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The Carrot or the Stick: Finding a balance in the regulatory conundrum.  

Abstract 

The financial crisis has attracted comment from a wide variety of academics; Niall Ferguson 

is one such example, a historian commenting on a legal issue. Ferguson called for the jailing 

of bankers in his Reith lecturers for Radio 4 in 2012; such a measure will find support with 

many commentators and would fit within a deterrence based approach to regulating the 

financial system. This paper seeks to compare the deterrence based and compliance based 

approaches, assessing their application in the UK and the US. The approaches are defined 

based on research by Aires and Braithwaite, as well as Dalvinder Singh; both approaches are 

considered in turn and a combination of the two approaches can then be identified within the 

UK and US. Recent examples of enforcement are used to demonstrate the approaches in 

practice, identifying both the advantages and disadvantages. On assessment the paper 

concludes that no one approach should be adopted, both should be implemented in 

moderation in order to gain the most advantage from each. It will also be argued that the 

enforcement measures in place are unfulfilling and that a wider range of sanctions should be 

sought. 

Introduction 

 “A complex financial world will be made less fragile only by simplicity of regulation and 

strength of enforcement.”
1
 These are the words of Niall Ferguson, from one of the Reith 

Lectures he gave for BBC Radio 4 in 2012. The political nature of banking regulation and its 

impact on the economy draws out the opinions of many public figures from a wide range of 

specialties. A journalist and a historian, Ferguson is not a principle source of legal authority, 

but he does make a persuasive argument, delivered in a concise and reasoned manner.  
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On the face of it, it is hard to disagree with Niall Ferguson’s statement; it is illogical to insist 

on over complexity and a weak enforcement strategy. Ferguson advocates the use of prison 

sentences and argues this prospect should be a “clear and present danger in the minds of 

today’s bankers”
2
 as a consequence of transgressions. This type of regulation would fall into 

the ‘deterrence’ model under the split identified by Reiss.
3
  

 

In order to assess the effectiveness of regulation, the two broad models and their implications 

must be discussed. The specific issue of adverse publicity will be explored; this is pertinent to 

financial regulation because of its effect on confidence. From this discussion the strategy in 

the UK can be identified and compared to that of the US and international initiatives. Using 

these comparisons and the relevant theory behind the approaches it will be argued a balance 

of the two approaches is required to create the optimum regulatory environment. 

  

Models of Regulation 

Scholz identifies the two distinctive enforcement strategies, firstly the ‘deterrence-based’ or 

“rule orientated strategy [seeking] compliance through the maximal detection and 

sanctioning of violations of legal rule.”
4
 Secondly the ‘compliance-based’ or “cooperative 

strategy [which] emphasizes flexible or selective enforcement that takes into consideration 

the particular circumstances of an observed violation.”
5
 In deciding upon a strategy to 

employ, the mentality of the regulated must be considered. Ayres and Braithwaite consider 

Justice Holmes adoption of the deterrence model, Holmes argued the law should be tailored 
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towards 'bad men' as they would try to evade it, 'good men' need not be considered as they 

will still conform.
6
 Singh identifies the deterrence method as the appropriate approach to 

what Kagan and Scholz describe as the ‘amoral calculator’
7
, only interested in profits, these 

people will weight up the possible benefits against the likelihood of getting caught. In 

pursuing a deterrence-based approach the regulator will hope to make the probability of 

detection, and resultant consequence too high a risk to take. Ferguson’s proposal would be an 

example of the deterrence-based approach; he advocates exemplary punishments to instil fear 

in others. He identifies “greedy people”
8
, who can be likened to the ‘amoral calculator’ in 

that they will offend if it is “unlikely to be noticed or severely punished.”
9
 Through high 

profile maximum punishments the regulated are encouraged to exercise “individual 

prudence”
10

 

Drawbacks to the deterrence-based approach have been identified; Lansky observes that if 

punishment rather than dialogue is pursued, the regulated will resent and resist the regulator, 

arguing this as “basic to human psychology.”
11

 Ayres and Braithwaite argue this creates a 

regulatory game of cat-and-mouse.
12

 Additionally, pursing punishments is expensive; 

resources must be used on investigation and litigation. This can remove resources from 

monitoring the regulated, “[a] highly punitive mining inspectorate will spend more time in 

court than in mines.”
13
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The compliance-based approach centres on open dialogue between the regulator and the 

regulated; Singh describes it as a “two-way process”,
14

 the polar opposite to the deterrence 

approach.
15 

The regulator sets rules and gives reasons for observing them, the regulated will 

feedback on these rules with a view to tailor them to suit their needs.
16

 This approach is 

concerned with the on-going relationship between the regulator and the regulated. This 

system provides means for the regulated to have some input in the way they are regulated and 

ideally creates a cooperative relationship between the two parties. Using the compliance-

based approach can also involve consultation with the regulated; this can provide the 

regulator with valuable insight into the concerns of the regulated. The compliance-based 

approach begins with the opposite assumption to deterrence-based approach; it considers the 

regulated ‘good men’ under Holmes analogy,
17

 the ‘political citizen’ as identified by Kagan 

and Scholz.
18

 These people will comply with reasonable regulations for numerous reasons, 

such as the public good and best practice.
19

 Actions for misdemeanours under the 

compliance-based approach will depend on individual circumstances, the regulator will take 

the offender previous relations into account and may exercise discretion in the resultant 

penalty if there is to be one, and reduced sanctions can be offered as incentives to ‘come 

clean’ about infringements.
20

  

 

                                                           
14

 Dalvinder Singh, Banking Regulation of UK and US Financial Markets (Ashgate 2007) at p.115 
15

 Ibid  at p.114 
16

 Ibid at p.115 
17

 Justice Holmes, in the Corporate Crime Reporter, 18 April 1988. Cited by Ayres and Braithwaite, Responsive 

Regulation: Transcending the Deregulation Debate (Oxford Social-Legal Studies, OUP, 1992) p.20 
18

 R.A Kagan and J. T. Scholz, ‘The Criminology of the Corporation and Regulatory Enforcement Strategies’ in 

Hawkins and Thomas (ed), Enforcing Regulation (Law in a Social Context) (Kluwer Nijhoff 1984) in Dalvinder 

Singh, Banking Regulation of UK and US Financial Markets (Ashgate 2007) 
19

 Dalvinder Singh, Banking Regulation of UK and US Financial Markets (Ashgate 2007) p.117 
20

 Ibid  at p.116 



Criticisms of the compliance-based approach can be found in the reasoning for adopting the 

deterrence-based approach; one example is ‘amoral calculators’ can exploit it.
21

 If a regulator 

is known to take a compliance-based approach, an ‘amoral calculator’ will be more likely to 

violate rules based on the assumption they will either not be caught, or if they are caught, 

they will not receive a strong punishment. The regulated will also complain about the 

approach, employing and educating staff to interpret compliance rules creates financial 

burdens upon them. A deterrence-based approach will cost the regulated less, though they 

will incur legal fees if they were pursued in the courts. 

 

Ayres and Braithwaite,
22

 Kagan and Scholz,
23

 and Singh all agree that a combination of the 

deterrence and compliance approaches should be exercised; Singh recommends a balance to 

be struck.
24

 Ayres and Braithwaite put forward the ‘tit-for-tat’ model of regulation,
25

 this 

promotes the use of compliance, or persuasive techniques first and then a steady escalation of 

punitive measures to address non-compliance. They argue that “punishment is expensive” and 

that persuasion should be adopted first, this will then leave further resources available to 

address noncompliance. Starting from a compliance-based position is conducive to healthy 

relationship between the regulator and the regulated, discouraging the cat-and-mouse 

situation and the constant search for gaps in regulation; this can lead to complex regulation in 

order to close gaps which inevitably form when attempting to write rule based regulation.
26
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Over complex legislation is what Ferguson perceives to be wrong with the current system,
27

 

but the deterrence-based solution he advocates could be a contributor to these complex rules. 

The third reason Ayres and Braithwaite give for a ‘tit-for-tat’ approach is particularly 

pertinent to the fast evolving sector the regulators are charged with, a persuasive start point is 

important “in industries where technological and environmental realities change to quickly 

that the regulations… cannot keep up to date.”
28

  

 

The ‘tit-for-tat’ approach, proposed by Ayres and Braithwaite, puts a focus on steady 

escalation in response to noncompliance; this is visually represented in Figure.1. 

Figure 1
29
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The pyramid in Figure.1 demonstrates a hierarchy of sanctions, and the decreasing size of the 

sections moving up the pyramid corresponds to the decreasing requirement to use those 

sanctions.
30

 Considering academic argument, Ferguson’s proposals can still be incorporated 

into a ‘tit-for-tat’ approach, after previous mechanisms have been exhausted. In pursing the 

‘tit-for-tat’ predictability is also instilled, a cornerstone of the law. The regulated know what 

will happen if they do not comply, this is one way of putting fines and even prison sentences 

in their minds, as Ferguson wants, and it is simple, which also meets Ferguson’s statement. 

 

Adverse Publicity as a Sanction 

Adverse publicity is useful tool to pursuing the deterrence-approach,
31

 a regulator is unlikely 

to deter others if the punishments are not publicised. Furthermore the very publication of 

wrong doing can be a punishment; it can affect the public image of a firm and lower the 

market’s confidence in that company. Many banks are publically traded companies and 

adverse publicity can seriously affect their share price, on the announcement of Barclays 

LIBOR settlements the London Stock Exchange recorded a 15.81% drop in the company’s 

share price.
32

 Harvey identifies a moral dilemma for the regulator when publicising formal 

action;
33

 the Financial Services Authority (FSA) has statutory objectives of ‘maintaining 

confidence’
34

 and ‘reducing financial crime’.
35

 Publicity of enforcement is required to reduce 
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financial crime, too great a level of publicity and the confidence of the markets can be 

undermined;
36

 therefore a balance must be struck. 

 

Cartwright argues adverse publicity can be as strong as fines;
37

 he evidences this with Office 

of Fair Trading (OFT) reports. The OFT found adverse publicity to increases the 

effectiveness of enforcement actions, the impact of enforcement “may be minimal where 

there is limited awareness of the consequences.”
38

 In a later report the OFT found 89% of 

companies considered “the threat of adverse publicity… as important as any financial 

penalty” if the company had breached consumer law.
39

 The threat being as negative is 

important, if adverse publicity is something companies are genuinely fearful of then it should 

be used by regulators, “the bigger and more various are the sticks, the greater the success 

regulators will achieve by speaking softly.”
40

 If companies value their reputations, increasing 

it should be used as an incentive; companies that consistently comply should receive positive 

publicity. A counter argument to this would be that compliance is not positive behaviour it is 

simply what they should do, but such an approach could address the perceived negative 

relationship between the regulator and the regulated.  

 

The FSA Enforcement Strategy 
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The FSA is currently the regulator of the UK financial system;
41

 it most recently outlined its 

approach to enforcement in November 2012 in the latest version of the Enforcement Guide, 

found in the FSA Handbook.
42

 This outlines the four principles under which the FSA uses its 

enforcement powers, these are; “maintaining an open and co-operative relationship with 

regulators”,
43

 proportionality,
44

 fair treatment,
45

 and deter future non-compliance.
46

 

Importantly the FSA stipulates it has discretion in handing down an enforcement action, the 

cooperative relationship will sometimes “lead the FSA to decide against taking formal 

disciplinary action.”
47

 The position the FSA sets out has been seen to be different in practice; 

regulated firms consider the regulator to have taken a deterrence stance, using sanctions 

rather than education.
48

 Examples of this can be found in the most recent annual assessment, 

undertaken by Travers Smith Regulatory Investigations Group.
49

 One example is Mr 

Osborne. He was fined £350000 for engaging in market abuse, despite the FSA 

acknowledging Mr Osborne “was not deliberate or reckless”
50

 in his actions, he did not 

“intend or expect”
51

 dealings based on the disclosed information, and that Mr Osborne did 

not stand to gain from the resultant sale.
52

 The fine was imposed to “send a message of 
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deterrence”,
53

 this would be reasonable should Mr Osborne have not been such an 

unfortunate individual. The FSA should have chosen a more deserving individual for this 

fine, and sought to educate Mr Osborne so as to ensure his future compliance. It is true that 

this action will serve as warning, but it will also portray the regulator in a bad light, as a bit of 

a bully, this could act to further push the regulated away and towards the ‘cat-and-mouse’ 

situation.  

 

The FSA have also criticised for increasing compliance costs, it was claimed last year that it 

could cost the industry up to £1.4 billion annually to comply with FSA regulations.
54

 This 

highlights a contributing factor to the compliance approach costing governments and 

regulators less than the deterrence approach; the costs are borne by the regulated. High 

compliance costs look set to continue as reports suggest a 20% rise in regulatory costs in the 

future.
55

 

 

It is difficult to compare the FSA’s use of persuasive approaches to the use of formal 

sanctions. Persuasive action is not readily available in the public domain; this is deliberate 

because publicity can be seen as a sanction in itself,
56

 as discussed above. It can be seen from 

Figure 2 that the FSA did not exercise its sanctioning powers as it often in its first 4 years of 

existence. The increase in use appears to coincide with the beginning of the credit crisis and 

has decreased in the last two years.  
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Figure 2
57

 

 

Fines 

Figure 3 shows a trend in increasing in total fines, fines in 2012 easily total more than 2002-

09 combined.  The total number of fines will clearly influence the eventual total value, but 

there is clear increase in the size of each fine, in 2008 there were more fines than in 2012, yet 

the total value of fines for 2012 is more than 4 times that of 2008. This trend can be seen in 

the size of the average fine shown in Figure 4. 
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Figure 4
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The £59.5 million fine of Barclays
60

 will have been a factor in the high average fine for 2012; 

however there was also a £29.7 million fine for UBS in relation to failings in the Kweku 

Adoboli case.
61

 Despite the size of these fines, questions can still be raised as to the 

effectiveness of them. Barclays posted pre-tax profits of £5,879 million (nearly £5.9 billion) 

for 2011,
62

 based on this the FSA fine equates to just 1.012% of Barclays pre-tax profits. The 

same can be shown for UBS; their fine was worth 0.8% of their pre-tax operating profits of 

5,350 million Swiss Francs.
63

 If fines are going to be used as deterrence mechanisms then 
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they surely need to be higher, or they will be seen as affordable, as such the ‘amoral 

calculator’ will not consider a fine enough of a consequence.  

 

 

Fines are not the only sanction the FSA uses; Figure 2 shows that fines have accounted for 

less than half the Final Notices since 2003. The FSA has the power to prosecute and has 

frequently secured prison sentences for criminal convictions. 

 

Prison Sentences 

The fraudulent rouge trader Kweku Adoboli is the most memorable financial crime case to 

come to court in the UK in 2012, sentenced to 7 years in prison after causing £1.4bn in 

losses.
64

 Prior to this, in May the Travers Smith Regulatory Investigations Group had 

described 2012 as a “quieter few months”
65

 in relation to criminal cases, however they did 

point out that 20 individuals were facing trial at the time.
66

 Some of these can be seen to have 

yielded convictions; a four and a half year sentence for money laundering in April,
67

 three 

convictions for insider dealing received a total of nine years and ten months in June,
68

 and six 

more insider dealing convictions adding up to sixteen years in July.
69

 The Adoboli sentence 

was the maximum he could have expected based on sentencing guidelines.
70
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United States Enforcement 

The US provides a good comparison to the UK, having a similar legal system facing the 

similar issues. It employs a comparable approach in that it will sentence individuals to prison 

sentences and fines individuals and firms. The US has been seen to use longer sentences and 

higher fines than the UK, with a variety of offences warranting a prison term. 

 

Prison Sentences 

The US has much higher maximum sentences for financial crime than the UK and has had a 

fraud offence since 1872;
71

 China is even stricter, it uses the death penalty for some white-

collar crimes.
72

 The US has a maximum prison sentence of 20 years for fraud and money 

laundering;
73

 it criminalises a wide range of fraudulent activities, and often sets sentences to 

run consecutively.
74

 Offences attracting prison sentences include; mail fraud,
75

 bank fraud
76

 

and securities and commodities fraud.
77

  

 

The record prison sentence for fraud was given to Shalom Weiss in 2000 who received a total 

of 845 years in 2000; his accomplice was sentenced to 740 years.
78

 In an even more high 

profile conviction Bernard Madoff was sentenced to 150 year imprisonment in 2009.
79

 These 

are extreme examples but cases are frequent, a sentence from as recent as 11 December 2012, 
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a 6 and a half year sentence for a $1.3 million phishing scheme;
80

 only half a year less than 

Adoboli for the loss of less than 10% that of Adoboli. Cases such as this show the willingness 

of the US to criminalise and imprison financial criminals for long periods of time, much 

longer than in the UK.  

 

Fines 

A similar conclusion can be drawn from comparing US and UK fines; the US imposes far 

higher penalties than the UK. The LIBOR scandal provides a direct comparison in fines to 

Barclays. The FSA fined Barclays £59.5 million, the highest fine ever given. This is made to 

look small by the $200 million and $160 million fines imposed by the Commodity Futures 

Trading Commission
81

 and Department of Justice
82

 respectively. Despite the US fines were 

still only to the value of 3.933% of Barclays 2011 profits.
83

 These fines are not the biggest 

this year; HSBC recently received a $1.9 billion fine for failing in its money laundering 

controls.
84

 This fine is a lot more significant than any UK fine, 8.687% of HSBC’s 2011 

profits,
85

 but still unlikely to really impact a Bank which made $21.872 billion last year.
86

 

 

International Intervention 

Presently there are no international organisations with the power to undertake enforcement 

actions against banks; this could soon be to change if the states using the Euro currency agree 
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to instil powers in the European Central Bank.
87

 There are some international organisations 

which produce recommendations for states to comply with, including the Bank for 

International Settlements (BIS) and the Financial Action Task Force (FATF). Without any 

sanctioning powers the guidance these bodies can provide is only compliance-based. The 

power of these recommendations depends on their implementation by sovereign states; the 

UK is a member of the Basel Committee on Banking Supervision as well as a FATF. 

 

FATF provides recommendations in combating “money laundering, terrorist financing and 

other related threats to […] the international financial system.”
88

 It produces periodic reports 

assessing the compliance of member states; it has found the UK to be largely compliant. The 

UK was encouraged to become fully compliant but there are no consequences for not doing 

so. A discussion classifying the UK as a ‘political citizen’ or ‘amoral calculator’ would 

probably require a book of its own, but assuming the UK to be a ‘political citizen’ its variety 

of motivations may still lead to it not complying with the remaining recommendations. The 

UK might feel it already goes far enough, or consider the recommendations to go too far. 

 

The Basel Committee recommends international standards for banking regulation
89

 and 

encourages common approaches to supervision.  The current accords are divided into 3 

pillars; the first concerns minimum capital requirements,
90

 the second provides framework for 
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supervisory review, and finally,
91

 the third pillar contains recommendations on market 

discipline.
92

 The current set of Accords are known as Basel III, and like the FATF 

recommendation, are not enforceable automatically as the Basel Committee has not “formal 

supranational supervisory authority.”
93

 The Accords are given legal force by the European 

Union
94

 which makes them binding upon the UK as a member state. The Basel Accords are a 

minimum standard for best practices; they do not contain any enforcement measures, the 

enforcement of requirements remains with the individual states and regulators.  

 

Conclusion 

The use of prison sentences and fines is the main way regulators enforce financial 

regulations, this can be seen from the use of the FSA’s powers. The same can be seen in the 

US but with much higher fines and longer sentences. These measures are clearly part of the 

deterrence approach to regulating. The effectiveness of the deterrence approach has been 

questioned; it is seen to be expensive
95

 and encourages a negative relationship between the 

regulator and the regulated.
96

 The compliance approach is also pursued in the UK, it is a 

contrast to the deterrence approach, it seeks to control through communication and 

incentives. This has also been criticised, it has been seen as open to abuse
97

 and imposing 

costs on the regulated.
98

 The combination of the two appears to be the best compromise: ‘tit-
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for-tat’. In the case of Mr Osborne, lower level punishment would have been better suited, 

but in the case of big banks abusing regulations higher fines are needed. Perhaps the better 

approach from the regulators is to see to come up with an alternative. Fines are unlikely to 

influence banks, and it would be disproportionate to impose fines based on the banks’ profits. 

It could be more effective to impose restrictions on offending companies, ban them from 

specific markets if the offend, not allow them to return until all staff members pass a 

compliance course, and offset the costs of this by making the company pay the fees. If the 

consequences are genuinely more inconvenient than the benefits of not complying then the 

‘amoral’ calculator will comply. Complexity is clearly not an aim of financial regulation, yet 

simplicity is perhaps unattainable due to the vast system which requires regulation. Certainty 

should be a goal of financial regulation, whatever the agreed enforcement action for a 

specific offence it should be clearly warned of, and proportionately applied, ideally that 

enforcement should relate to the offence committed. The present approach looks set to 

continue with the FSA becoming the FCA when the Financial Services Bill is eventually 

enacted, it is expected the FCA will pursue a policy of deterrence, imposing “higher penalties 

against high-profile targets”.
99

 This arguably removes certainty; it is hard to predict how high 

an exemplary fine will be. Enforcement should be strong or it is ineffective, but it must be 

proportionate.  
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Appendices 

Figure 1 
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 Replicated based on Ayres and Braithwaite, Responsive Regulation: Transcending the deregulation Debate 

(Oxford Social=Legal Studies, OUP, 1992) p35 



 

Table 1 Barclays
101

 

 

    

% of Barclays 2011 Pre-Tax 

Profits 

Barclays 2011 Pre-Tax Profits £5,879,000,000.00 100 

FSA Fine £59,500,000.00 1.012076884 

US Fines     

Commodity Futures Trading Commission $200,000,000.00   

In GBP
102

 £128,440,000.00 2.184725293 

      

Department of Justice  $160,000,000.00   

In GBP
i
 £102,752,000.00 1.747780235 

      

Total US Fines $360,000,000.00   

In GBP £231,192,000.00 3.932505528 

Total Fines (GBP) £290,692,000.00 4.944582412 

1% of Barclays Pre-Tax Profits  £58,790,000.00  1 

 

Table 2 UBS
103

 

    % of UBS 2011 Pre-Tax Profits 

UBS 2011 Pre-Tax Profits (CHF) CHF 5,350,000,000.00   

In GBP
104

 £3,689,895,000.0000  100 

FSA Fine £29,700,000.00 0.804900952 

1% of UBS Pre-Tax Profits £36,898,950.00  1 
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 Complied based on Barclays, ‘Barclays PLC: Annual Report 2011’ 

<http://group.barclays.com/Satellite?blobcol=urldata&blobheader=application%2Fpdf&blobheadername1=Cont

ent-Disposition&blobheadername2=MDT-Type&blobheadervalue1=inline%3B+filename%3D2011-Barclays-

PLC-Annual-Report-(PDF).pdf&blobheadervalue2=abinary%3B+charset%3DUTF-

8&blobkey=id&blobtable=MungoBlobs&blobwhere=1330686323829&ssbinary=true> accessed 12 December 
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103
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Table 3 HSBC
105

 

    % of HSBC 2011 Pre-Tax Profits 

HSBC 2011 Pre-Tax Profits $21872000000 100 

US Fine (USD) $1900000000 8.686905633 

1% of HSBC 2011 Pre-Tax Profits $218720000 1 

 

Table 4 FSA Enforcement Action and Fines
106

 

Year: Total Fines Number of Fines Average Fine Final Notices 

2002 £7,444,000 9 £827,111.11 16 

2003 £10,975,000 17 £645,588.24 50 

2004 £24,769,000 32 £774,031.25 86 

2005 £16,965,860 21 £807,898.10 47 

2006 £13,309,143 27 £492,931.22 205 

2007 £5,341,500 24 £222,562.50 148 

2008 £22,706,526 51 £445,226.00 220 

2009 £35,005,522 42 £833,464.81 181 

2010 £89,121,281.50 80 £1,114,016.02 253 

2011 £66,144,839 60 £1,102,413.98 146 

2012 £150,260,756 49 £3,066,546.04 151 
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 Complied based on HSBC, ‘HSBC Holdings PLC: Annual Report and Accounts 2011’ 
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