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THE REGULATOR: HIS ROLE AND FUNCTION
Talmai Morgan
My starting point is to look at some of the theory behind regulation. Please do not regard this as a paean for regulation in all of its fine glory and frequent folly. I am not one of those regulators who naturally wants to regulate anything that moves, and I certainly do not agree with society’s modern obsession with over-regulation. I do not believe that men and women can live in the sort of risk-free world which some people apparently wish to impose upon us nowadays. Eventually, I believe the costs on human enterprise, perhaps even on the human spirit and psyche, will impoverish any society which wants to go down that nil-risk route. I recently read in the Times, with some incredulity, that the modern obsession with limiting risk through regulation is having absurd consequences for the Armed Forces. Health and safety inspectors have apparently recommended chlorine to disinfect the water in an assault course tunnel used by marines and suggested handrails to stop soldiers slipping up on muddy training slopes. Regulation must be limited to only what is necessary, and what is effective in terms of both practical effectiveness and in terms of cost effectiveness. It must be clear and based on common sense. We have all heard the old joke about the French bureaucrat. “Yes, I can see that it works in practice, but does it work in theory?”
Why bother to regulate at all? There are, essentially, four reasons, which cross over into each other at various points: to protect consumers, to maintain confidence in the market or jurisdiction, to improve standards and to reduce criminal usage of the financial system. The first is to protect consumers. Why can we not simply rely on the maxim caveat emptor – let the buyer beware? I am not so sure that that maxim applies anywhere nowadays. If you want to buy bread or sweets, then they are regulated by food safety regulations. If you want to buy a sofa or a bed, it is fire safety regulations. If you go to see a doctor or lawyer, then they have to be appropriately qualified and licensed. Why should the purchase of financial products and services be treated any differently from, say, the purchase of a newspaper, or going to see a film or hiring someone to mow your lawn? I would suggest that financial products and services are significantly different from the generality of most other goods and services, because they have certain, very special, characteristics. They are not purchased very frequently. How often do you – as a consumer – take out an endowment mortgage or settle a trust? The fact that this may only happen a few times during a person’s lifetime means the consumer has little experience to enable him to evaluate the product or service being offered to him, or to draw relevant lessons from his previous purchases. If he buys the wrong product, then he can only generally rectify that error at a heavy cost to himself, because of redemption policies and penalties, etc. And just how is the consumer meant to navigate his way between all of the competing products and services, clamouring for his attention? If you buy an apple or a CD, you know exactly what you are looking for, but most consumers find it extremely difficult to understand the financial products and services before them. And they are easy to mislead. They need to be able to depend on the impartial advice and assistance of market professionals, to assist them in making the appropriate decision. They cannot take the product out on a test run, and if they get it wrong, it can be a very long time before they even become aware of the faults in the product they have bought. Think of all those intelligent people who bought annuity products from Equitable Life, or who subscribed for so many split capital investment trusts. This does not mean, of course, that consumers should be protected from the volatility inherent in financial markets, but it does mean seeking to protect them from fraud, bad faith, mis-selling or from buying products or services which are too complex or unsuitable. 
There may be some people who believe in the perfection of the market. Very few markets are perfect, and the market for financial products and services is certainly not one of them. There are, of course, significant market imperfections in the market for financial products and services. One of the most significant is the so-called “asymmetries of information” between buyers and sellers in the market. The more complex the product, the greater inequalities in information and knowledge and the more difficult it is, in reality, to rely on the market to produce effective competition. Banks, of course, have a special position in our financial systems and economies, because, for many, they are the main source of funds for borrowing and – perhaps more importantly – they run the payment system within our economies and therefore have a pivotal position. Historically, they have been subject to runs, and the potential contagious effect of runs can put the entire banking system in danger. This is not so true, of course, for non-banks. Consumers can hardly monitor or supervise the providers of financial products and services themselves. They have neither the knowledge nor the resources to do so, and again, in relation to Equitable Life, I read recently in the Financial Times a letter which stated, “Private individuals cannot possibly be expected to understand the mechanics of actuarial science or the balance sheets of life insurance companies. Accordingly, they have to be able to rely upon regulation to provide some protection.” In a sense, consumers delegate this task of monitoring and supervising to the financial services regulator who then discharges this function on behalf of the consumers at large. You can even think of such delegation as taking advantage of economies of scale, but, apart from such economic matters, regulation on the grounds of consumer protection is frequently the result of political pressure. Financial scandals are not good for governments. They are frequently seen as the little man having to pay the penalty for the incompetence, sharp practice, or even the criminality of the providers of financial services, and the government will get blamed for not doing anything about it. The government must be seen to be doing something about it or it is going to lose votes. Therefore, they dream up some more regulations and talk toughly about sorting it out and making the guilty pay. 
Regulation is generally assumed to be a “free good” because no explicit charge is made for it. The consumer, therefore, thinks that it is a good thing. It may be a good thing, but it is certainly not true to say that it is a “free good”. It has a very real cost, even if it is difficult to price it. At the end of the day, the consumer pays, whether he realises it or not. But the consumer’s perception of regulation as a costless good does, of course, lead to over-demand on the part of the consumer, and can lead to over-supply of regulation because it is politically popular. Not all the effects of regulation are good ones. Consider, for example, safety nets in the form of bank deposit insurance schemes or investors compensation schemes. They create a moral hazard, because there is no incentive for consumers to make a careful selection of banks and other financial institutions, because they are going to be guaranteed their money back if something goes wrong. Consumers, perversely, may even seek higher-risk institutions which offer higher interest rates, because if the institution does not fail, they will get the higher interest rate, and if it does, they will get compensation. 
Not all of those who use the financial markets need or require consumer protection. Market professionals, sophisticated professional investors and so on, are wily, rich and knowledgeable enough to take care of themselves. Information inequalities are far less in these cases, if, indeed, they exist at all. There is no justification for regulation on the basis of removing any market imperfection. George Soros or Warren Buffet do not actually need the protection of financial regulators, but the ordinary man or woman in the street, wishing to buy a financial product or looking for advice or the provision of services, does need such protection; the public is entitled to expect fair dealing, a level of transparency and a professional level of competence.
Another basis of regulation is to maintain confidence in the market or jurisdiction. One particular example of this is to remove “cowboys” from the market, who would – or might – otherwise contaminate the reputation of the whole market, or even of an entire jurisdiction. I must confess that this was actually one of the predominant objectives for the introduction of fiduciary regulation in Guernsey. The desire was to remove from the market all those who could not demonstrate that they were fit and proper, in terms of the specific criteria set out in the law. In other words, it was an exercise in removing the dishonest and/or incompetent, and, apart from such individuals and their lawyers or those who believe in the moral perfection of the market, who can possibly argue with such a public policy objective? Financial scandals generally reduce consumer demand. Look at the current position in the United Kingdom – the pensions mis-selling scandal, the scandal of the split capital investment trusts, the endowment mortgage crisis, big losses for investors from precipice bonds. It has all created a climate of distrust. If consumers cannot feel comfortable that their hard-earned money is not going to be stolen or be destroyed by incompetence, they are not going to commit their money to the market. Many men and women today think that contributing to pension schemes is pointless because pension scheme trustees steal the money (e.g. Robert Maxwell), or that high charges eat up a large part of their contributions, so they will not save, and they will therefore become a greater resultant burden on future generations. Without regulation consumers may even withdraw from the market altogether, with consequent damage to the economy and to society at large. In this example, appropriate regulation does give some assurance about the integrity, solvency and competence of suppliers. Consumer confidence is greater if those institutions are actually supervised by government or state agencies. 
It is well-known that jurisdictions in the world may be blacklisted, marked down for enhanced due diligence or special action, or denied access to global financial markets, simply on the grounds that the jurisdiction does not have the appropriate regulation. In the case of Guernsey and the other Crown dependencies, the Edwards Report was commissioned by the British Government in 1998, specifically to look at our regulation and other matters. Since then, there have been further international initiatives from the OECD, the Financial Stability Forum, the IMF and so forth. And I am very pleased to say that all of these international agencies have been satisfied with the quality of our regulation and other matters. I am pleased because I know that it is no longer possible for a jurisdiction to put up two fingers to the international community and get away with it, unless, of course, the jurisdiction happens to be one of the “biggest boys in the playground”, which a lot of our jurisdictions are not. Specific products may be targeted by the international community. For example, in the last couple of years, I have defended the concept of trusts at various meetings of the Financial Action Task Force, but many countries appear to be quite happy to go along with some global call for the outlawing of trusts, on the grounds that we all know, they are exclusively vehicles for criminal tax evasion and other nefarious practices! The introduction of effective regulation and supervision of trust service providers has been an extremely effective argument against such ill-informed and extravagant calls, which cannot simply be ignored. 
My third reason for regulation is to improve standards. The imposition of minimum standards can, of course, remove from the market the dishonest and/or incompetent. The feeling that those continuing to operate in the market after licensing are fit and proper does enhance consumer confidence in the market. In Guernsey, we have certainly not seen any reduction in the demand for services on the grounds that the business is now regulated; indeed, it is felt by many that the reverse is the case. In other words, there is an international consumer demand for licensed service providers in high quality, stable jurisdictions, and the service providers are now pro-actively using this fact of licensing as a marketing tool. The imposition of minimum standards reassures firms that they will not themselves be undercut by competitors who would otherwise be happy to adopt lower standards. The introduction of a minimum level playing field can help prevent any drift to the bottom or market adherence to the lowest common denominator. Minimum standards should be based on good practice and not on best practice, as the jurisdiction may otherwise suffer comparative disadvantage against other jurisdictions. I also believe that an incremental approach towards the raising of standards is much to be preferred to any immediate attempt to reach the moon! Whilst talking about improvement of standards generally, it may surprise you to hear that many of the trust companies which we visit in Guernsey on an on-site inspection subsequently write back to us to thank us for the feedback we have given them. In many cases, we are seen as a sort of external consultant or unofficial adviser, and our remarks frequently lead to an improvement in working practices and controls. We are very conscious that we have an excellent opportunity to improve standards in the industry, by pointing out deficiencies in an individual business and how others – on a no-names basis – do things better.
My last reason to regulate is to reduce the criminal usage of the financial system. This is obviously proceeding on the basis that if it is more difficult to enjoy the proceeds of crime, then there will be less incentive to commit the crime in the first place. There would be fewer frauds, insider dealing cases or even tax offences, if it were more difficult to squirrel the ill-gotten gains away to some jurisdiction in an anonymous bank account which can never be penetrated by law enforcement. I suppose to an extent that must be right, though a cynic might possibly say that if all proceeds of crime were removed from the global economy then it would almost certainly collapse. The regulators do have a real part to play in curbing the criminal usage of the financial system, and I know this because, on a weekly basis, my colleagues and I know how we are able – on a pro-active basis – to prevent the commission of crime in matters such as advance fee frauds, promoting of bogus banks, promoting of pump and dump schemes, and so on, quite apart from instances where we do co-operate quite properly with law enforcement to seek to deny to criminals the enjoyment of the proceeds of crime which have already been committed. A lot of very good work which the overwhelming majority of people would applaud does go on by the regulator and others and it never sees the light of day. 
What is the role of the regulator? Should he be akin to a financial services policeman, always looking out for and investigating possible criminal misconduct, chasing crooks and putting them in prison? Certainly, the regulator should be alert to the possible misuse of the financial system, and he cannot close his eyes to breach of the criminal law. If there is evidence of the commission of a crime, it has to be reported to the appropriate authorities, and they will then have the responsibility to investigate and possibly prosecute. The regulator will have to consider as well whether regulatory sanctions are appropriate in the light of what is discovered. Was there a failure of controls which has now been remedied? Was there such a buccaneering culture within the organisation that they did not care whether they broke the law or not, let alone financial regulations? And do the managers and controllers of the organisation lack integrity? Crime is crime whether it is committed by a vicious mugger on the high street or by someone engaged in an advance fee fraud or a share-ramping scheme. The financial regulator is not a policeman, but does interface to a significant extent with policemen, and it is right that this takes place. The regulator must use all possible sources of information to assist him in determining whether a director or manager is fit and proper in all senses of the term, and law enforcement agencies do assist us in this regard. Conversely, suspicious transaction reports are made by regulators – and properly so. The relationship between the regulator and law enforcement is a symbiotic relationship: both benefit and so does society. Is the regulator akin to a traffic warden, slapping tickets on people’s windscreens for minor traffic infringements? A necessary job but hardly an approach which is calculated to build up a relationship of mutual trust and respect between the regulator and the businesses which he regulates. Should the regulator be a gatekeeper, a sort of St. Peter at the gates of heaven, keeping out the riff-raff and admitting the good? I must confess I am quite attracted by this concept: I believe we must do all in our power to exclude the dishonest and/or incompetent from the provision of financial services, and we owe this obligation to the societies of which we are part. The happy corollary of this is that if we are satisfied that we have done a decent job in excluding the dishonest and/or incompetent, then it is permissible for us (and perhaps desirable in my opinion) to get off the backs of those admitted into the Heavenly Kingdom, and not to try to prescribe in detail the way in which the good people get on with their businesses. This is not to say, of course, that the regulator can put his feet up when he has shut the gate: he does have a role to play, in my opinion, in consultation with the industry, in the development and setting of proper standards, and in the monitoring of such standards. And if such standards and regulatory requirements are not met, then appropriate sanctions must be imposed, because the imposition of the right degree of pain is part of the job of a regulator. He should not be the “bully on the beach” but neither should he tolerate sand being kicked in his face. One of the findings of Lord Penrose, in the Equitable Life enquiry in the United Kingdom, was that the regulators were supine in the face of a chief executive who was frequently aggressive in his dealings with them. The imposition of appropriate sanctions is an integral part of a sound and robust regulatory regime, and the regulator must – where appropriate – strike the right degree of fear, though I would not go so far to say that the “beatings will continue until morale improves”! Should the regulator be an ombudsman, receiving complaints from customers? Ideally not, as involvement in such matters, except where there is a cause for regulatory concern in relation to the complaint, can compromise a regulator, because he becomes sucked into demands – which are generally to force the business to repay money to the customer. Such involvement can damage the relationship between the regulator and the financial services industry: the industry would obviously resent its business practices and customer policies being effectively micro-managed and dictated by the regulator. For this reason, an independent ombudsman service is much to be preferred.
What about the costs and burden of regulation, the frequent complaint that it can blunt the edge of competition and innovation? Of course regulation costs money, but perhaps not quite as much as its detractors claim. Look at costs under three headings: firstly, the direct costs of paying the regulator for a licence. These costs can hardly be more than marginal for a financial services business. If such costs are a significant part of a company’s business costs, the company should perhaps not be in business at all. Secondly, there are the indirect costs of regulation – and by that I mean the costs incurred which would not have been incurred but for the regulators. We are not talking about the total costs of compliance because certain of those costs would have been incurred in any event, even if the regulator did not exist. Good regulation frequently requires only what a well-run, professional business would want to do in any event. Such a business would want to be able to evaluate and manage its risks, to have proper systems and controls in place, to maintain proper records, to ensure it has appropriate capitalisation and solvency, to invest in its staff and develop them, and to treat its customers fairly. I query whether all of these activities can properly be “dumped” under the heading of regulatory costs. In all fairness, I think not. I notice with interest in the newspapers recently, that HSBC said that compliance with rules and regimes cost it about $400m. last year. It operates in 79 countries and is overseen by about 370 regulators. But in its figure of $400m. it included the costs of complying with anti-money laundering regulations such as the US PATRIOT Act. Presumably, it would have had such costs in any event, if there were no regulators: what people describe as “regulatory or compliance costs” need to be analysed before one gets the whole picture. Lastly, there are distortion costs. Distortion of the market can arise because regulation actually changes the market. It may prevent or discourage new entrants to the market, and it can have a significant effect on the sort of products available in the market; these costs can quite easily be forgotten. So regulation does cost money: too much of it drives up compliance costs and diminishes the attractiveness of jurisdictions as business centres; but too little of it, however – enabling criminals to run off with money, etc., – also adversely affects the attractiveness of the jurisdiction. As in so much of life, one must maintain an intelligent balance between protection, on the one hand, and market freedom on the other.
What is the relationship between direct and indirect costs of regulation? There is great room for argument here, but some academic research states that there is about a 4:1 ratio: the indirect costs of regulation are roughly four times the size of the direct costs. I do not know if it is true, but it is perhaps an acceptable working assumption. But who is affected the most by the costs of regulation? Academic research again suggests that there appear to be strong economies of scale in regulatory costs. If this is true, it means that the cost of regulation will be felt disproportionately harder by smaller businesses, and – again – this can have an impact on competition and innovation, if it inhibits new entrants to the industry or makes it disproportionately expensive for them to remain in the industry. Moving from academic research to what has been my practical experience in Guernsey – having introduced fiduciary regulation there, which businesses have been most affected? It is manifestly the case that it is the badly-run business which is most affected by regulation, and this is because it will be compelled to spend money remedying the defects in its business, such as lack of proper systems and controls, lack of knowledge about who its customers are and the source of their funds, lack of working capital or lack of prudent insurance cover. In the most extreme cases, the badly-run business will be put out of business, and justifiably so. There is no more a God-given right to run a financial services business than there is a God-given right to set up as a doctor or dentist. You can do it if you have the qualifications and knowledge and do it properly. Otherwise keep out, and let the true professionals continue to service the public and, in the process, make a good living for themselves.
We introduced fiduciary regulation into Guernsey three years ago, and it has certainly caused some changes in the industry. The well-run professional businesses welcomed the law. They had to do virtually nothing to accommodate themselves to the new arrangements, and they saw good, pragmatic regulation as a comparative advantage for them – and for the jurisdiction – in securing high quality work. Increasingly, clients around the world want to base their affairs in good quality, stable, well-regulated jurisdictions, and not in jurisdictions which do not ask too many inconvenient questions, because the old-style of so called “tax havens” – the sunny places for shady people, which prided themselves on total secrecy and on looking the other way whenever required – or even actively assisting the tax evader or money launderer, are an endangered species, and indeed are on the verge of extinction as they totter into the bright light of modern reality. It has only been the less well-run businesses in Guernsey which have had to spend to accommodate themselves to the new fiduciary regime, and they are better for it. Some could not accommodate themselves and are no longer in business. Others struggle and look for opportunities to merge or be acquired, but such change is not bad. It is the recognition of commercial reality.
The trust sector is a business as much as the production of motor cars or the running of hotels. It is an economic activity which is engaged in for profit. It must constantly evolve and look for new markets and products. It must control its costs and secure an acceptable return on capital employed. It must be perceived to give value for money to clients. It must have properly-trained staff with good productivity. It must be able to evaluate risk and manage it accordingly, using appropriate controls and systems. The trust business is not like the priesthood: it is not a vocation; it is a business, and it must be treated as such. On the same basis, the regulator himself must never be divorced from economic reality. He must be conscious of the costs which his requirements are imposing on the industry, and which, in many cases, are then passed on to the consumer. Are his requirements strictly necessary, or are they the product of a bureaucratic mind, safely removed from the need to satisfy clients or to meet a budget? Do the requirements actually add value to the whole process, in the sense that the benefit to the consumer (and that is not always easy to measure) is greater than the cost of introducing yet more expensive form-filling or additional procedures, and yet more boxes to be ticked? Does the completion of vast amounts of paperwork actually accomplish the purpose for which it is designed, or is it just an endless paper chase which becomes an objective in itself? I believe that the good regulator should always question the purpose and likely benefit of every single requirement he imposes on the industry. 
Regulation is never going to prevent financial scandals from time to time, and any attempt to regulate all risk out of financial services is doomed to failure. It is simply not possible to operate a zero-failure regulatory regime, unless you are happy to regulate the industry out of existence, and who does that benefit? In my opinion, the regulator must understand the industry; ideally, he should previously have been employed in the industry, and hence be able to appreciate the reality of the practical difficulties and challenges faced by those in the industry. And the regulator, ideally in consultation with industry representative bodies, should devise informed regulation, which is risk-based, targeted on the most important risks in the sector, and targeted on those businesses which appear to represent the greatest risks – whether on the basis of an objective analysis of key factors, on the incidence of consumer complaints, or even on secret intelligence received from third parties. My personal preference is for regulation which is led by principles, as opposed to a raft of prescriptive rules. The fiduciary law in Guernsey is supported by codes of practice, designed in consultation with the industry. I am pleased to say that the number and extent of the rules and regulations is actually rather limited, and here I hark back to my belief in the regulator as the gatekeeper, excluding the dishonest and/or incompetent, but leaving those admitted into the Kingdom freedom to operate – providing they respect the parameters set out for competence, integrity and fair dealing. But monitoring the industry is, of course, necessary, and when problems are identified they must be speedily investigated, and – subject to due process and respect for human rights – problems must be effectively resolved, if necessary with appropriate sanctions administered to the business, the managers and its owners. 
Finally, a little bit about regulators themselves. We are not automatons. Quite a few of us exhibit demonstrable human characteristics – such as annoyance, petulance, temper or even envy. We are no more angels devoid of human emotions than anyone else. We do a difficult balancing job. If we do it well, few notice it, and there are few plaudits. If we do not do it well, there are many criticisms. I have been in regulation for five years, and one of the things I have been impressed with is the intelligence of many regulatory colleagues. Most are drawn to the job by the variety it offers, and certainly not by the material rewards – which are almost invariably inferior to those enjoyed by the people they regulate. But it does mean that there is a less than perfect transfer market between the regulator and the regulated. My closing message is that regulators must strive to achieve an appropriate balance between, on the one hand, the protection of consumers and of society as a whole and, on the other hand, market freedom, which – on the whole – also benefits society. Achieving this balance is not easy: society today demands quick-fix solutions, and we have a culture of blame: if something goes wrong, someone is to blame, and the media affixes blame, before there is a genuine opportunity to investigate whether it is justified or not. There is, frequently, a fundamental mismatch between public expectations of the role of the prudent regulator and what the regulator can reasonably be expected to deliver. I encourage the industry to work with the regulator, to formulate regulation which is well-informed, risk-based, proportionate, efficient, effective, and cost-effective, and which achieves the right balance between protection and market freedom. And dialogue and co-operation between the regulator and the regulated is essential. Our mutual interest is in devising appropriate regulation which excludes the dishonest and/or incompetent from the industry, and which provides the underpinning for the rest to get on with providing financial services in a proper manner to consumers. We both have much to gain if we co-operate and much to lose if our energies are diverted into mutual antipathy.

