umer protection

In the banking sector
Reviewing the Code of Banking Practice

The Code of Banking Practice - a self-regulatory instrument
originally published in 1993 - has recently been reviewed.
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his article explains the relevance of the Code
and its place in the regulatory framework,
discusses some of the key issues arising in
the recent review (as identified by consumer
advocates)), and explains the relationship
between the Code and the Financial Ombudsman Service.

CODES AND SELF-REGULATION IN THE
REGULATORY FRAMEWORK
Self-regulation has been a hot topic in regulatory parlance
for some years, and has been embraced by governments and
industry as a mechanism for reducing compliance costs and
facilitating flexibility in the face of rapidly changing markets
and technologies.2

Self-regulation is also formally recognised as part of the
regulatory framework for financial services, as the Australian
Securities and Investments Commission (ASIC) can approve
industry codes and industry dispute resolution schemes.3
However, as far as the author is aware, ASIC has not yet
been asked to consider approving an industry code. This
may be because there is no requirement for financial services
providers to subscribe to an ASIC-approved code. In contrast,
businesses that provide financial services to retail customers
in Australia are required, by way of a licence condition, to
belong to an ASIC-approved dispute scheme.4But another
reason may be the lack of confidence that having an ‘ASIC-
approved code’ would create significant marketing advantages
for the relevant industry members. The perception would
appear to be different in the UK. There, a Consumer Codes
Approval Scheme has been in operation since 2001, and an
initial review reported that code sponsors envisaged greater
business for members of approved codes, due to increasing
consumer confidence in the scheme.5

STATUS AND RELEVANCE OF THE CODE OF
BANKING PRACTICE
A review of the scope and operation of the Code of Banking
Practice (the Code) in 2003-2004 resulted in major
improvements, as well as a commitment to regular reviews.
In late 2007, the next review of the Code was announced
and, in May 2008, an Issues Paper was published by the
independent Code reviewer. The final report of the review
was published in December 2008.6

The Code is a voluntary one. Membership is open to
banks with retail operations in Australia, and most banks
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- including the four major banks - have adopted the
2004 Code.7

The Code can be enforced against subscribing banks
in a number of ways.

First, clause 10.3 of the Code provides that ‘Any written
terms and conditions will include a statement to the effect
that the relevant provisions of this Code apply to the
banking service ...” As a result, the commitments of the
Code effectively become incorporated into the banker-
customer contract, and non-compliance with a Code
commitment by a subscribing bank could amount to a
breach of contract, giving rights to the customer to claim
damages for any loss suffered. Although this interpretation
has not been tested in court, there is a consensus of opinion
that it is correct.8

Second, the Banking and Finance Division of the Financial
Ombudsman Service (FOS) must take into account ‘any
applicable industry codes or guidelines’ when making a
determination.9

Third, the independent Code Compliance Monitoring
Committee can impose sanctions on a subscribing bank for
non-compliance.

Finally, it is possible that a subscribing banks failure
to comply with Code commitments could amount to
misleading or deceptive conduct, in contravention of sI2DA
of the Australian Securities and Investments Commission Act
2001 (Cth), and equivalent provisions in state and territory
fair trading legislation.

Thus, although the choice as to whether or not to
subscribe to the Code is a voluntary one, the decision to
subscribe makes the commitments in the Code binding on
the subscribing bank.

THE SCOPE OF THE CODE OF BANKING PRACTICE

The Code of Banking Practice includes both broad

commitments or principles and detailed rules.
The Code includes commitments to:

= continuously work towards improving standards of
practice and service (clause 2.1(a));

= promote better-informed decisions about banking services
(clause 2.1(b)); and

= act fairly and reasonably to customers in a consistent and
ethical manner (clause 2.2).

The scope of these commitments is potentially very wide. An

issue raised in the review was whether these commitments
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give additional rights or causes of action to consumers with
a banking dispute. For example, can a bank contravene
clause 2.2 (acting fairly and reasonably), and thus be liable
for sanctions, even if it has not breached any of the specific
rules-based provisions in the Code?10 Consumer advocates
suggested that consumers should have independent rights
under clause 2.2.11 However, UK courts have taken a
different approach to a similar fairness principle in the UK
Banking Code. In a 2002 case, the court took the view that
the Banking Code was a regulatory code that ‘guides’. This
led the court to emphasise the all or nothing character of
ss2.17 and 2.18 (as rules) and to discount the importance
of the general promise to 'act fairly and reasonably’ in all
dealings with customers.2

As a result, in the absence of the breach of the specific
rules of the UK Banking Code, the guiding principle of
fairness could not ground a separate claim.13

The final report of the Code review did not support an
expanded role for the key commitments in clause 2. Instead,
it recommended that the commitments be treated as general
guiding principles, to be interpreted by reference to the
more detailed Code provisions.4

In addition to these guiding principles and commitments,
the Code contains detailed rules on:
= disclosure and content of terms and conditions and other

documents;
= timeframes for changes to terms and conditions;
= joint accounts and subsidiary cards;
= guarantees;
= code monitoring and promotion;
= internal and external dispute resolution; and
= other matters.
The full text of the Code is available from the Australian
Bankers’ Association (ABA) website.5

ISSUES RAISED BY CONSUMER ADVOCATES IN
THE CURRENT REVIEW
Consumer advocates regard the Code of Banking Practice
as one of the more effective codes in the financial services
sector. It has ‘provided significant benefits to consumers’,
and has ‘aided in the resolution of disputes, both in the
BFSO [now FOS] and in informal negotiations’.16

However, consumer advocates also argued that the current
review provided an opportunity to improve standards,
particularly given the changes that have been introduced
or proposed in other self-regulatory instruments.I7 These
include new or proposed codes for the Mortgage and Finance
Association of Australia (MFAA Code); credit unions and
building societies (Abacus code), and the UK banking sector.

This development highlights the potential for the regular
review process of industry codes in the same or related
sectors to gradually ‘ratchet up’ standards over time, as
each code sponsor responds (or is asked to respond) to the
changes made in the codes of their competitors.18

Three important areas where consumer advocates
recommended changes to the current Code, and to
the interim recommendations in the Issues Paper, are
discussed below.

Credit assessment and responsible lending
The 2004 Code introduced a new provision on credit
assessment:

‘Before we offer or give you a credit facility ... we will

exercise the care and skill of a diligent and prudent

banker in selecting and applying our credit assessment

methods and in forming our opinion about your ability

to repay it.’9
This clause was a very significant addition to the Code;
however, consumer advocates remain concerned that
cases of irresponsible lending are still too frequent. The
impact of irresponsible lending practices is likely to
worsen in the current financial crisis. While supportive of
clause 25.1 at the time it was introduced, more detail is
now needed.

The Review Issues Paper suggested that the Code
should include a general principle of responsible lending,
which is strongly supported by consumer advocates.
However, for such a principle to be of practical assistance,
it needs to be supplemented by more detailed guidance
in the Code. In particular, consumer advocates suggested
that banks should be required to take reasonable steps
to ensure that (i) the product meets the needs of the
customer; and (ii) the customer has the capacity to
repay the loan without hardship. There is little support
for expanded use of credit and behavioural scoring as a
mechanism for assessing capacity to repay:

‘Credit and behavioural scoring might be effective for

managing the banks’ risks. However, if there is no

reference to an individual consumers actual capacity

to pay at the time of making the loan, or increasing

the credit limit, then it is not effective in protecting the

interests of that consumer.’2
The development of a ‘maladministration’ jurisdiction
in the industry dispute resolution schemes,2l and the
outcome of recent cases under the Contracts Review Act
1980 (NSW), such as Perpetual Trustee Company Ltd v
Khoshaba,2 and under the Consumer Credit Code, such
as Permanent Mortgages Pty Ltd v Cook,Z also highlight
the importance of lenders properly assessing borrowers’
capacity to repay, without relying solely on credit and
behavioural scoring.

Consumer advocates’ recommendations for improved
provisions on responsible lending were based on the
provisions in the draft Abacus Code and draft finance
brokers legislation, reinforcing the notion described above
of using competitor codes to increase the standards of
codes under review.

The final report of the review recommends the inclusion
of more detailed guidance on lending requirements.24
However, it has not taken up some of the suggestions of
consumer advocates that, for example, the Code should
prescribe some circumstances in which unsolicited offers to
increase credit card limits cannot not be made.

Financial hardship
A new provision on financial hardship was also introduced
in the 2004 Code:
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‘With your agreement, we will try to help you overcome

your financial difficulties with any credit facility you have

with us ..,’5
Again, this provision was warmly welcomed by consumer
advocates at the time. In their response to the Review
Issues Paper, they commended the implementation of this
provision by the banks, noting that:

there are many excellent examples of banks

implementing clause 25.2 in an effective manner, and

improving their practices and processes to the benefit of

consumers. This is particularly the case in banks that have

instituted a dedicated hardship team.’®
Despite positive outcomes in many cases, consumer
advocates also report implementation issues, including
poor communication, difficulty in getting referred to the
right part of the bank, lack of timeliness, failure to confirm
agreements in writing, unrealistic expectations about
repayment plans, a lack of clarity about what happens at
the conclusion of a short-term repayment plan, and too
frequent application of a ‘one size fits all’ approach to
consumers in hardship. Failure to advise consumers of
their rights, under the Consumer Credit Code, to request
a variation ol their contract on the grounds of hardship, is
another issue of concern.Z7

As with the issue of responsible lending and credit
assessment, consumer advocates were of the view
that the time was right for the Code to include more
detail on appropriate responses to financial hardship.
Again, provisions in the Abacus and MFAA codes were
suggested as starting points for amendments to clause
25.2. Suggested additions included obligations to provide
information about hardship processes, and contact details,
on default notices; to confirm arrangements in writing;
and not to initiate enforcement action while a hardship
application is being considered.8

The final report of the review has taken on board a
number of these suggestions, and has recommended
expanded and more specific provisions on financial
hardship.® Importantly, it has recommended that
enforcement action should not be started while a bank is
considering a financial hardship application.3

It is interesting to observe the potential development of
clauses 25.1 and 25.2 in the Code. These clauses deal with
difficult issues, where it is not immediately easy to draft
detailed rules. By initially couching the clauses in very
broad terms, it has been possible for banks, consumers,
and consumer advocates to approach individual cases in
a very flexible manner, and to explore innovative ways
of responding to those cases. However, now that there
is some experience with the operation of these broad
principles in practice, it is timely to introduce some
greater specification and guidance to industry and to
consumers.

Code monitoring and sanctions

Appropriate monitoring and sanctioning procedures give
consumers confidence that a self-regulatory scheme wiill
have some teeth and credibility. Monitoring arrangements
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for the original Code were heavily criticised in the
2003-2004 review, and the reviewer recommended a
new, more robust, approach. The ABA subsequently
established the independent Code Compliance
Monitoring Committee (CCMC), with powers to monitor
bank compliance with the Code, and to investigate and
make determinations on allegations of non-compliance
(clause 34).1
The Review Issues Paper highlighted a range of concerns
about the effectiveness of the CCMC, including the lack
of clarity surrounding the relationship and respective roles
of the CCMC and the then Banking and Financial Services
Ombudsman (now the FOS). The lIssues Paper included
an interim recommendation that, if implemented, would
see the FOS play a greater role in allegations of code
breaches. Among other things, all alleged breaches of the
Code would be referred to the FOS for determination as
to whether the matter should be dealt with by the FOS, or
referred to the CCMC.2
While concerned about the relationship between the
CCMC and the FOS, consumer advocates argued that the
CCMC should remain independent of both the FOS and
the industry. The functions of compliance monitoring
and dispute resolution are very different, and merging or
blurring them risk compromising the effectiveness of either
or both. However, consumer advocates acknowledged
the complementary nature of these functions and the
critical importance of a close working relationship with
the bodies responsible for compliance monitoring and
dispute resolution. Information-sharing is a key part of that
relationship.3
In responding to the Issues Paper recommendation,
consumer advocates strongly believed that:
= Consumers should retain the right to make a complaint
directly to the CCMC, without that complaint having to be
mediated through FOS;
= Consumers should be able to refer matters to the CCMC
by the FOS, without having to make a separate complaint
to the CCMC;
= The roles of the CCMC and the FOS should be clearly
delineated;
= The CCMC and the FOS should make commitments to
appropriate information-sharing, staff training, and joint
promotion and publication activities.3}
Another issue raised in this context was the risk of differing
interpretations of Code provisions. Merging the functions
of compliance monitoring and dispute resolution might be
one way to eliminate this risk. However, given concerns
about the need for CCMC independence, consumer
advocates did not favour this option, instead arguing that
the risk could be managed by appropriate communication
between the CCMC and FOS.3
The final report of the review acknowledged the concerns
raised by consumer advocates, but took the view that
functional independence of the CCMC could be achieved by
establishing the CCMC as a separate unit within the FOS,
reporting directly to the FOS Board, and with separate terms
of reference.%
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DISPUTE RESOLUTION - THE OTHER ARM OF
SELF-REGULATION
A discussion of the Code would not be complete without
reference to the dispute-resolution processes envisaged by
the Code. Clause 35 requires Code subscribers to have both
an internal and external (and approved by ASIC) process
for handling disputes with customers. All of the banks
currently subscribing to the Code have joined the FOS,
which was formed inJuly 2008 when the Banking and
Financial Services Ombudsman (BFSO) merged with the
Financial Industry Complaints Service, and the Insurance
Ombudsman Service.3

The dispute-resolution service offered by the FOS is free
to consumers; and the Banking and Finance Division can
consider disputes with a monetary value of up to $280,000.
If accepted by the disputant, decisions are binding on the
FOS member. On the other hand, consumers can reject a
decision from the FOS, and then pursue their dispute in
another forum (for example, a court). The FOS focuses on
mediation and conciliation to resolve disputes, but it also
has the power to make determinations. In exercising this
power, the FOS must take into account:
1. the law;
2. applicable industry codes or guidelines;
3. good industry practice; and
4. fairness in all the circumstances.3
In 2006/2007, the former BFSO (now the Banking and
Financial Division of the FOS) received over 30,000 calls
and 6,446 new cases nationally, and over half of these cases
involved consumer or housing finance.® Over the same
period, the Commercial Division of the Consumer, Trader
and Tenancy Tribunal in NSW (dealing largely with credit
matters) received 348 applications.d0 It is clear that the
BFSO (and now the FOS) is the primary venue for resolving
consumer banking disputes.

CONCLUSION

The Code of Banking Practice is a very significant instrument
for consumer protection, with application to consumers and
small businesses. Consumer advocates believe that the Code
has worked very effectively over the last three to four years,
but have suggested improvements to ensure that the Code
regains its former place as the benchmark for consumer
codes in the financial services sector. The recently finalised
review of the Code paves the way for further developing the
obligations taken on by subscribing banks, and the amended
Code will no doubt also be a reference for future code
review processes in other parts of the financial services
sector. Practitioners advising on consumer and small
business banking matters would do well to develop an
understanding of the Code principles and application, as
well as of the jurisdiction and powers of the Financial
Ombudsman Service. =
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