulatory interventions alter the way PPI was sold by your bank? Please
summarise where any of these interventions may have given rise to a view within your bank
that sales processes were fit for purpose.

Since FSA regulation of General Insurance began in early 2005, there has been significant
regulatory intervention in one form or another in the area of PPI. For a large part of this
time, LTSB and the industry were heavily scrutinised by the FSA. Before and after the
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commencement of regulation, LTSB always sought to do its best to comply with the laws
and address the FSA’s concerns.

It will be apparent from LBG’s response to this question that there has been very
considerable regulatory involvement and oversight and that this took different forms at
different times. At Annex 3 is a detailed chronology of events that LBG has prepared.
LBG has reflected on all that occurred in this regard and LBG considers that it might be
helpful to explain how matters developed if the period since the start of FSA regulation is
broken down into three phases. At Annex 4 LBG has attached a visual chronology of the
phases for your convenience. In general terms, the phases may be described as follows:

« Phase 1 (a 4 year period from the start of 2005 to late 2008) — This phase was
characterised by detailed rules and close oversight and scrutiny by the FSA.
The period started with the detailed ICOB requirements and then involved
thematic visits, supervisory visits, enforcement investigations, publication of
Final Notices at the end of enforcement actions and later in the period the
coming into force of the revised requirements set out in ICOBS which were the
result of, and informed by, all the work that the FSA had conducted during that 4
year period;

e Phase 2 (a 1 year period from mid 2008 to April 2009) — This phase can
perhaps now best be described as the period of change and as a result of those
changes the period in which the misunderstandings arose. There was an
increasing number of complaints and a markedly increased uphold rate of
complaints by FOS which led the FOS to ask the FSA to take action to remedy
the situation. The FSA increasingly placed its focus on the Principles and the
outcomes that it wished to see and the industry endeavoured to address these
emerging issues by seeking to agree a Statement of Principles with all
interested parties including the FSA and the FOS. The industry, through the
BBA, put a lot of effort into doing so until the FSA made clear that it would
address the situation through new rules and guidance; and

e Phase 3 (a 2 year period from May 2009 to April 2011) — This phase involved
the FSA formulating and consulting on its proposed new rules and guidance for
complaint handling which resulted in the disagreement between the industry and
the FSA, culminating in the BBA'’s Judicial Review challenge.

The key events that took place that are relevant to the question are referred to below but it
may be helpful to read them in the context of the phases just described.

Commencement of FSA Regulation

ICOB came into force on 14 January 2005. It was very detailed, comprising a total of 173
rules, 2 EPs and 222 Guidance provisions. The FSA Principles for Business, which
included the requirement to treat customers fairly, had already been in existence for some
years (they were included in the Handbook on 1 December 2001) when the ICOB rules
were introduced, and the ICOB rules make reference to the Principles.

The requirements of the ICOB rules included for product and price disclosure, a detailed
and prescriptive regime for the disclosure of information to customers, the form in which
that information was to be provided, the detailed contents of that information, and the time
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in the sales process at which the information was to be provided. This regime was put in
place following an extensive consultation process, in which the FSA had considered the
merits of requiring additional disclosure but decided against doing so. Other concerns
were also raised concerning sales of PPI which the FSA considered were sufficiently
addressed by its proposals.

Our preparation for the new regime

Prior to the commencement of FSA regulation, LTSB participated in the consultation
process (beginning in about December 2002) and the business was fully engaged and
committed to delivery of the new regime in January 2005.

Each tier in the governance structure created to prepare for implementation had its own
distinct responsibilities. The Group Business Risk Committee (GBRC) was at the highest
level and was responsible for the oversight of the entire implementation project across
LTSB. A Steering Committee (established in January 2003) made regular reports to the
GBRC.

The structure put in place for handling implementation may be summarised as follows:

o Steering Committee - the Steering Committee (called the General Insurance FSA
Regulation Steering Committee) was responsible for the co-ordination of
implementation across LTSB. It received regular reports on progress from Divisions
and the Project Managers Forum and reported to the GBRC.

¢ Divisional Steering Committees — these were responsible for ensuring that the new
regime was implemented with consistency within each individual Division. Regular
updates were provided to the Steering Committee.

e Project Managers Forum — this was responsible for ensuring consistency across
LTSB’s Divisions and Business Units. Regular updates were provided to the Steering
Committee.

e Business Unit Steering Committees — these sat within each Business Unit to ensure
that the project was implemented with consistency within that Business Unit.

¢ Individual Business Units — these were responsible for delivery in their area. The
management of risk issues was embedded within the business units who were fully
accountable within their own areas.

Significant preparation went into the implementation to be ready for the commencement of
regulation. Further, following commencement, LTSB conducted regular internal audits
(audits in August to November 2004 were shared with the FSA), which showed a pattern
of improving progress and a resolution of issues.

From the outset, LTSB was committed to continuous improvement and as a result of a
Post Implementation Audit in July 2005, work was done on the YPSOR and improvements
were implemented in October 2005 (including new on-screen options which helped sales
staff complete the YPSOR in a consistent and high quality manner).
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First Thematic Review

In mid 2005, the FSA conducted its first thematic review of the industry (with the results
published in November 2005). As part of this review, the FSA conducted mystery shopping
exercises and supervision visits covering both mortgage and consumer credit policies. In
general terms, the conclusion of the FSA’s review was that the sale of PPI policies,
particularly in respect of consumer credit, sub-prime mortgages and secured loans, posed a
high risk to the FSA’s consumer protection objective. Key issues the FSA identified were:

o Risk of inappropriate sales;

e Risk of unintended advice;

e Poor quality of advice;

e Incentives and targets could lead to mis-selling;
¢ Inertia selling;

e Over-reliance on printed documentation; and

e Training and staff competence, as well as compliance monitoring, were often of poor
quality.

At the time of the first thematic review the FSA published a “Dear CEQ?” letter directing firms to
take action set out in the annex to the letter to ensure compliance with the rules. The FSA and
BBA discussed the issues arising from the first thematic review and a schedule of action
points was drawn up. The discussions subsequently led to an agreement with the industry in
October 2006. In essence, it was agreed that single premium PPI policies would not be
offered with “nil refund terms” and other matters relating to refunds. There was no stipulation
in the agreement that firms were not to sell single premium policies.

In a letter LTSB received in November 2005, the FSA expressed concern with customer
eligibility for PPI products. As set out above, LTSB investigated this concern and identified
that there appeared to be about 1.62% of ineligible cases. LTSB took remedial action in
respect of these ineligible cases (with the aim of eliminating customer detriment) and
undertook further proactive enhancements to eradicate the problem.

Also from about this time, LTSB was under further close scrutiny from the FSA across all
aspects of branch based single premium PPI sales.

LTSB cooperated with the FSA as part of this process and took a proactive approach to
addressing their concerns. In particular, during that period LTSB was doing its best to
continuously improve and enhance various aspects of its systems and controls.

LTSB continued to work on its point of sale process document (YPSOR) and implemented
further enhancements in February 2006 (with YPSOR2). LTSB included an automated fact
find process which was completed by the adviser to ensure customer demands and needs
were recorded (including an eligibility checklist). The YPSOR was then populated
automatically. These tools assisted LTSB to ensure compliance and provide an audit trail as
to what happened in the discussions that took place between the customer and the adviser.
The sales processes and platforms used were amended to match regulatory changes (such
as when ICOBS commenced).
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As a result of the FSA’s scrutiny (which was resolved in early 2008), it appeared there were
potential weaknesses in LTSB’s training and competence (in the period January 2005 to
December 2005), its point of sale processes (particularly from January 2005 to October 2005)
and its post sale compliance monitoring. Steps were taken to address all of these matters.

Second Thematic Review

The FSA completed a second thematic review of the industry in October 2006. This review
involved FSA visits to check for improved compliance in April to June 2006. As a result of its
further review, the FSA considered that in general many customers were not being treated
fairly, although there had been improvements in training, compliance monitoring, written
disclosures and policy documentation and the use of management information. However, the
FSA thought there were continuing issues with:

e Informing customers that PPI was optional;

e Failing to inform customers of the true costs of the policy (including interest payments
made on a single premium policy);

e The communication of exclusions to customers, resulting in the purchase of products
customers may not be able to use;

e Failing to collect required information on the customer to ensure the policy was
appropriate; and

¢ Bias towards the sale of single premium policies.

As part of LTSB’s approach of continuous improvement, in mid 2006, LTSB implemented the
Your Finances sales platform programme. This programme facilitated compliance
requirements to be embedded and allowed for compliance updates to be fed into the system
in a very short space of time (which is quicker than educating a workforce). The system was
designed to allow both the adviser and the customer to view the screens during the sales
process. This enhanced the customer experience and reduced the chance of the system
being abused. All customer responses were recorded electronically and could be reproduced
later (which is useful from a compliance perspective).

Further, LTSB engaged external advisers in 2006 to review its systems and to advise on
improvements with a view to ensuring full compliance.

Following the FSA’s second thematic review, the FSA fined a number of firms in respect of
PPI failings (although none of the companies now part of LBG was fined).

Also during the time of its thematic reviews, and into 2007 and 2008, the FSA was pressing
firms to commit and implement its Treating Customers Fairly initiative. In January 2007, as
part of the FSA’s work with the industry on single premium PPI refunds on cancellation, LTSB
amended its policy documents to give greater prominence to the right to terminate after 30
days.

Third Thematic Review

In January 2007, the FSA announced a further review of the industry, which was completed in
June 2007 (and the findings published in September 2007). The review involved mystery
shopping and visits to certain firms. In light of problems the FSA identified as part of this
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review, the FSA proposed to carry out further mystery shopping exercises to gather additional
information and to use that mystery shopping as the basis for enforcement proceedings where
appropriate.

Also during this period, the OFT referred the PPI sector to the Competition Commission to
carry out a full enquiry. Part of the scope and aim of that enquiry concerned potential features
of the market that were considered harmful to consumers, such as PPI being a secondary
purchase and the point of sale advantage to firms. LTSB responded to the Competition
Commission’s request for information.

ICOBS
The FSA developed ICOBS (following consultation with the industry from mid 2007) which
was a revised set of rules governing the sale of general insurance products including PPI.
ICOBS was introduced on 6 January 2008, with a six month transition finishing on 5 July
2008. The main changes as a result of the introduction of ICOBS were that the previous rules
were simplified as part of the move to a more principles-based regulation. New high level
standards and further detailed rules and guidance were also introduced.

ICOBS also introduced some new specific provisions for PPIl. The FSA considered that the
original “target outcomes” of the ICOB regime had not been met, and therefore proposed
additional requirements for PP| where it considered that the rules did not address certain
market failures.

As a result, LTSB were required to again examine its systems with a view to ensuring
compliance with the new rules. The FSA concluded its specific review of LTSB’s PPI sales
process in January 2008.

In November 2007 and March 2008, LTSB wrote to 516,000 customers (in a form agreed by
the FSA) to remind them of their right to cancel LPI at any time during the course of the loan
and their ability to continue with the loan following cancellation of LPI, with a reminder that
there was a rebate entitlement. In respect of the November 2007 letter, only around 1% of
customers mailed subsequently cancelled their LPI policy.

Further mystery shopping exercises and thematic update

Following the further mystery shopping exercises foreshadowed by the FSA’s third thematic
review, in September 2008, the FSA published a thematic update summarising its high level
findings. The FSA described the results as poor, citing certain failings. The FSA did not
publish its results or an analysis of the mystery shopping exercise.

The FSA requested that we, along with other banks, agree to a past business review
overseen by one of the major accounting firms. Given that this would be a significant and
costly task, LTSB enquired as to how the mystery shopping exercise had been undertaken.
LTSB found that the mystery shopping exercise that the FSA had conducted had involved
people who had shopped but who did not buy products. This caused us considerable concern
over the reliability of the findings. The system led sales process LTSB used ensured
compliance at the point in time when the customer had made an initial decision to purchase.
Only after that initial decision would the customer be taken through the mandatory stages of
the sales process where the critical information was provided and the necessary disclosures
were made. Therefore, the FSA’s view that various key matters had not been covered with
these "customers" was for that reason not surprising.
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FOS and handling of disputes

In July 2008, the FOS Chairman wrote to the FSA regarding what was considered a
systematic problem in the sale of PPl and suggested that regulatory tools could be used to
ensure firms take appropriate and proportionate remedial action. This appeared to follow from
the FOS experiencing very large numbers of PPI sales complaints from consumers and
upholding high percentages of such complaints. However, the experience of the industry was
quite different. Until mid 2007, FOS received a relatively low number of complaints about PPI
and between 2005 and late 2007/early 2008, most BBA members experienced uphold rates of
around 20% to 30% for PPI complaints referred to FOS. The volumes of complaints began to
increase in 2006 (relating to the publicity of the Citizen’s Advice Bureau “super complaint”)
and volumes increased further in 2007, coinciding with negative publicity surrounding the
Competition Commission’s investigation (see our preliminary comments on the Competition
Commission’s investigation). The FOS uphold rates increased markedly between 2005 and
late 2007/early 2008 such that the FOS was upholding 90% of complaints in favour of the
consumer. In early 2010, (after the FOS letter to the FSA and the FSA’s response to it), at a
meeting between the BBA, the FSA and the FOS, the FOS sought to explain that the uphold
rate had in fact always been around 90% in relation to sales complaints and that the change
was due to the fact that the earlier complaints had been mostly about claims. This was not
however the view of the industry which regarded the change in uphold rates as being the
result of a change in the approach of the FOS to PPI complaints.

Failed Negotiation of Statement of Principles

In light of the letter from FOS to the FSA regarding PPl complaints, in around October 2008,
the BBA sought to liaise with the FSA in order to develop an industry approach regarding a
standard set of principles for PPl complaints handling. A drafting committee was established
to prepare a Statement of Principles for Complaints Handling. Into 2009, the BBA worked
closely with the FSA and FOS on a Statement of Principles.

On 8 April 2009, the Chief Executive of the FSA published a reply to the FOS Chairman’s
letter dated 1 July 2008. The response summarised action already taken by the FSA and
showed that the FSA planned to consult upon handbook guidance on firms’ handling of PPI
complaints. On 26 May 2009, the FSA wrote to the BBA. In general terms, that letter stated
that given the concerns raised by FOS and the need to ensure swift redress to customers, the
FSA was of the view that new rules and guidance on PPI complaint handling should come into
force as soon as possible. Accordingly, the negotiations to develop a Statement of Principles
ceased.

FSA consultation and guidance on complaint handling

On 29 September 2009, the FSA issued a consultation paper on its proposals on PPI sales
complaints handling (CP09/23). At the same time, the FSA issued an open letter to various
trade bodies setting out “common failings” but which the industry took as describing
standards.

On 9 March 2010, the FSA issued a second consultation paper (CP10/6) regarding proposals

on PPI sales complaints handling. The consultation paper this time attached a revised open
letter to trade bodies which recast the FSA'’s description of some of the perceived failings.

179





Notwithstanding consultation with the industry, a mutually acceptable position regarding the
handling of complaints was not reached.

In August 2010, the FSA issued PS10/12, which, in general terms, dealt with the approach
firms should use in handling and assessing complaints about the sale of PPI policies and
determining redress when a complaint is upheld. Guidance was given not only on the manner
in which complaints should be dealt with by firms as a matter of procedure, but also on how
the FSA’s Principles for Business and other rules should be considered in determining the
substance of the complaints.

The BBA commenced a Judicial Review challenge as a result of PS10/12, given it was
concerned that firms could be required to apply the FSA Principles for Business in such a way
as to contradict or augment specific rules governing the sale of and handling of complaints
about PPI. This was a technical legal argument and the BBA was unsuccessful in the High
Court (the decision was handed down in April 2011).

D Recovery

19. What was your Board and Executive Committee's assessment of the root causes of PPI mis-
selling at your bank? Please provide minutes of any discussions about root causes that took
place at Board and Executive Committee.

LBG has given careful consideration to the lessons that need to be learned from PPl and has
done so at many different levels within the organisation. In respect of minutes of Board and
Executive committees, typically, the major work on root causes has been focused on an
overall culture change to Conduct Risk which includes much greater focus on the customer
interest and likely customer behaviours in product design and governance, incentives, sales
outcomes and compliance with the over-arching FSA Principles of Business, including an
emphasis on treating customers fairly in spirit as well as via compliance with detailed
regulation. Key metrics to measure progress have included a very close focus from senior
management and the Board on any products whose profitability exceeds the Group average
and industry averages; and on the reduction in causes for complaint: careful root-cause
analysis has allowed a steadily improving complaints ratio (FSA reportable) which, ex-PPI,
has fallen from 121,906 in the first half of 2011 to 96,276 in the first half of 2012, a reduction
of 21% and is targeted to fall lower still in the coming year.

Over the period since 2005, and in particular following the financial crisis and the emergence
of PPl as a major issue, LBG senior management and the Board have taken a very proactive
approach to the development of an enhanced conduct risk strategy and associated control
framework. The regulatory environment has, understandably, grown every more challenging in
relation to conduct related matters with continued intense scrutiny from regulators, politicians
and the media.

While LBG has not been unique in receiving this additional level of scrutiny, it has been very
conscious of its overall objective of being Best Bank for Customers and its conduct risk
strategy has therefore been a key priority for both senior management and the Board. The
Group has no appetite for systemic conduct issues and has a desire to ensure customers
receive a fair outcome.

Over the last two years, conduct risk has been discussed at Group Risk Committee and Board
Risk Committee — it is generally nearly always the first item on the agenda and is always
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actively discussed. The discussion includes detailed management information on outcomes
for customers and complaint levels for example.

The need for change was well recognised even before the publication of the judicial review
PPI judgement. In early 2009, LBG commenced a strategic review of its conduct risk capability
and framework- some immediate improvements were made. Key examples were the
restructuring of current account fees for HBOS customers, the launch of the Halifax Clarity
Card (praised by the consumer champion, Which?) and the commencement of a significant
complaints reduction process. The key learning the Group has sought to take forward is that
compliance with the rules itself is not enough- there needs to be a focus on a more holistic,
through the cycle, approach to managing conduct risk focussed on customer outcomes, i.e.
not just adherence to the strict letter of the rule book. As a result of the review, LBG put in
place a programme of activity focussing on five key work streams:

e Back Book- to identify and, as far as possible, mitigate any future risks arsing from the
back book, and also to identify themes and lessons learnt from back book issues which could
be carried forward;

e Complaints- to reduce significantly the volume of complaints received by LBG through
robust root cause analysis and addressing the underlying issues;

e Sales process- both LTSB and HBOS had developed and implemented sales processes
which tended to focussed on meeting the letter of the regulatory requirements rather than
being more holistically focussed on outcomes. The focus would shift to ensuring our sales
processes delivered the right outcomes for customers;

e Product Governance- to introduce enhanced product governance processes including
the use of a product risk assessment tool kit, the requirement for annual product reviews; and

e Governance and oversight- creation of conduct risk capability within the Risk Division as
well as enhanced governance to improve line of sight to conduct related matters.

The work programme was approved at the Group Business Risk Committee in July 2010 and
subsequently by the Risk Oversight Committee of the Board in August 2010. The strategy has
been most recently updated, and refreshed and presented to the Group Risk Committee in
November, followed by the Board Risk Committee in December 2012.

Examples of activity since 2009 include:

e The introduction of a single set of customer treatment standards across the Group-
including complaint handling, treatment of customers in financial difficulties; claims handling,
responsible lending and sales. Each area of the Group has evaluated itself against the
standards and introduced enhancements as required in order to achieve compliance;

e Embedded the use of the product governance toolkit- all LBG products, both front and
back book have now been through the annual review cycle at least once;

¢ Introduced enhanced governance on conduct risk across the Group;
e Engaged actively with the regulator on conduct related issues including, in some cases,
making a direct contribution to the development of future policy. The FSA’s revised rules on

packaged account sales which come into force at the end of March 2013 require annual
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benefit reminders and eligibility statements to be provided to customers. LBG has provided
such statement for the last two years;

e Implementation of a Group Product Governance Committee which reviews all products
which are rated related high risk through the product governance process;

e The introduction of Conduct Risk Appetite Metrics (CRAMS) across the Group enabling
improved measurement and management of conduct risk over 2013 this will include the
development of enhanced value for money metrics;

e Development of enhanced tools for measurement of conduct risk- including models. The
aim is to bring our experience and approach in the credit risk experience to bear on the
management of conduct risk. This work is very much in its infancy.

¢ Significantly reduced the volume of FSA reportable complaints across the Group. We have
reduced Banking complaints (excluding PPI) from 121,906 in the first half of 2011 to 96,276 in
the first half of 2012, a reduction of 21%. When compared to our peers we have 1.4
complaints per 1000 accounts. This compares to Santander at 5.2, Barclays at 3.8, RBS at
3.6 and HSBC at 2.4. We expect to improve upon this again in the second half of 2012 and we
have a medium-term target to achieve banking complaints of 1.0 complaints per 1000. In
terms of quality we have the lowest change rate at the FOS, we are at 24%. This compares to
Santander at 52%, RBS at 43%, Barclays at 41% and HSBC at 25%. This means when a
customer refers their complaint to the FOS the decision is held in our favour in 3 out of every 4
banking (non-PPI) complaint cases.

e Introduced enhanced outcomes testing methodologies across the group which include
direct customer contact to check that fair outcomes are being achieved;

¢ Commenced mailing to customers on interest only mortgages in order to provide support
and guidance to those customers as they reach the end of the their mortgage term;

e Focus on simpler, more transparent products which meet the needs of customers, such as
EEC referred to below;

e Improved transparency on savings rates- all savers with LBG can now see their interest
rate on line and on statements;

e Introduced the ISA Promise that ensures customers receive interest at the point they apply
for an ISA.;

o Removed the need to register for aspects of the insurance cover contained within a
packaged current account making it easier for customers to claim;

20. What has the Bank done to address the root causes of PPI mis-selling? What has been done
to prevent mis-selling happening in the future?

In our introductory comments we have set out the lessons learned from PPI, namely:

Product design

Value for money & customer needs

Incentives

Detailed root cause analysis

Greater involvement of senior management; and
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o Better sales outcomes

In our response to Question 19 we have set out how we have a vigorous conduct risk strategy
that ensures we have embedded detailed root cause analysis in the business and the greater
involvement of senior management in such issues.

In our response to Question 25 we have set out how the lessons learned have been
implemented in the EEC product in product design, the focus on value for money and meeting
customer needs as well as better sales outcomes.

In addition to those points, LBG now has a much stronger product governance process in
place for all new product propositions and is actively learning lessons from the events
surrounding PPI products. This reflects the FCA'’s early product intervention powers, with the
objective of ensuring that products are appropriately designed from the outset. LBG believes
that there are two key factors which mean product governance is now stronger than it was
leading up to and during the sale of PPI and this reflects the lessons learned. These two
factors are:

1. A much stronger and robust governance framework at the divisional level; and
2. High risk products are signed off by the Group Product Governance Committee.

LBG has introduced a more formal structure around product governance at both the divisional
level and the Group level. While previously divisional product governance committees
previously existed there was less prescription on approach and membership. Product
Governance committees now have to meet monthly; are chaired by a senior Director and take
all products through a detailed product risk assessment. These committees are able to sign off
items rated up to medium risk.

LBG’s governance committees look at the design of individual products and how they will be
sold through the branch network. On the retail side LBG has three risk committees: a ‘Banking
Governance Committee’ looking at products such as Personal Current Accounts and Credit
Cards, a Mortgage Governance Committee and an ‘Investment and Protection Governance
Committee’ looking exclusively at investment and protection products.

Before going to the divisional committee for sign off, new products are scored using detailed
Risk Assessment Scorecards which are tailored to a particular product — these scorecards
have been developed in the last two years and ensure a common and robust approach to
product assessment. The products are scored jointly by the product teams and the Group’s
Risk function and are then submitted to the relevant Committee for approval.

Those products which LBG believes require greater scrutiny are escalated to its Group
Product Governance Committee. This is chaired by the Chief Risk Officer and attended by
members of the Group Executive Committee. Examples of recent products which have gone
to this Committee for approval before launch are LBG’s new EEC product offering income
protection.

We also place greater emphasis on after sales contact with our customers to ensure that the
product they have purchased is appropriate and meets their needs. We monitor customer
feedback and use this to continue to improve our products and services. As mentioned above,
in our response to Question 25 we set out in more detail the steps we have taken in respect of
our EEC product.
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21. PPl is a product that was cross-sold alongside another product. Please provide details of retalil
products you currently commonly cross-sell.

We believe it would be helpful to answer Question 21 with Question 22.

22. Please explain the advantages of cross-selling and risks arising from cross-selling from both
the bank's standpoint and the customer's. Describe how you mitigate against any risks arising
from cross-selling.

Cross-selling is a common practice across many industries where the provider offers several
(typically) related products or services and where many customers need more than one of the
products and services the firm provides.

When customers look to purchase a mortgage from LBG they are also offered home contents
and building insurance and life insurance (to cover the outstanding mortgage balance in the
event of the death) at the same time. Many customers purchasing a mortgage will clearly want
and need building, contents and life assurance. Although it would typically be a requirement
that any mortgage customer holds building insurance to cover all the risks associated with
damage to the property against which the mortgage is secured LBG does not force the
customer to take any of its related products. The customer can shop around and compare
offers from other providers to see which best meets their needs and offers the best
combination of terms, service and price.

LBG also tries to deepen its customer relationships and, therefore, offers cards, savings
accounts, loans and mortgages to current account customers if they need or use these other
products. In certain cases LBG offers these at a discounted rate. For example, under the
Halifax brand we offer the Reward Saver Account. This account offers a higher rate of saving
and is available to our Halifax Current Account customers who pay at least £1,000 per
calendar month into their Halifax current account or hold a Halifax Ultimate Reward Current
Account. These customers would also be eligible for a £150 cash back reward if they took out
a mortgage with the Halifax. Under the Lloyds and Bank of Scotland brands LBG offers
preferential savings rates to existing Personal Current Account (PCA) or packaged account
customers. We do not view offering discounts such as these as tying or bundling.

In the example cited for mortgage customers, it is clear that cross-selling brings greater
convenience and price benefits to the customer — as long as products are designed and sold
appropriately and meet the customer’s needs.

Customers will often pay less for their banking where they hold more than one product with
the same provider as providers will offer discounts to existing customers on products with fees
or offer better rates on savings and lending products where a customer holds more than one
product. Customers may prefer to deal with a single organisation so that they only have to
make a single call to a single number or use one internet or mobile phone banking platform to
deal with their core banking needs.

From a providers’ point of view there are often fixed costs of serving customers and/or low
incremental costs of providing additional services when they already have an existing
relationship in place. This allows providers to reflect some or all of these lowers costs in the
price they offer customers who take more than one product or service.

A customer holding four products with a bank will typically have a lower cost to serve than the
sum of the costs of serving four customers holding the same four individual products.
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Marketing and acquisition costs will also typically be lower for a cross sale to an existing
customer than to a new customer. These lower costs will typically be shared with customers
through lower fees and/or better rates on interest bearing products.

LBG believes that there are no inherent risks arising from cross-selling as long as products
are properly designed and sold and customers’ needs are met. We do not believe that the
issues which arose around PPl were related to the fact that it was sold alongside a credit
product. We have set out some of our views around those issues in our introductory
comments.

23. Please provide details of products you currently commonly bundle together and whether or not
you explicitly charge for that bundle.

LBG offers very few bundled products as part of its range. As outlined in section 21 we do
offer discounts or preferential rates to existing customers who choose to take out additional
products or services. Examples include better savings rates offered to current account
holders.

Like the majority of high street banks LBG offers packaged accounts, sometimes called added
value accounts, for which customers pay a monthly fee and receive a range of benefits such
as fee and interest free overdrafts, mobile phone and travel insurance, vehicle breakdown
assistance and home emergency insurance, in addition to the facilities of a full-facility free if in
credit account. Customers could choose to purchase any or all of the individual elements of
the package as stand-alone products.

Halifax, Lloyds and Bank of Scotland brands have offered or offer these accounts. Bundling
products together in this way provides customers who need them with a range of benefits. It
saves them time and effort from shopping around as they do not have to purchase each of the
different products individually or at different times of the year with different renewal dates. It
offers customers the convenience of a single point of contact when they need to claim on any
of the insurance elements and they do not need to remember or carry around multiple phone
numbers and insurance details when they need to make a claim.

24. Please explain the advantages of bundling and risks arising from bundling from both the
bank's standpoint and the customer's. Describe how you mitigate against any risks arising from
bundling.

LBG’s added value range has gone through the product governance process outlined in the
response to Question 20. The relevant divisional committees monitor management
information on a monthly basis looking at lapse rates and whether customers are using the
products provided as part of the range. Alongside these measures LBG also uses ‘outcomes
testing’ tools (outlined above) which help ensure products are being properly sold and sales
processes remain appropriate. In addition, through our ongoing dialogue with the FSA we
have made a number of improvements to our sales processes to ensure good customer
outcomes.

The inherent risks arising from bundling are low provided products are properly designed and
sold and customers’ needs are met. As outlined above, LBG has in place governance
structures to seek to ensure proper design and monitoring.

Customer research informed us that customers appreciated the range of benefits offered in
packaged accounts, and that they purchase them on the basis of financial value and
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convenience. Despite this, the nature of these products means there could be an increased
risk of poor consumer outcomes by the way they are designed and sold if this not given
careful consideration. In order to address concerns around product complexity,
appropriateness and meeting customers’ information needs (being aware of capacity for
absorption) we adopted the following principles.

Product Design

e Our range should be simple for customers to understand

e Products should have a few, high quality, benefits

e Our range should be targeted to ensure that customers buy packages with benefits they
are eligible for and which are relevant to their needs

e The price and benefit information are provided on a consistent basis (e.g. monthly or
annually) to make it easy for customers to compare and assess the overall benefit of the
account

Sales Process

e Our range will meet customer needs through a sales process that explores customer
demands and needs for all benefits

Post Sales

e Regular customer contact programme (at least annual) to remind customers of their
benefits
No requirement to register to qualify for key insurance benefits

e Targeted contact to customers no longer eligible for benefits (for example due to age) or
not registered for benefits (to aid the claims process)

Since 2011 we have on our own initiative delivered the following changes ;

e Removal of the need to register for Mobile and Card Protection Insurance to qualify

Redesign of sales processes for demands and needs

Benefits Summaries detail key Exclusions and Limitations

Reviewing of all exclusions and limitations to limit these are far as possible

Removal of within franchise dual insurance

Mailing to all customers who are near or past Travel Insurance eligibility

Trigger mailings linked to key events, e.g. flights

Annual Benefits, Limitations and Exclusions mailing to encourage customers to reassess

their circumstances

e Ability to register online, as well as providing details of all benefits within the package and
how to claim on them.

Many of these areas have since become either new rules within ICOBS and or industry best
practice for others to follow. The position LTSB has taken on packaged accounts is a
reflection of the lessons learned from PPl and the changes put in place within the business
(as set out in our responses to Questions 19 and 20).
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25. Please specify whether you have replaced PPI with another product or products. If you no
longer sell PPI type products please confirm how you help consumers insure against the risks
of accident and/or sickness and/or unemployment PPI was originally designed cover.

LBG stopped selling PPI in July 2010. LBG has not developed a direct replacement for PPI.
LBG complies with the requirements of the 2011 PPI order and provides mortgage and cards
PPI customers with annual reviews to help them understand what they have and whether it
still meets their needs.

In our response to Question 8 we set out the statistics on the Protection Gap provided by the
Swiss Re Term & Health Watch 2012. Similar estimates were found in the recent Treasury
sponsored “Simple Financial Products” work that looked at how to fill the “protection gap” and
rebuild customer confidence in these products.

This shows that the UK population is under insured and as a result there are very real risks if
working people borrow money and then subsequently lose their jobs, die prematurely or are
unable to work through illness for an extended period.

In May 2012 of this year LBG launched a new EEC product to meet the needs of customers
while addressing their concerns about the price and complexity of other protection products. It
should be noted that this product is different to PPI and is not a direct replacement.

EEC is a long term income protection product that replaces a proportion of the customer’s
income in the event of accident, disability or sickness with the benefit paid, free of income tax
to the customer. EEC pays out for a maximum of 60 months up until retirement. Itis a
standalone product and has regular premiums. LBG has taken a number of steps to ensure
that the product delivers what customers’ need for example, the product is underwritten at
point of sale so customers are fully informed of any limitations to the cover prior to the
application being submitted. Similarly, LBG has ensured that there is clarity around definitions
and that the key features documents are easy to read and understand.

Under EEC, LBG provides rehabilitation support to help customers return to the workplace.
Under the terms of the EEC we also provide customers with an annual benefit statement to
remind him/her of the benefit level they are entitled to under the terms of the product in
addition to a prompt to tell LBG if their needs have changed.

The product was supported by Which? during LBG’s discussions on HM Treasury’s Simple
Financial Products project for its simplicity, clarity around definitions and customer focus. LBG
also thinks that the EEC product meets most of the requirements set out by HMT’s work on
Simple Financial Products.

A number of mitigating steps have been put in place to ensure EEC is sold in the right way
and to the appropriate target market. The product is sold on a fully advised basis by specially
trained advisers who have undergone specific training for this product. This is to ensure there
is a thorough assessment of customer need and affordability.

During this process LBG ensures full disclosure of the 60 month benefit so that customers’
understand the level of benefit there are purchasing. During the course of product
development LBG identified groups that it would not sell to such as people close to retirement
and the unemployed.

187



http://www.hm-treasury.gov.uk/d/sergeant_review_simple_financial_products_interim_report.pdf



In line with LBG’s existing governance processes it has closely monitored sales of the EEC
since its launch and engaged a number of senior committees to review management
information to ensure products are being sold in the appropriate way to the right customers.

In the first month after launch LBG undertook daily verification and customer contact findings
reviews. After a three months period LBG undertook thematic investigation of specific key
product and sales process risks e.g. customer understanding of the 60 months benefit.

Data and management information from these investigations is fed back to LBG’s divisional
risk Committees alongside product level management information such as claims rates,
lapses, cancellations and complaints. This information is also reviewed and assessed by
specialist monitoring forums which will support the work of the divisional risk Committee.

In keeping with LBG’s approach to governance, a full post implementation review was
conducted after 6 months and the findings shared with the FSA. EEC will also be subject to
annual product reviews going forward.

26. If you have replaced PPI, please specify what replacement products you have put in place,
how they work and all key decisions in relation to them that were made by senior level product
development or product approval committees, senior level risk or compliance committees,
Senior Executive committees, Board committees and the main Board.

As set out in response to question 25 above, the EEC product was launched in May 2012 and
in line with LBG’s product governance procedures it was signed off by a number of divisional
risk committees including the Investment and Protection Governance Committee. This
Committee is also being supported in its ongoing monitoring by specialist forums within the
Group.

EEC was also signed off by the Group Product Governance Committee — the Group’s most
senior risk committee chaired by the Chief Risk Officer and attended by members of the
Group Executive Committee.

Understanding the degree of regulatory scrutiny around protection products LBG also held
face to face sessions with the FSA in March 2012 to explain the product. During these
sessions LBG took the FSA through the product proposition and customer research
underpinning the EEC along with a) an overview of the planned advice process b) a summary
of the controls LBG was putting in place to support the launch of the ECC; and c) the training
plan for advisers. As committed prior to implementation, LBG has held had a number of
subsequent conversations with the FSA post launch to share ongoing outcomes and plans to
share the results of the EEC post-implementation review that was conducted 6 months after
its launch.

4 January 2013
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Written evidence from the Financial Ombudsman Service (SJ012)

Thank you for your letter of 6 December, in which you have asked for information about PPI
complaints made to the ombudsman service.

| have attached a table, at annex 1, setting out the total number of complaints that we have
received since 2000, by the groups you have identified. The table includes the number of
complaints about PPI and the overall uphold rate. In large part this reflects the data we
already make available publicly (as we have published volume and outcome data by
financial services business since 2009). But inevitably, this data does require some
interpretation, so we have set out some explanatory notes alongside the table. In
particular, the ownership of financial services businesses within the industry has changed
substantially over the last twelve years. We've therefore applied the current group
structure retrospectively to our data. This means that, for example, the data for Lloyds
Banking Group includes data about Halifax both before and since their merger.
Obviously, if we were to report here on the groups as they were structured at the time,
the data would look different.

The table also shows the outcome of complaints, shown as an 'uphold rate' (ie an
‘'uphold' is where we've agreed that the financial services business didn't get their initial
decision right, so we have 'upheld' part or all of the consumer's complaint). As above,
there is some context needed in order to interpret the data accurately. The first contextual
point is that uphold rates do not correspond directly with the number of complaints
received in the same year. This is because complaints are not always received and
resolved in the same time period. So a complaint received in December is unlikely to have
been resolved in the same year.

| should also make two PPI-specific comments that have a bearing on the interpretation of
these uphold rates. First, the type of PPI cases we have received over the past decade
has changed fundamentally. Early in the 2000s the overwhelming majority of our cases
focused on claims that had been declined under these insurance policies. Here our
uphold rates were reasonably typical for other types of disputed insurance claim. But in
more recent years (especially since 2008) the focus has switched to cases about the mis-
selling of the policy. Cases where there has been no insurance claim now represent the
overwhelming majority of our PPI casework and typically uphold rates around these PPI
mis-selling cases are much higher than in other areas of our work.

Second, many of the financial services businesses have taken a very ‘stop/start’ and
policy driven approach to the handling of PPl mis-selling cases over the last four years.
To give an example of this, whilst the High Court was considering the BBA’s challenge to
our and the FSA’s PPl approach, most of the major banks refused to work with us in
resolving PPl complaints, causing a backlog of cases requiring resolution.

Then, immediately following the High Court case in 2011, most but not all of the major
banks took the decision to settle as a “gesture of goodwill” most, or all of the cases
which were with us and which had been waiting for an answer — which will show in our
data as a very high (for some firms close to 100%) uphold rate. Therefore, historic
‘uphold rate’ data is as much an indication of the changing approaches that the major
financial businesses have taken to the wider PPI issue from a regulatory policy and
legal perspective as it is an indication of the quality of their complaint handling.

You have asked for details of complaints which have been turned away by the banks
because they say no PPI policy was sold. Disputes about whether or not a customer
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has a particular product are, in our experience, very unusual. This is not something that
we have seen in other areas of our work, and not something that was raised with us in
the context of PPI until fairly recently. Accordingly, we have much less data to report to
you.

Over the past 18 months or so however, we have received reports from financial
services businesses that consumers and their representatives have been bringing large
numbers of complaints about PPl where the customer never in fact had a policy. But
we’ve also seen suggestions from consumers and their representatives that financial
services businesses were rejecting cases without having properly checked whether a
consumer had a policy or not.

We responded to these issues by setting up a dedicated team to deal with the cases that
were referred to us. But we also raised awareness with our stakeholders about the
issues we were seeing and the way in which unnecessary problems could be avoided.
At the end of 2011 we held meetings with businesses, claims managers and other
interested parties to see how we could help resolve the issue. We were sufficiently
concerned both by what we heard and what we were seeing in our casework to write
open letters to the industry and claims management companies — a copy of the letters
are attached at annex 2. These letters were also sent to the relevant regulators and
published on our website.

The volume of cases that we see where we establish that there was no PPI policy (and
hence where we dismiss the case and don’t charge the financial services business) is
relatively small — in 2011/12 it was 5,667 cases out of 117,806 we resolved in PPI. So it
seems that only a small proportion of the cases that banks identify in this category are
referred on to us — presumably because the consumer, or claims manager, is satisfied
that the firm has made adequate searches of its records to establish the facts.

But it is clear that the issue has remained a significant irritant for both financial
businesses and customers. So since July of this year we have been recording our
experience with ‘no- PPI’ cases in more detail. The information we have recorded is
attached at annex 3.

This data is a snapshot based on the evidence we have available to us at the current
time. Of course, as we resolve more cases, a different picture might emerge. Earlier
sampling indicated an overall figure of around 25% of policies which financial services
businesses were saying had 'no PPI' actually did. As we have been working with
businesses, some have improved, so this overall figure has now dropped to just under
20% (see annex 3). But, as this table shows, there are some marked differences
between different financial services businesses. Some banks appear to have a strong
record at checking their systems effectively for evidence of a PPI policy, and others less
So.

You have also asked what methods we use to establish the existence of a PPI policy.
While this will depend on individual circumstances and evidence, there are generally
some common, practical steps which help determine whether a policy was sold or not.
The steps are set out in the letters attached at annex 2, but include asking the financial
services business to provide evidence that it has:

e carried out areasonable search of its systems in order to trace the consumer and
identify the existence of a policy.

e reviewed all available information about the consumer-including any details which
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might have changed since the time of the sale.

e taken account of the fact that consumers may not know the exact date of the sale of a
policy
While these are a good starting point, we also expect a financial services business to
adapt its enquiries to the individual circumstances of a complaint - so, for example, if a
consumer has genuine difficulty recalling the year in which a policy was sold, we might
expect the firm to carry out a broader search covering a number of years.

20 December 2012
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Annex 1

Calendar year

2006 2007

A. Total complaints received by Ombudsman 29208 39982 56912 91681 110623 110373 104147 118523 123346 155061 186290 262440 388499
Barclays 894 666 1385 2417 4736 3330 3038 8625 13377 20394 17899 31980 65636
Co-operative bank 263 399 812 1409 1413 1686 1921 1680 1630 2184 2197 2854 3162
HSBC 417 617 686 1289 1611 1489 1753 3880 5348 7042 12835 20968 24934
Lloyds Banking Group 2837 4909 12373 14661 15653 12638 11353 27961 24861 36203 45678 59070 107294
Nationwide 315 599 638 1694 1719 1668 1343 3625 2140 2652 2769 5003 13643
Royal Bank of Scotland 1202 1273 2651 3969 4052 4247 5526 9730 11448 13336 15518 20431 25672
Santander 932 1307 3288 6728 10780 8240 7430 12625 9170 10167 13379 13777 15836
Virgin Money 13 6 8 7 7 2 4 23 8 48 133 172 206

Calendar year

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

B. Total PPI complaints received by Ombudsman 154529 271515
Barclays 38 51 65 101 122 108 146 650 3549 5292 4725 21820 54260
Co-operative bank 2 8 9 24 342 598 505 1374 1164
HSBC 4 13 11 29 56 395 2312 2402 8430 17506 19324
Lloyds Banking Group 48 83 219 197 209 361 526 1233 8907 13281 25987 42993 90416
Nationwide 3 1 5 14 31 48 323 436 912 3438 11759
Royal Bank of Scotland 4 10 51 70 74 80 113 352 2099 4231 7469 11682 13818
Santander 1 9 11 17 30 57 238 947 1640 2561 3193 6178
Virgin Money 2 3 6 3 16

Calendar y

2012
2006 (to 9th Dec)**

F. % of all PPI complaints upheld in favour of

complainant* 33% 33% 40% 32% 30% 23% 22% 43% 81% 91% 75% 79% 66%
Barclays 45% 33% 30% 30% 25% 61% 84% 97% 88% 96% 85%
Co-operative bank 99% 98% 93% 96% 72%
HSBC 61% 85% 88% 53% 78% 65%
Lloyds Banking Group 16% 49% 33% 27% 24% 22% 40% 86% 92% 82% 93% 93%
Nationwide 63% 68% 27% 7% 21%
Royal Bank of Scotland 33% 33% 38% 24% 49% 89% 89% 70% 93% 74%
Santander 47% 82% 66% 56% 64% 58%
Virgin Money

NOTES:

* Uphold rates relate to cases resolved (not cases received ).

** 2012 uphold data is not yet audited (in accordance with our data publication cycle)

Grey shading indicates data would fall below our normal threshold for publishing uphold data (60 cases per year)
[1] Groups are based on current composition, and applied retrospectively.
[2] Definition of outcomes (for uphold rate) has evolved over time - the analysis above has mapped previous data recording to current definitions, as used for complaints data publication.





Annex 2

Dear claims-management company

disputes about whether or not payment protection insurance (PPIl) was sold

| am writing to you and other claims-management companies in view of the
significant volume of PPl complaints we receive, where there is a dispute about
whether or not a PPI policy was actually sold to the consumer. | have also written in
similar terms to financial businesses.

These disputes over “was a policy sold?”tend to arise when the consumer says that
they are concerned they may have been mis-sold a PPI policy in connection with a
credit agreement — but cannot recall the precise details of the transaction. This might
happen for a number of reasons, including cases where the financial business did not
tell the customer that it was selling them a PPI policy, or where a claims manager
has encouraged a customer to raise concerns without due cause.

It can take a significant amount of time and effort for all concerned to get to the bottom
of these issues. Clearly, it is in everyone’s interests that unnecessary enquiries and
disputes are minimised. And where there is genuine uncertainty about whether or not
a PPI policy was sold, | would hope that both the financial business and the consumer
(and any representative) can be open and cooperative in helping each other to
uncover the facts of the situation. The ombudsman service also wants to help the
parties avoid these kinds of disputes being referred to us.

In the light of this, we recently hosted an event for representatives from financial
businesses and claims-management companies. At the event, we jointly identified
the practical steps that everyone involved could take — to improve the position for
consumers and to avoid unnecessary complaints and delays.

This showed that there was a shared will to improve the position for consumers —
and a recognition that the current position was unsatisfactory for everyone
concerned. Building on the outcome of the discussions at that event, this letter
(together with the letter sent to financial businesses) sets out the ombudsman’s
observations on the steps it would be reasonable to expect the parties to take, to
minimise unnecessary disputes and to respond openly and fairly to the concerns
of consumers.

Steps to help consumers identify whether or not PPl was sold

Wherever possible, it would be desirable for claims managers to help their clients
obtain full details of loan or card agreements — for example, providing statements
or similar documentation. This will normally show whether there was a PPI policy.
At the very least, it will clarify matters such as loan or card account numbers.

This information should be passed on to the financial business to help it trace

the consumer in its records.

We recognise, however, that consumers may not have a precise recollection of events —
and may not always have retained relevant paperwork. Nevertheless, in most cases the
consumer will be able to recall outline details of the relevant events — for example, the
purpose and approximate size of any loan and (at least roughly) when the loan was
taken out.





Similarly, the name of credit cards, and when they were taken out and/or cancelled,
will be matters that many consumers will be able to recall. In advising consumers,
claims managers should be able to help them recall such relevant events and should
prompt for relevant information. Again, the more information that is collected in this
way and disclosed to the financial business, the greater the likelihood that the
business will be able to trace its relevant records.

In our view, a simple general statement that a consumer was, or may be, a client
of a lender — without at least some supporting information — does not represent
appropriate claims management activity, nor a matter that would warrant any
investigation by the ombudsman.

So before complaints are referred to the ombudsman service, we would typically
expect to see evidence that the claims-management company has already taken the
following steps:

< Obtained relevant paperwork from the consumer where this is available — and
carried out a preliminary check of the credit card statements or loan
documentation, to attempt to establish whether a PPI policy exists.

= Provided enough information to enable the business to carry out a search of its
systems — including the full name, full address and date of birth of the consumer
(including in particular previous addresses and previous names), as well as
account/policy details, if available, and any other relevant information from the
point of sale.

- Completed the payment protection insurance consumer questionnaire as fully as
possible — and sent it to the financial business to help it assess the complaint.
There is a practical guide on our website at http://www.financial-
ombudsman.org.uk/publications/technical notes/ppi/guide-to-PPI-forms.html to
help complete this form.

< Provided any additional information reasonably requested by the financial
business, to help it trace the account or PPI policy.

< Considered carefully the explanation and evidence given by the financial business
— where it has explained that it can’t find the PPI policy in question — in deciding
whether or not a PPI policy actually existed.

We have also suggested a number of steps that financial businesses can take to help
resolve these issues, which should add confidence that the financial business has
acted fairly and appropriately in responding to these enquiries. Where both parties
have followed these steps, unnecessary disputes should be minimised.

To help the parties involved, we have also published a number of case studies on our
website at http://www.financial-ombudsman.org.uk/publications/technical notes/
ppi/was-a-policy-sold.html. These cover a range of situations where the parties have
been in dispute about whether the consumer had a PPI policy or not. They include
examples of how the actions of claims-management companies and businesses alike
can affect the efficient handling of a complaint.

Copies of this letter (and the similar letter | am sending to financial businesses) have
been placed on our website — and a copy has been sent to the Claims Management
Regulator (at the Ministry of Justice), the Solicitors Regulatory Authority, the Office of
Fair Trading (OFT) and the Financial Services Authority (FSA).
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I hope you will take the time to consider the contents of this letter carefully. In particular,
I hope you will take account of our observations about the actions we hope claims-
management companies will take in determining the way in which you raise and handle
PPI complaints in future.

The ombudsman service will also take these points into account when we consider
whether or not it is timely and appropriate for us to consider any individual case.

Yours sincerely

head of external liaison





January 2012
Dear financial services practitioner
disputes about whether or not payment protection insurance (PPI) was sold

| am writing to you and other financial businesses in view of the significant volume of PPI
complaints we receive, where there is a dispute about whether or not a PPI policy was
actually sold to the consumer. | have also written in similar terms to claims-management
companies.

These disputes over “‘was a policy sold?”tend to arise when the consumer says that they
are concerned they may have been mis-sold a PPI policy in connection with a credit
agreement — but cannot recall the precise details of the transaction. This might happen
for a number of reasons, including cases where the financial business did not tell the
customer that it was selling them a PPI policy, or where a claims manager has
encouraged a customer to raise concerns without due cause.

It can take a significant amount of time and effort for all concerned to get to the bottom of
these issues. Clearly, it is in everyone’s interests that unnecessary enquiries and
disputes are minimised. And where there is genuine uncertainty about whether or not a
PPI policy was sold, | would hope that both the financial business and the consumer
(and any representative) can be open and cooperative in helping each other to uncover
the facts of the situation. The ombudsman service also wants to help the parties avoid
these kind of disputes being referred to us.

In the light of this, we recently hosted an event for representatives from both financial
businesses and claims-management companies. At the event, we jointly identified the
practical steps that everyone involved could take — to improve the position for consumers
and to avoid unnecessary complaints and delays.

This showed that there was a shared will to improve the position for consumers — and a
recognition that the current position was unsatisfactory for everyone concerned. Building
on the outcome of the discussions at that event, this letter (together with the letter sent to
claims-management companies) sets out the ombudsman’s observations on the steps it
would be reasonable to expect the parties to take, to minimise unnecessary disputes and
to respond openly and fairly to the concerns of consumers.

steps to help consumers identify whether or not PPl was sold

Financial businesses cannot expect a consumer to recall all the details about a
transaction — or necessarily to have retained paperwork from the time. It is not inherently
unreasonable for a consumer to query whether or not a lending transaction took place as
they recall — and to ask whether that lending was associated with the sale of a PPI

policy.

However, the evidence available to us suggests that in some cases financial businesses
have not exercised reasonable diligence in responding to consumer enquiries about
whether or not a PPI policy was sold.

We recognise that demonstrating the negative can be difficult for financial businesses.
Nevertheless, in our view a simple general statement that a PPI policy was not sold is
unlikely to be sufficient response to a consumer query. Financial businesses will want to
consider what supporting information they can provide, to support their response and to
build confidence that they have, in fact, taken reasonable steps to trace any relevant
consumer records.





So before complaints are referred to the ombudsman service, we would typically expect
to see evidence that the financial business has already taken the following steps:

e Carried out a reasonable search of their systems (including archive systems) to
trace the consumer and to identify whether there is (or was) a PPI policy.

¢ Reviewed all the available information about the consumer — including any details
that may have changed since the time of sale (for example — names and
addresses). This information may have been available from its own records — or it
may have been provided by the consumer.

e Taken account of the fact that consumers may not know the exact date that a
policy was taken out. Businesses should avoid taking too narrow an approach in
their searches. For example, where the consumer thinks a policy was taken out in
June 2007, a search might reasonably cover several months either side of that
date.

o Asked for further information, if needed, to help trace the consumer.

¢ Clearly set out in its final response the level of investigation they have carried out —
enclosing relevant supporting documentation (for example, screen-shots, credit
agreements etc).

We have also suggested a number of steps that claims-management companies can
take, to help financial businesses respond to these enquiries openly and effectively.
Where both parties have followed these steps, unnecessary disputes should be
minimised. Where we consider the business has acted reasonably in relation to this, we
are unlikely to charge case fees.

To help the parties involved, we have also published a number of case studies on our
website at http://www.financial-ombudsman.org.uk/publications/technicalnotes/ ppi/was-
a-policy-sold.html. These cover a range of situations where the parties have been in
dispute about whether the consumer had a PPI policy or not.

They include examples of how the actions of claims-management companies and
businesses alike can affect the efficient handling of a complaint.

Copies of this letter (and the similar letter | am sending to claims-management
companies) have been placed on our website — and a copy has been sent to the
Financial Services Authority, the Office of Fair Trading, the Claims Management
Regulator (at the Ministry of Justice) and the Solicitors Regulatory Authority.

I hope you will take the time to consider the contents of this letter carefully.

In particular, | hope you will take account of our observations about the actions we hope
financial businesses will take in determining the way in which you handle PPl complaints
in future.

head of external liaison
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Annex 3

Period 1st July to 12th December 2012

#tCases assessed, where firm ...of which, did have ...of which, upheld in
alleges "no PPI" PPI policy % favour of consumer*
Barclays 242 61 25.2% 83.3%
Co-op 55 7 12.7% 80.0%
HSBC 435 95 21.8% 77.8%
Lloyds 841 163 19.4% 99.2%
Nationwide 155 6 3.9% 25.0%
RBS 489 73 14.9% 82.2%
Santander 225 24 10.7% 62.5%
Virgin 0 0 n/a n/a
Total (of above) 2442 429 17.6% 87.4%

* uphold rate applies only to cases that have now been resolved, and excludes cases withdrawn or abandoned, or
excluded for jurisdiction reasons (as per normal data publication definition)
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