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Response to the LSB’s consultation on developing a regulatory regime for ABS.

Introduction

1.

The Law Society welcomes the opportunity to respond to the Legal Services
Board (LSB) consuitation on the way in which the provisions in the Legal
Services Act concerning alternative business structures (ABS) should be
implemented. We summarise our response to the consultation here; our
response to the individual questions are set out in Annex A.

Background

2.

The Law Society has supported the introduction of what have come to be
known as ABS since 2002. At that stage, the Law Society considered the
issue in the context of the Solicitors Practice Rules, which restricted
employed solicitors from providing legal services to their employers'
customers. The Law Society concluded then it should be possible for
solicitors to provide legal services to the public through any entity, provided
that the public and consumer safeguards associated with existing solicitors’
practices were maintained.

The Law Society has consistently supported the introduction of ABS ever
since. The Society originally hoped to regulate such entities through its
existing reguiatory arrangements. However, the Society's then existing
statutory powers applied only to solicitors, and did not cover either non-
solicitor managers or-non-solicitor owners of legal businesses. The Law
Society then considered regulating such bodies through contractual
arrangements with prospective non solicitor managers and owners who
agreed to accept the Society’s regulatory regime. But leading counsel
advised that the Law Society’s statutory powers could not be supplemented
by contractual provisions in this way.

Accordingly, the Law Society sought amendment to its statutory powers to
enable it to regulate non-solicitor managers and owners. Officials in the then
Department of Constitutional Affairs were sympathetic to that proposition, but
it was not possible to find Parliamentary time to deal with the matter until the
Government brought forward the Legal Services Bill, following Sir David
Clementi's report.

The Legal Services Bill Provisions

5.

The provisions on ABS in the Legal Services Bill attracted considerable
controversy during the Bill's passage through Parliament, particularly in the
House of Lords. Many members were concerned that it would be impossible
to permit such entities to operate without undermining the professional values
which currently underpin the provision of regulated legal services. Others
were concerned that, even if the new entities operated ethically, they would
be likely to damage access to justice by cherry-picking legal work which
could relatively easily be dealt with in a standardised way, leaving members
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of the public unable to find sources of representation in more diverse,
complex and less profitable matters.

The Law Society recognised those concerns, and worked with
Parliamentarians to ensure that the Act provided effective safeguards against
them. The key safeguards were:-

» Strict requirements concerning the fitness to own of potential external
owners, and the fithess to manage of potential non-lawyer managers.

* A requirement that ABS would be regulated by the same regulators as
existing law firms.

* Arrangements to ensure that ABS could be subject to the same conduct
of business rules, and the same public and consumer protections, as
other law firms.

¢ Arrangements to ensure that the potential impact on access to justice was
taken into account in licensing decisions.

The final form of the Act contained safeguarding provisions on all those
issues which should be adequate. The Law Society therefore continues to
support the proposition that ABS should be permitted to operate, alongside
existing law firms, in accordance with the provisions of the Act.

The Legal Services Board’s approach

8.

10.

11.

in implementing the provisions of the Legal Services Act, the LSB needs to
ensure that the intentions of Parliament are fully reflected.

Parliament intended that the front-line regulators of ABS should be the
approved regulators, in their capacity as licensing authorities. The Act
provides that LSB can regulate ABS direct only if and when there is no
licensing authority able and willing to licence bodies of any particular sort.

The Board’s task at present is to begin the process of making rules specifying
how it will determine applications from approved regulators to become
licensing authorities. It is premature — and inconsistent with the provisions of
the Act — for the Board o consider becoming a licensing authority itself, at
this stage.

The LSB can legitimately set an aspirational date by when they would hope
approved regulators would have licensing arrangements in place. But it is
impossible to know at this stage what issues will arise in consultation, or how
difficult it wilt be to resolve them. The success of ABS — and the reputation
internationally of the English and Welsh system of regulation of legal services
— depends upon ABS being implemented in a way which fully maintains
consumer and public protections. It is essential that is not overlooked in the
rush to meet an arbitrary deadline. The Law Society's regulatory arm, the
Solicitors Regulation Authority (SRA), is determined to be ready to license
ABS as soon as possible. The Law Society is committed to giving SRA all the
assistance it needs to achieve that. We are confident they can succeed.
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12.

In the light of that, the Law Society believes the LSB should adopt the
following key principles in approaching its tasks and in considering any
guidance which it wishes to offer to prospective licensing authorities.

e Primary responsibility for the regulation of ABS rests with the approved
regulators, rather than with the LSB. Unless existing legal regulators are
unable or unwilling to regulate ABS, the LSB's role is as a supervisor,
rather than as a licensing authority.

» Public and consumer protections are best secured by ensuring that ABS
are treated so far as possible in the same way as other comparable law
firms.

+ ABS should thus in principle be subject to all the regulatory requirements
governing other law firms. Any rules which are thought to be unduly
burdensome should be removed or relaxed for all law firms, not just for
ABS.

» ABS should have indemnity insurance arrangements, and compensation
fund arrangements which provide the same protection for consumers as
the arrangements operated by other law firms.

» Each prospective licensing authority should work out its approach to
these issues and present it for approval to the L.SB. Licensing authorities
should ensure that the ABS they regulate are dealt with in the same way
as the traditional law firms they regulate, rather than by a separate regime
applicable to all ABS regardless of their regulator.

*+ The Act was specifically amended to require licensing rules to pay
particular attention to impact on access to justice. Whilst that does not
imply any presumption that ABS necessarily threaten access to justice, it
is a provision which Parliament is entitled to expect licensing authorities
and the LSB to treat seriously.

Access to Justice

13.

14.

Improving access to justice is one of the regulatory objectives binding the
LSB and all approved regulators. But Parliament also included a subsection
in the part of the Act dealing specifically with ABS, requiring licensing rules to
contain provisions as to how the licensing authority should take account of
improving access to justice in connection with applications for licences. We
believe each licensing body will need to ensure that its licensing rules require
full consideration to he given to the impact on access to justice when
determining applications for an ABS licence. There is increasing concern
amongst the judiciary, Parliamentarians and lawyers at the reduction of
access to justice for those areas where in times of financial stress, there is a
greater need for assistance including housing and family matters. It would
indeed be unfortunate if the reduction in access to justice arising from
reduced public funding was exacerbated by the introduction of ABS. The Law
Society is concerned that the tone of the consultation does not seem to
appreciate fully the concerns underlying Parliament's. The Law Society is
anxious to help achieve a full appreciation of these issues.

This does not mean making an assumption that ABS are likely to have a
detrimental impact on access to justice overall. ABS have the potential to
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15.

16.

17.

18.

19.

provide additional outlets from which consumers can obtain legal help. if ABS
have a greater propensity than other law firms to be open in the evening and
weekends, or to provide services primarily over the internet, they could make
a worthwhile contribution to enhancing access to justice.

But there are also significant dangers, primarily in the field of legal services
provided to individuals. The dangers arise first from the possibility that some
new entrants will provide legal services on a much greater scale than most
existing law firms, so that they may well make it difficult for some existing
firms to survive, and secondly from the fact that new entrants are unlikely to
have the same degree of commitment as many existing firms to providing
effective access to justice to individuals. ABS are instead likely to operate
almost entirely for commercial motives. We do not criticize potential owners
of ABS for that — it is possible to operate primarily for commaercial motives,
and yet provide an entirely professional service. But it is necessary for policy
makers to guard against the possible dangers to the public interest arising
from that approach. In particular, new commercial entrants are unlikely
willingly to provide services which are not profitable, even if they could be
cross-subsidised from other services. So areas of law which give rise to
considerable complexity, cannot readily be routinised, or are not profitable,
are unlikely to be offered by new commercial providers. Many of these will be
in the area of social welfare law of one sort or another.

That might not matter if it was clear that the existing law firms which provide
those services alongside other legal services will continue to be viable. But
those firms will be at risk if new entrants, offering a mass market service,
dominate the provision of areas of law such as conveyancing, probate work
and personal injury work in particular geographical locations.

The risk to access to justice is exacerbated by the fragility of many smail law
firms. There is a real risk that the availability of vital legal services in many
communities could be undermined if existing law firms were to be forced out
of business as a result of new providers entering the market and cherry
picking the most profitable work.

This highlights the importance of licensing authorities giving full attention to
the requirement for licensing rules to pay particular attention to the impact on
access to justice. Wherever a particular application poses such a risk, the
licensing authority will need to impose appropriate conditions on the grant of
a licence to minimise that risk.

There are a number of ways in which such conditions might be imposed. One
possibility would be for licences to be granted subject to the new provider
agreeing to offer services in particular areas of law where problems of access
might otherwise be expected to arise rather than being free to cherry pick
profitable work. Another option would be that, where there is a risk of an
application having a damaging impact on access to justice in a particular
location, the grant of a licence should be subject to the new entrant giving
financial support to firms which currently provide the legal services but are
imperilled by the new entrant, or funding a legal advice centre to provide the
services. A third option would be to make it a requirement of the licence that
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20.

21

the ABS provide such support if, as a result of the ABS's arrival, there
followed a significant decline in the number of firms providing such services.

We recognise that this approach could involve significant work for licensing
authorities. First, they would need to take a view on what an appropriate level
of such services in each area ought to be. Secondly, an impact assessment
on local firms would be needed to establish the effect of the new business on
local services. The cost of that assessment would need to be borne by the
applicant. Although this might seem a cumbersome procedure, it would be
highly beneficial if it enabled the approach to ABS licensing fully to take into
account Parliament's concerns about access to justice. And of course it
would be needed only in respect of applications which, on the face of it,
appeared to have a potentially adverse impact in access to justice.

It follows from the regulatory objectives of the Legal Service Act that ABS
licences should not be granted when the overall effect of doing so would be
to damage access to justice, unless there were overwhelming countervailing
factors in terms of the other regulatory objectives.
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Annex A

The foliowing paragraphs of this response answer the specific questions posed in the
consultation.

Question 1 - What are your views on whether the LSB’s objective of a mid-2011 start
date for ABS licensing is both desirable and achievable?

22. As noted above the Law Society supports the creation of ABS on the basis
set out in the Legal Services Act 2007. We have been in favour of changes to
the rules in this area since 2002 and as our track record indicates we are
keen to see these in place as soon as the necessary regulatory
arrangements can be put in place.

23. However, we have always recognised that opening the market in this way will
raise significant issues about fithess to own law firms and about ensuring that
the public is protected from conflicts of interest and has access to services of
an appropriate standard. In implementing the Act, the LSB’s primary aim
should be to ensure that robust systems to protect consumers and the public
are put in place by approved regulators licensing ABS.

24. Putting in place a regulatory framework to ensure the consumer is fully
protecied will be compiex. These issues may take some time to resclve and
may cause the implementation process to take longer than originally hoped,
as was the case when implementing LDPs as the first stage towards ABS.

25. The LSB should work closely with regulators and have ongeing discussions
about the timelines for implementing a regulatory system so that time is
allowed for the risks to be properly considered and a regulatory framework
put in place to mitigate those risks. Forming a stakeholder group representing
all those with a key interest in the regulation of ABS and regularly consulting
with this group will help the LSB achieve this.

26. The LSB should note that The Legal Service Act 2007 only allows the LSB to
accept licence applications where there is no competent licensing authority or
potentially competent licensing authority. There is no legal basis for the LSB's
stance that, if there is no competent regulator by the set deadline, they may
act as the regulator.

Question 2 - How do we ensure momentum is maintained across the sector towards
opening the market?

27. There are several external factors that are already driving the move to open
up markets. For instance there has been a growth in oniine and telephone
legal advice being provided by regulated and unregulated firms. Further
investment will be likely to expand this further.

28. Big brands such as Which?, Co-op and Halifax already have separate
businesses which provide legal advice using a well known brand name. it is
likely that other big brands will start supplying this type of advice and may
wish to use the ABS route to do so. A public and consumer benefit would
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29.

arise from bringing within the scope of regulation, through ABS licensing, as
much as possible of the legal advice provided by all such brand owners.

It is difficult to see how the LSB can influence the move to an open market as
there are various external factors at play. However limiting uncertainty about
the future for ABS and LDPs will encourage more companies to start looking
at the potential benefits of ABS.

Question 3 — What are your views on whether the LSB should be prepared to license
ABS directly in 2011 if necessary to ensure that consumers have access to new ways of
delivering legal services?

30.

31.

It was made clear in Parliament that the LSB was to be the regulator of last
resort. Schedule 12 of the Legal Service Act 2007 sets out the circumstances
when the LSB can act as a regulator of ABS and only permits it to do so
where there is no competent or potentially competent regulator in place. It is
clear that there are potential regulators e.g. the SRA and therefore the LSB
should allow these regulators to put in place robust systems to regulate ABS.
The SRA starts from a credible base of relevant experience in regulating
legal services; it is well placed to acquire the necessary expertise to enabie it
to regulate ABS effectively. Accordingly, we do not think the question of
whether 1.SB should be prepared to license ABS directly in 2011 will arise.

For the LSB itself to put in place a system to enable it to regulate direct would
be costly, as it would require additional staff and new IT systems. Such a
licensing system is likely to duplicate systems that will in any event be set up
by the SRA and Council for Licensed Conveyancers (CLC). Creating a
duplicate licensing system would be costly to the sector; wouid not follow the
principles of better regulation, and would be inconsistent with Parliament's
intentions.

Question 4 - How should the LSB comply with the requirement for appropriate
organisational and financial separation of its licensing activities from its other activities?

32,

In our view, this question is unlikely to arise if the LSB works appropriately
with the existing regulators. In the unlikely event that the need does arise,
consideration will need to be given then to the best means of achieving
separation. The approach currently used as between the Law Society and
SRA would be a useful starting point.

Question 5 - How do you expect the legal services market to respond and change as a
result of opening the market to ABS?

33.

Some existing providers will no doubt attract external investment, which
accompanied by new management may provide for better services to clients.
This is unlikely to increase access to justice to any significant extent, as the
consumers who are clients will have enjoyed access to such firms for many
years, the firms themselves obviously being successful encugh to attract the
investment. Such investment may lead either to acquisition of other firms or
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to existing owners simply enriching themselves. The intent of the introduction
of ABS is obviously that of providing competition and innovative services for
the many. The financial meltdown may inhibit new entrants to the market
setting up new enterprises on any scale. Such new providers of services will
have to be as innovative as are many existing providers. Access {o legal
services of some types may be improved but overall access to justice may
well suffer unless protective measures are taken. This issue is more fully
discussed under question 21.

Question 6 - In what ways might consumers of all types - including private individuals,
small businesses and large companies — benefit from new providers and ways of
delivering legal services?

34,

35.

36.

it is difficult to predict exactly what benefits to consumers might arise from the
creation of ABS. Beyond greater access fo external capital, it is difficuit to
identify benefits arising specifically from new providers. It is often argued that
new providers would innovate to a greater extent than current providers but
the evidence for this is limited.

It would be a mistake to suppose that existing providers are other than
innovative, that will be reinforced as the prospect of new competition
becomes real. Those who know and understand the market anticipate greater
competition in the areas of properly and probate but little elsewhere. There
are already over 10,000 entities engaged in often fierce competition which
has already produced better service, increased innovation and cost saving. It
is doubtful whether ABS will lead to cost savings for small businesses. For
large companies it will be a matter for them to determine if they wish to move
away from existing suppliers where they shouid already have the bargaining
power {0 secure economies on cost of services.

The impact of ABS on access to justice and on service users will need to be
monitored carefully in case adverse consequences emerge that require
regulatory intervention.

Question 7 - What opportunities and challenges might arise for law firms, individual
lawyers, in-house lawyers and non-lawyer employees of law firms as a resuit of ABS?

37.

38.

Some opportunities will arise for lawyers and firms as result of ABS including
the opportunity to try out new business models and for non-lawyers to have a
stake in a the firm, thus allowing firms to raise new capital and gain new
expertise. The ability to recruit non-lawyers as managers may lead more
lawyers to concentrate on their legal work while the non-lawyers concentrate
on the business aspect of a firm.

Some employed lawyers may be directly exposed to the tension between
profit and compliance with regulatory obligations. it is important that they
should retain their sense of individual responsibility for their actions or failure
to act. This may be particularly true where non-lawyer owners come from an
unregulated sector and are unused to compromising profit to meet regulatory
objectives. Though tensions between profit and regulatory compliance clearly
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oceur in traditional law firms, the impact of non-lawyer owners is an unknown
and the licensing body will need fo be aware of this additional issue.

Question 8 - What impact do you think ABS could have on the diversity of the legal
profession?

39.

40.

41.

42.

43.

The legal profession is already a fairly diverse profession and is becoming
more so. The Law Society has striven to raise awareness of equality and
diversity issues within the profession,

On the limited evidence available, the Law Society has no reason to expect
any significant overall impact on the diversity of the profession from the
infroduction of ABS. There is little information regarding how the
implementation of ABS may affect areas of diversity such as age and
sexuality. However, it has been predicted that ABS will have a negative
impact on small high street firms as people move away from using these
firms to using large brand names to provide legal services within key areas
such as will writing, conveyancing and personal injury work. There are a
disproportionately large number of solicitors from BME groups working within
these smaller firms and so the loss of a large number of these firms may
damage the diversity of the profession.

More positively, the creation of ABS will create new types of firms and new
job opportunities. These new job opportunities may encourage those who
would not normally consider a career in the legal profession to work within
the broader legal profession and thereby increase its diversity.

The creation of ABS may mean that there are more large firms. Larger firms
often have greater scope for providing flexible working than small or medium
size firms. Increased levels of flexible working may atiract a more diverse
range of employees.

Equality and diversity requirements required by regulators should apply
equally to ABS and traditional law firms.

Question 9 - What are the educational and developmental implications of ABS and what
actions need to be taken to address them?

44,

The main educational implications of ABS relate to regulatory concerns. Both
lawyers and non-lawyers will need to be clear about the new regulatory
framework and their responsibilities within that framework. This will apply to
owners as well as managers and shouid be considered as part of the ‘fit to
own test’. There are special roles for the Head of Legal Practice and Head of
Finance and Administration. The people fulfilling these roles will need to be
trained on their duties under the Act and how to fulfil them.

Question 10 - Could fewer restrictions on the management, ownership and financing of
legal firms change the impact upon the legal services sector of future economic
downturns?
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45. Fewer restrictions on financing and ownership may allow law firms to become
more flexible and therefore better able to weather changes in the global
economy. However the new arrangements will also allow law firms to take
greater financial risks e.g. floating on the stock market to gain capital for fast
expansion. This will leave some firms vulnerable in a sharp downturn and
arrangements will need to be in place to protect consumers and the public
where this does occur. This can, in principle, be secured by requiring ABS to
meet the equivalent requirements as other traditional law firms as to
indemnity insurance, compensation fund arrangements and handling of
client's money. It wili be important therefore to consider the compensation
fund and indemnity insurance issues in detail prior to the licensing of ABS. [t
will also be important to consider the new challenges that the scale of such
future ABS may pose. The partnership model has a good record in terms of
risk which will need to be replicated in ABS notwithstanding a future where
equity capital may be raised from non-business owners and where there will
be no personal liability on some business owners and managers.

Question 11 - What are the key risks to the regulatory objectives associated with
opening the market to ABS and how are they best mitigated?

46. We deal elsewhere with the risks to access to justice potentially arising from
ABS, and suggest measures to mitigate that.

47. Leaving that aside, all the risks applicable to traditional law firms will also
apply to ABS and therefore regulators should not seek to create a completely
different system of regulation for this sector. Regulators should ook to
minimise any additional regulation and ensure that regulation is targeted at
high risk activities in line with the principles of better regulation.

48. There are some additional risks posed by ABS because they can be owned
and financed in different ways from traditional law firms. Key to mitigating
risks posed by ABS are strict requirements on fitness applying to all those
involved in the ownership and management of law firms, and education of
non-lawyer managers and owners so that they understand the rules lawyers
must adhere to when practising.

49. ABS will be able to gain funding from a variety of sources including private
equity firms, private investors and stock markets and this may pose a risk to
the regulatory objectives. Specific provisions will be needed both to ensure
that any investors are fit and proper to own, and to delineate the scope of the
influence they are permitted to have on the running of the firm. In some cases
ABS will be part of a much larger organisation and its finances will be tied up
within this organisation. To understand and mitigate the risks of these new
financial arrangements will require training and substantial new expertise for
many regulators. More widely education and training may alsc need fo be
provided for lawyers so they understand the risks and opportunities.

Question 12 - Are there particular types of business structure or model which you
consider to present a particular risk to the regulatory objectives?
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50.

51.

52.

53.

54.

Multi-disciplinary practices providing combinations of service which could
give rise to conflicts of duties represent a risk to the regulatory objectives. Sir
David Clementi raised concerns in his review about the risks of multi-
disciplinary practices (MDPs).

There may be cases where the potential conflicts of interests within an ABS
are so great that they should not be licensed. For instance the duty of an
auditor to report information directly conflicts with a solicitor's duty of
confidentiality. It is unlikely that an MDP proposing to offer auditing services
alongside legal advice would be able to overcome this conflict of duties.

Wherever firms are owned by businesses with other interests, it will be
essential to ensure that the ABS is ring-fenced from other parts of the
business and that information about clients is not improperly transferred
ouiside the ABS.

it is possible that new owners may set up complex business structures with
multiple companies that may obscure risks — for example, there may be
complex referral arrangements and attempts to take non-reserved work out of
the scope of regulation. This is a clear regulatory risk and reguiators will need
to ensure they have the systems and expertise to untangle such structures
and consider the risks arising from them as part of a thorough fitness to own’
test. Where prospective owners cannot demonstrate that their business
structures are acceptable, their applications should be refused.

There may be instances where the sheer scale of the proposed ABS
operation exceeds that of any existing firm, and that scale alone may
intfroduce different regulatory issues. The Law Society considers that the
development of the different strands of the fitness to own’ test will be crucial
in mitigating any risks from non-lawyer owners. We note however that putting
in place a robust regulatory system will need to be baianced with ensuring
that the system is proportionate and targeted. Licensing authorities will also
need fo consider the potential impact especially on access to justice, if a
large ABS firm were suddenly to leave the market.

Question 13 - What conflicts of interest do you think might arise in relation to ABS and
how should they be managed?

55.

56.

We agree with the examples provided by the LSB on areas of conflict. The
rules regarding conflicts of interests should apply to ABS in the same way
they apply {o traditional law firms.

One particular area of concern arises over the involvement of institutions that
control access to some legal services — for example, insurers — who may well
have an interest in the outcome of a case and certainly have an interest in
the costs. These interests may conflict with those of the consumer and it will
be important to ensure that prospective owners are not permitted to operate
ABS in a way which compromises consumer interests or which impedes
client access to independent advice.
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57. There are particular challenges arising from conflicting professional duties
within MDPs where some of those participating continue to be regulated by
non-legal regulators This will need detailed consideration before MDPs could
sensibly be permitted.

Question 14 - How should licensing authorities approach entity-based regulation and
what are the main differences from the traditional focus on regulating individuals?

58. This question applies to both ABS and traditional law firms as some
regulators, such as the SRA, are using entity-based regulation for both types
of firm. Regulation focused on individuals tends to focus on individuals’
actions and is often reactive. Firm-based regulation allows a more proactive
approach and can focus more on the overall systems of a firm. Firm-based
regulation allows regulators to focus primarily on the systems in place to
reduce the likelihood of, and mitigate, the effects of these mistakes or to stop
the mistake occurring again.

59. This form of regulation, however, will require a change in mind-set by
regulators and may mean that regulators will need to employ new expertise.
The SRA is already moving to firm-based regulation and its experiences may
prove useful for other regulators considering this move.

60. One of the advantages of firm-based reguiation is that it should reduce the
risk of individuals being inappropriately blamed for failures of the
organisation. There is, however, a danger that heavy-handed regulation will
result in sanctions being routinely imposed on both the individual and the
firm. We believe that clear guidance should be developed to ensure that this
does not occur and indicate when the firm should be primarily responsible
and when the individual should be. Without this, it will be difficult for the
approved regulator to ensure that a proportionate, transparent and consistent
approach to applying the criteria is achieved.

Question 15 - Do you agree with our view that licensing authorities should take a risk-
based approach to regulation of ABS, and if so, how might this work in practice?

61. A risk-based approach to reguiation is desirable both for traditional law firms
and for ABS. Regulators will need to consider carefully how they will assess
the risk posed by firms given the paucity of data available to them currently.
ABS may be complex organisations with multiple sources of funding, which
will make assessing the risk posed by each area difficult. Regulators may
wish to open up discussions with those regulators who already use a risk-
based approach such as the Financial Service Authority (FSA). It is important
that, where regulators use a risk-based system, this system is transparent
and the regulated sector understands how the risk is calculated. Lack of
transparency leads to a lack of trust by the regulated sector in the risk-based
system.

Question 16 - What is your preferred balance in reguiating ABS between a focus on
high-level principles and outcomes and a more prescriptive approach?
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62.

The question of the balance between principle-based regulation and a
prescriptive approach is relevant to all law firms, not merely to ABS. The wide
variety of business models possible for ABS would make a prescriptive
approach difficult to implement and unwieldy. A ‘one size fits all' approach
used in the past has been shown to leave certain sectors feeling that
regulators are unable to properly regulate them and leads to a breakdown in
trust. Regulators will need to take a more flexible and principle-based
approach but good regulators should ensure they make it clear what
regutatory risk particular approaches are designed to address and how the
future compliance can be secured.

Question 17 - What are the advantages and disadvantages of a requirement on ABS to
have a majority of lawyer managers?

63.

64.

65,

66.

87.

An aim of the Legal Service Act was to open up legal services. The Law
Society agrees that having additional regulatory requirements above and
beyond those required in the Act that may restrict legal services thus
requiring there to be a majority of lawyer managers, should be treated with
caution. However, Sir David Clementi, in his review of legal services, did
conciude that lawyers should be in the majority.

The advantages of having a majority of lawyers are likely to be that, with their
knowledge of the law and grasp of ethics, they are less likely to take risks
which compromise their professional integrity or their duties to clients. On the
other hand, it could be argued that not ali lawyers have the entrepreneurial or
managerial skills to bring reform to the market and requiring a majority could
delay innovation.

Regulators will need to consider what is the minimum number {or proportion)
of lawyers needed in ABS or in their management teams and it maybe that
different approaches would he needed for different ABS. This is an issue
which we would expect individual regulators to consider in detail in their own
consultations about proposed licensing rules.

The Law Society believes for small and very large ABS a requirement {o have
a majority of lawyer managers may pose difficuities. in small firms where
there are only three managers — the requirement to have two lawyer
managers may be unduly restrictive. In very large firms the requirement to
have a majority of lawyer managers may distort the corporate structure.

However the Law Society believes that there will need to be enough lawyer
managers to oversee that legal services are provided competently and there
is a full grasp of ethical requirements within the firm. For this reason a
regulator may wish to consider requiring a percentage (whether or not a
majority, either by number of individuals or by percentage ownership) of
managers are lawyers in specific cases.

Question 18 - What are your views about how licensing authorities should determine
whether a person is a “fit and proper person” to carry out their duties as a Hol.P or a

HoFA?
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68. Part of the fitness test for those taking on the roles of HolLPs and HoFAs
should be their knowledge about the role and competence to perform it. For
example, the HoFA may need a financial qualification or experience in
handling financial matters.

69. HolPs and HoFAs should in addition be subject to the same fitness tests as
any non-lawyer manager within a firm. Their seniority within the organisation,
their experience and ability to affect change should aiso be considered.

70. Any criteria for selecting HolLPs and HoFAs set down by regulators will need
to be flexible. The requirement for a large firm dealing with a substantial
case-load may well be very different from that for a small, local ABS. For this
reason the main responsibility for choosing appropriate people for these roles
should rest with the ABS in question, possibly with guidance from the
reguiator,

Question 19 - What is the right balance between rejecting “higher-risk” licensing
applications and developing systems to monitor compliance by higher-risk licensed
bodies?

71. It might first be beneficial to consider defining what ‘higher risk’ is and how
the risk would be assessed. It is in general difficult to see why authorities
would wish to grant licences to bodies which can at the outset be recognised
as high risk. The principle should be that the onus is on applicants to
demonstrate that they — and their business model — is suitable for the grant of
a licence.

72. Where firms are viewed as ‘high risk’ then regulators should consider what
factors lead to that assessment of risk and whether the firm could do more to
mitigate them. If there are actions that a firm can take to minimise risks it
should do so before it is reconsidered for licensing. If the risks are inherent in
the business then regulaters will heed to consider the risks to the consumer
and profession of granting a licence to such an organisation weighed against
the potential benefits. It is conceivable that some ABS may, by the nature of
the work they undertake, be high risk in the sense of there being a significant
risk of business failure but they may also fulfil a consumer need that may not
otherwise be met.

73. If an entity is ‘higher risk'’ because their internal governance is poor or
because of doubts about the integrity and fithess of their owners then they
are not a suitable entity for licensing and should not be licensed by any
regulator.

74. This is a new area for regulators and a high profile failure early on wouid
damage the reputation of both ABS and their regulators, both nationally and
internationally. For this reason careful consideration should be given to
licensing that ABS that carry a high risk. Regulators should be mindful of
financial risks posed by ABS as well as regulatory risks.

Question 20 - How should regulators ensure a level playing-field between reguiated
tegal practices and licensed bodies?
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75.

76.

To ensure a level playing field, the same requirements must apply to ABS as
to other comparable regulated practices. Many of the risks associated with
ABS exist for other regulated legal practices and there will be no need for a
different approach. Only where there are demonstrable additional risks, e.g.
outside financial investment, should the regulator treat ABS differently to
other regulated legal practices. In such cases the approach should be
proportionate to addressing those individual risks.

Careful consideration should be given to monitoring markets to ensure that
availability of services is not distorted by bulk supply of a particular type of
service.

Question 21- How should licensing authorities approach the access to justice condition,
and do you agree that it is unlikely that many licences should be rejected on the basis of
the condition?

77.

78.

79.

The issue of access to justice was discussed extensively during the
parliamentary debate on what is now the Legal Services Act. The importance
of access to justice was highlighted by its inclusion as a regulatory objective
in Part 1 of the Act. Parliament highlighted specific concerns regarding the
effects of ABS on access to justice and the Bill was amended to ensure that
licensing authorities had rules in place that made sure access to justice was
considered when assessing applications for potential ABS. Parliament's
intent was clear and regulators will need to ensure they are mindful of access
to justice when licensing ABS.

The reguiator will need to consider what it means by access to justice and the
Law Society would be anxious to help in defining the concept. In our view, it
should involve access to a choice of appropriate legal advice in the main
areas of law likely to affect those wanting or needing to use a service. ABS
may assist this in some areas. In others, however, it is possible to envisage
that a single supplier or couple of suppliers may take such a proportion of the
business that there is no meaningful choice for the consumer.

It is difficult to predict the outcome of opening up the market to allow ABS.
The market has changed significantly since the creation of ABS was first
suggested. In some areas, ABS may increase access to justice, particularly if
they stimulate innovative ways of providing legal services. However, the Law
Society has concerns that ABS may restrict access to justice in certain areas
if the risk is not adequately measured and managed, especially if ABS focus
on only the most lucrative areas of the legal services market. There is a risk
that loss leading or major penetration in these areas could eliminate smaller
firms that provide a broad range of services and supplement less profitable
lines of complex or public interest work. These less profitable areas of work
include legat aid work but also work paid for privately in areas such as family
law. This could potentially result in fewer sources of these types of advice,
particularly in rural communities but also in many suburban areas too. This
applies particularly to cases involving vulnerable consumers. A power must
be reserved to enable the regulator to act if the market is distorted and there
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80.

81.

82.

83.

84.

must be monitoring to ensure any such distortion is identified early enough
for the regulator to intervene.

Parliament intended to ensure that the introduction of ABS did not
inadvertently undermine access to justice, and that ABSs were not able to
cherry-pick or loss lead services to the detriment of the overall position of the
consumer. This issue of protection is crucial in the current financial climate,
which has made smaller firms vulnerable to the loss of profitable areas of
work which currently cross subsidises less profitable work. Regulators should
be mindful of this when considering access to justice

it is possible that deregulation of the market may stifle rather than stimulate
competition and consumer choice with a few big players coming to dominate
the market. This has occurred in some areas of the country when other
markets have been deregulated, for instance public transport, and regulators
should be mindful of this.

One approach regulaters may wish to take to ensure access to justice is to
regulate market share to ensure there is appropriate provision of legal service
within a given geographical area. For instance there may be a need to ensure
that there are more than two suppliers of legal advice in one area to ensure
two parties can get independent advice over a contentious issue and have a
choice of adviser.

One issue which will need to be determined is whether there should be
publicity given to ABS applications, at least of a certain size, in order to allow
potential objections to be made on access to justice issues, amongst other
things.

it is impossible to predict at present how many licences will or should be
rejected, or granted subject to conditions because we cannot know now how
many applications will raise access to justice concerns.. It will be important
for regulators to carry out an adequate impact assessment — considering
access to justice, as well as the impact on small and medium enterprises
(SMEs) and on equality and diversity — before finalising their proposed
licensing rules. It will also be essential to carry out an impact assessment
before deciding whether to grant an application, and if so on what conditions,
wherever it appears that an individual application may have an adverse
impact on access to justice. The cost of these assessments should fall on the
applicants.

Question 22 - How should licensing authorities give effect to indemnification and
compensation arrangements for ABS?

85.

86.

As with traditional law firms, ABS should be required to comply with
appropriate arrangements for indemnity insurance and compensation. The
level of consumer protection should be the same for ABS as for other
comparable law firms.

The Law Society is concerned at the suggestion that regulators should not
seek to attain a ‘zero casualty’ outcome. Concern has already been raised as

16 of 20



87.

88.

to the potential scale of ABSs. The Society would thus suggest that the
concept of establishing capital adequacy rules is investigated further, and
that regutators will also need to consider the level of debt and gearing being
used by the new owner to acquire a stake in the ABS.

There is a risk that the failure of a fast growing firm through dishonesty may
exhaust whatever compensation fund arrangements are in place and thus
leave consumers unprotected. While the risk of this occurring is low because
all those involved in running the firm would have to be involved in the
dishonesty, the consequences would be severe. Currently the liability of the
Law Society’s compensation fund is up to £2m per client. A collapse, through
dishonesty, of a large firm with numercus clients may well leave a
compensation scheme struggling to cope. Therefore careful consideration will
need to be given to how the financial viability of ABS and their associated
compensation fund will be assessed. This risk will be particularly high where
an ABS has high levels of debt. Regulators will needs systems to in place to
identify this and to assess the risks associated with a firm carrying a high
level of debt either directly or through an owner.

The principle is thus that consumers should enjoy the same protection
against dishonesty in an ABS — both in terms of scope of cover and certainty
of pay-out — as they currently enjoy in respect of other ordinary law firms. It
cannot be assumed that all ABS will be large, or immune from risks of this
sort. The precise method of providing that consumer protection needs further
consideration. It would not be acceptable for the burden on existing firms to
be increased as a result of any failure to ensure probity amongst ABS, if that
should happen. One possibility would be to examine whether a bonding
scheme could operate for ABS, or indeed more widely within the legal sector.

Question 23 - How should complaints-handling in relation to legal services provided by
ABS be reguiated?

89.

To ensure a level playing field and clarity for consumers, complaints against
ABS should be freated in the same way as complaints arising from other
regulated firms. Consideration will need to be given to how complaints
regarding non-legal work provided by an ABS are handled by the OLC and
regulators. If ABS are — as they should be — distinct from the rest of their
owner's activities, the regulatory and complaints handling structure shouid
cover the non-reserved legal services that they provide as well as reserved
services.

Question 24 - How should licensing authorities approach the “fit to own” test and how
critical is it in mitigating the risk to the reguiatory objective of promoting lawyers’
adherence to their professional principles?

90.

The Law Society agrees that the it to own test’ will be crucial in mitigating
the risks to the regulatory objectives. We also agree that it is important that a
licensing authority should avoid disproportionate requirements when setting
the 'fit to own’ test as this may discourage non-lawyers wishing to invest in
ABS. Those who would pass the 'fit to manage’ test should normailly also be
regarded as ‘fit to own’
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9.

92,

93.

When considering the elements of the test, the LSB may wish to consider the
approval requirements used by the FSA fo assess whether someone is fit
and proper to be an approved person and the tests used by the SRA in
assessing new managers in LDPs. The onus should be placed on
prospective owners to show they are ‘fit to own’ rather than on regulators to
show the opposite.

Regulatory intervention should be based on risk. {f there is a higher risk
posed by a higher percentage ownership then the fithess to own test would
need to be more stringent to mitigate that risk. Our current view is that the
higher the percentage owned by one individual, the more stringent the test
should be.

In the future, regulators will need to consider how they can assure
themselves that an owner continues to be fit and proper to own an ABS.

Question 256 - Are there are any particular risks to the regulatory objectives that could
arise from ABS offering non-reserved iegal services?

4.

95,

Traditional law firms are prohibited from setting up separate unregulated
firms to carry out unreserved legal work. If this rute continues to apply to
traditional law firms then in order fo create a level playing field it should also
be applied to ABS.

The Law Society believes that there is scope for widening what is considered
reserved legal work to cover for instance, employment law and will-writing.
The Society considers that poor service and advice from advisers in these
areas may cause distress and loss to consumers and it is essential this is not
compounded by an absence of proper and effective regulation - which is
likely to lead to a lack of redress. The Law Society would like to see the LSB
use its powers to extend the regulatory net and provide consumers with more
protection.

Question 26 - What are the risks to the consumer associated with the delivery of legal
services by special bodies and which more general risks are less relevant to these

bodies?

96.

97.

During the initial phase of licensing regulators will need to consider
applications from special bodies on a case by case basis considering the
individual circumstances. The risk will vary from one type of body to another
and therefore the decision on licensing these bodies will vary depending on
the type of organisation. Regulators will need to be transparent about how
they have reached a decision in each case to ensure the process is not
perceived to be arbitrary or unfair,

The special provisions applied by the Act to special bodies are in place
because there is lower perceived risk as there is no commercial motivation.
However it should be noted that some not-for-profit organisations do have
trading arms and therefore may be commercially motivated. Regulators will
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98.

need to consider whether a not-for-profit organisation has commercial motive
when assessing the risk it poses.

While not-for-profit organisations may not always have a profit motive they
are still motivated to raise money, grow as organisations and succeed and
this should be considered when assessing the risk posed by these
organisations.

Question 27 - Is it in the consumer interest to require special bodies to seek a licence,
and if so, what broad approach should licensing authorities take to their regulation?

99.

100.

Special bodies will be providing legal services to vulnerable consumers.
These consumers should be protected in the same manner as consumers of
legal service from other regulated providers. Licensing special bodies will
enable regulators to ensure that these special bodies provide a competent
and ethical service.

These special bodies are unlikely to hold client money and this coupled with
the lack of commercial motives may make them lower risk for licensing
purposes. Any proposed licensing system and fee structure should take
account of this lower risk.

Question 28 - Are there any other issues that you would like to raise in respect of ABS
that has not been covered by previous questions?

101.

102.

103.

As we have highlighted previously we consider that the major potential risk to
the regulatory objectives comes from external ownership and will need to be
mitigated by the fitness to own’ test. Regulators will need o put in place a
robust test and may need {o obtain additional expertise to unrave! complex
models of ownership.

As noted above MDPs providing combinations of service which could give
rise to conflicts of duties which also represent a risk to the regulatory
objectives. For this reason the Law Society considers that wherever firms are
owned by businesses with other interests, it will be essential to ensure that
the ABS is ring-fenced from other parts of the business and that information
about clients is not improperly transferred outside the ABS. New investment
will open up the possibility of firms becoming highly leveraged. Regulators
will need systems to in place to identify this and to assess the risks
associated with a firm carrying a high level of debt either directly or through
an owner.

One practical issue which will arise is how the cost of ABS regulation should
be met. The ongoing costs will obviously be met by the ABS themselves. But
there is a strong case for saying that ABS should also, over time, meet the
costs to licensing authorities of drawing up and developing their licensing
rules, and establishing the necessary infrastructure for regulating them. Such
recovery should commence with the ABS licence application fee, which
should be set to include an element of such cost recovery. This approach
would of course be consistent with the approach the Government itself has
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taken to recovering the implementation costs of the Legal Services Board
and the Office for Legal Complaints.
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